MITTAL COMMERCE CLASSES INTERMEDIATE - MOCK TEST

(GI-5+7, GI-6, GI-8, GI-9, SI-2+4, SI-3 & VI-2)
DATE: 26.08.2019 MAXIMUM MARKS: 100 TIMING: 3% Hours

PAPER : AUDITING

DIVISION - A (MULTIPLE CHOICE QUESTIONS)

Answer (1-20) carry 1 Mark each
Answer (21-25) carry 2 Marks each

1 Ans. c

2 Ans. d

3 Ans. a

4, Ans. d

5. Ans. b

6 Ans. a

7 Ans. c

8 Ans. d

9. Ans. a

10. Ans. d

11. Ans. d

12. Ans. a

13. Ans. d

14. Ans. a

15. Ans. c

16. Ans. d

17. Ans. d

18. Ans. a

19. Ans. b

20. Ans. ¢

21. Incorrect. Any amount due to the bank under any credit facility is ‘overdue’ if it is

not paid on the due date fixed by the bank.
22. Correct. An account should be treated as ‘out of order’ if the outstanding balance
remains continuously in excess of the sanctioned limit/drawing power.
23. 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 is the process designed, implemented and
maintained by those charged with governance/management to provide reasonable
assurance the achievement of entity’s objectives.

24. 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 audit’s resources. The establishment of the overall audit strategy and the
detailed audit plan are not necessarily discrete of sequential processes, but are
closely inter-related since changes in one may result in consequential changes to the
other.

25. Incorrect. Materiality for the financial statements as a whole (and, if applicable, the
materiality level or levels for particular 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.
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Division B-Descriptive Questions
Question No. 1 is compulsory
Attempt any four questions from the Rest.

Answer 1:

Examine with reasons (in short) whether the following statements are correct or|
incorrect : (Attempt any 7 out of 8)

(i)

(ii)
(iii)

(iv)

(v)

(vi)

(vii)

(viii)

Answer 2:

(a)

Incorrect. 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.
Incorrect. Substantive analytical procedures are generally more applicable to large
volumes of transactions that tend to be predictable over time.

Correct: As per SA 240 “The Auditor’s Responsibilities Relating to Fraud in an Audit
of Financial Statements”, it is important that management, with the oversight of
those charged with governance, place a strong emphasis on fraud prevention, which
may reduce opportunities for fraud to take place, and fraud deterrence, of detection
and punishment. This involves a commitment to creating a cultured of honesty and
ethical behavior which can be reinforced by an active oversight by those charged
with governance.

Incorrect: As per SA 240 “The Auditor’s Responsibilities Relating to Fraud in an
Audit of Financial Statements”, fraudulent financial reporting May involve
manipulation, falsification or alteration of account records or supporting documents
from which financial statement are prepared, misrepresentation in, or intentional
omission from, financial statement of events, transactions or other significant
information or intentional misapplication of accounting principles relating to amounts,
classification, manner of presentation or disclosure.

Incorrect: As per the provisions of the Companies Act, 2013, a person is
disqualified to be appointed as an auditor of a company if his relative is holding any
security of or interest in the company of face value exceeding Rs. 1 lakh. Therefore,
AB & Co. shall be disqualified for being appointed as an auditor of XYZ
Ltd. as Mr. C, the relative of Mr. B who is a partner in AB & Co., is holding securities
in XYZ Ltd. having face value of Rs. 2 lakh.

Incorrect: The provisions of Companies Act, 2013 grant rights to the auditor to
access books of account and vouchers of the company. He is also entitled to require
information and explanations from the company. Therefore, he has a statutory right
to inspect the minute book.

Incorrect: According to section 139 of the Companies Act, 2013, the provisions
related to rotation of auditor are applicable to all private limited companies having
paid up share capital of Rs. 20 crore or more; and all companies having paid up
share capital of below threshold limit mentioned above, but having public borrowings
from financial institutions, banks or public deposits of Rs. 50 crore or more.
Incorrect: As per the provisions of the Companies Act, 2013, a person is disqualified
to be appointed as an auditor of a company if he is holding any security of or
interest in the company.

As the chartered accountant is holding securities of S Ltd. having face value of Rs.
950, he is not eligible for appointment as an auditor of S Ltd.

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:
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- 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.

- All 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, etc., 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.

- All securities requiring registration should be registered in the name of the
bank or otherwise accompanied by documents sufficient to give title to the 1
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.

- The accounts should be kept within both the drawing power and the
sanctioned limit.

{Any 8 Point Each 1/2 Mark}

- 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 at least once a
year, and at more frequent intervals in the case of large advances.

Answer:
(b) Duties of the C&AG: _
(i) Compile and submit Accounts of Union and States - The Comptroller and

Auditor General shall be responsible for compiling the accounts of the Union
and of each State from the initial and subsidiary accounts rendered to the
audit and accounts offices under his control by treasuries, offices or
departments responsible for the keeping of such account. The Comptroller
and Auditor General shall, from the accounts compiled by him or [by the
Government or any other person responsible in that behalf] prepare in each
accounts (including, in the case of accounts compiled by him, appropriation
accounts) showing under the respective heads the annual receipts and
disbursements for the purpose of the Union, of each State and of each Union
Territory having a Legislative Assembly, and shall submit those accounts to
the President or the Governor of a State or Administrator of the Union
Territory having a Legislative Assembly, as the case may be, on or before
such dates as he may, with the concurrence of the Government concerned,
determine.

The C&AG Act of 1971 has provisions for relieving him of this responsibility to
give information and render assistance to the Union and States: The
Comptroller and Auditor General shall, in so far as the accounts, for the
compilation or keeping of which he is responsible, enable him so to do, give
to the Union Government, to the State Government or to the Governments of |

-{1/2 M}
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(ii)

(iii)

(iv)

(v)

(vi)

Union Territories having Legislative Assemblies, as the case may be, such ]

information as they may, from time to time, require and render such
assistance in the preparation of the annual financial statements as they may
reasonably ask for.

General Provisions Relating to Audit - It shall be the duty of the]

Comptroller and Auditor General—

(@) To audit and report on all expenditure from the Consolidated Fund of
India and of each State and of each Union Territory having a
Legislative Assembly and to ascertain whether the moneys shown in
the accounts as having been disbursed were legally available for and
applicable to the service or purpose to which they have been applied
or charged and whether the expenditure conforms to the authority
which governs it;

(b) To audit and report all transactions of the Union and of the States
relating to Contingency Funds and Public Accounts;

(c) To audit and report on all trading, manufacturing and profit and loss
accounts and balance-sheets and other subsidiary accounts kept in any |
department of the Union or of a State.

Audit of Receipts and Expenditure - Where anybody or authority is]

substantially financed by grants or loans from the Consolidated Fund of India
or of any State or of any Union Territory having a Legislative Assembly, the
Comptroller and Auditor General shall, subject to the provisions of any law
for the time being in force applicable to the body or authority, as the case
may be, audit all receipts and expenditure of that body or authority and to
report on the receipts and expenditure audited by him.

Where the grant or loan to a body or authority from the Consolidated Fund of
India or of any State or of any Union Territory having a Legislative Assembly
in a financial year is not less than rupees twenty-five lakhs and the amount of
such grant or loan is not less than seventy-five per cent of the total
expenditure of that body or authority, such body or authority shall be
deemed, for this purpose to be substantially financed by such grants or loans
as the case may be.

Audit of Grants or Loans - Where any grant or loan is given for any speC|f|c
purpose from the Consolidated Fund of India or of any State or of any
Union Territory having a Legislative Assembly to any authority or body, not
being a foreign State or international organisation, the Comptroller and
Auditor General shall scrutinise the procedures by which the sanctioning
authority satisfies itself as to the fulfilment of the conditions subject to
which such grants or loans were given and shall for this purpose have right of
access, after giving reasonable previous notice, to the books and accounts
of that authority or body.

Audit of Receipts of Union or States - It shall be the duty of the
Comptroller and Auditor General to audit all receipts which are payable into
the Consolidated Fund of India and of each State and of each Union Territory
having a Legislative Assembly and to satisfy himself that the rules and
procedures in that behalf are designed to secure an effective check on the
assessment, collection and proper allocation of revenue and are being duly
observed and to make for this purpose such examination of the accounts as
he thinks fit and report thereon.

Audit of Accounts of Stores and Inventory - The Comptroller and Auditor

r{1 M}

-{1/2 M}

r{1/2 M}

-{1/2 M}

General shall have authority to audit and report on the accounts of stores|{1/2 M}

and inventory kept in any office or department of the Union or of a State.
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(vii)  Audit of Government Companies and Corporations - The duties and
powers of the Comptroller and Auditor General in relation to the audit of the
accounts of government companies shall be performed and exercised by him
in accordance with the provisions of the Companies Act, 2013. The
Comptroller and Auditor-General of India shall appoint the auditor under sub-
section (5) or sub-section (7) of section 139 (i.e. appointment of First Auditor
or Subsequent Auditor) and direct such auditor the manner in which thefr{1/2 M}
accounts of the Government company are required to be audited and
thereupon the auditor so appointed shall submit a copy of the audit report to
the Comptroller and Auditor-General of India which, among other things,
include the directions, if any, issued by the Comptroller and Auditor-General
of India, the action taken thereon and its impact on the accounts and financial
statement of the company.

Answer:

(c) Responsibilities of the Auditor -
There are specific accounting and disclosure requirements for related party
relationships, transactions and balances to enable users of the financial statements
to understand their nature and effects on the financial statements.

The auditor has a responsibility to perform audit procedures to identify, assess and
respond to the risks of material misstatement arising from the entity’s failure to
appropriately account for related party relationships, transactions or balances. r{1 M3
The auditor needs to obtain an understanding of the entity’s related party
relationships and transactions sufficient to be able to conclude whether the financial
statements, insofar as they are affected by those relationships and transactions:

(a) Achieve a true and fair presentation; or

(b) Are not misleading (for compliance frameworks).

In addition, an understanding of the entity’s related party relationships and
transactions is relevant to the auditor’'s evaluation of whether fraud risk factors are
present as required by SA 240. This is because fraud may be more easily committed
through related parties.

Owing to the inherent limitations of an audit, there is an unavoidable risk that some
material misstatements of the financial statements may not be detected, even
though the audit is properly planned and performed in accordance with the SAs. In
the context of related parties, the potential effects of inherent limitations on the
auditor’s ability to detect material misstatements are greater for such reasons as
the following:

- Management may be unaware of the existence of all related party r{2M}
relationships.

- Related party relationships may present a greater opportunity for collusion,
concealment or manipulation by management.

- Planning and performing the audit with professional skepticism as required by

SA 200 is therefore particularly important in this context, given the potential
for undisclosed related party relationships and transactions. The requirements
in this SA are designed to assist the auditor in identifying and assessing the
risks of material misstatement associated with related party relationships and
transactions, and in designing audit procedures to respond to the assessed

risks. J
Answer:
(d) IT also poses specific risks to an entity’s internal control, including, for
example:
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L 2 Reliance on systems or programs that are inaccurately processing data,
processing inaccurate data, or both.
- Unauthorised access to data that may result in destruction of data or

improper changes to data, including the recording of unauthorised or non-
existent transactions, or inaccurate recording of transactions. Particular risks
may arise where multiple users access a common database.

{Any 6 Point Each 1/2 Mark}

- The possibility of IT personnel gaining access privileges beyond those
necessary to perform their assigned duties thereby breaking down |
segregation of duties.

- Unauthorised changes to data in master files.

- Unauthorised changes to systems or programs.

L 2 Failure to make necessary changes to systems or programs.

- Inappropriate manual intervention.

- Potential loss of data or inability to access data as required.

Answer 3: _
(a) Documentation of Significant Matters and Related Significant Professional
Judgments

Judging the significance of a matter requires an objective analysis of the facts and

circumstances.

Examples of significant matters include:

- Matters that give rise to significant risks.

- Results of audit procedures indicating (a) that the financial statements could
be materially misstated, or (b) a need to revise the auditor's previous
assessment of the risks of material misstatement and the auditor’s responses [{2 M}
to those risks.

- Circumstances that cause the auditor significant difficulty in applying
necessary audit procedures.
- Findings that could result in a modification to the audit opinion or the

inclusion of an Emphasis of Matter Paragraph in the auditor’s report.

An important factor in determining the form, content and extent of audit
documentation of significant matters is the extent of professional judgment exercised
in performing the work and evaluating the results. -
Documentation of the professional judgments made, where significant, serves to |
explain the auditor’s conclusions and to reinforce the quality of the judgment. Such
matters are of particular interest to those responsible for reviewing audit
documentation, including those carrying out subsequent audits, when reviewing
matters of continuing significance (for example, when performing a retrospective
review of accounting estimates).

Some examples of circumstances in which it is appropriate to prepare audit

documentation relating to the use of professional judgment include, where

the matters and judgments are significant:

- The rationale for the auditor’s conclusion when a requirement provides that
the auditor ‘shall consider’ certain information or factors, and that
consideration is significant in the context of the particular engagement.

- The basis for the auditor’'s conclusion on the reasonableness of areas of
subjective judgments (for example, the reasonableness of significant
accounting estimates).

- The basis for the auditor’s conclusions about the authenticity of a document
when further investigation (such as making appropriate use of an expert or of
confirmation procedures) is undertaken in response to conditions identified
during the audit that caused the auditor to believe that the document maynot
be authentic.

—{2 M}
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Answer:

(b)

Sufficiency of Audit Evidence: Sufficiency is the measure of the quantity of audit
evidence. The quantity of audit evidence needed is affected by the auditor’s
assessment of the risks of misstatement (the higher the assessed risks, the more
audit evidence is likely to be required) and also by the quality of such audit evidence
(the higher the quality, the less may be required). Obtaining more audit evidence,
however, may not compensate for its poor quality. Auditor’'s judgment as to
sufficiency may be affected by the factors such as:

(i) Materiality

(i) Risk of material misstatement

r{2 M}

(iii) Size and characteristics of the population. J

(i) Materiality may be defined as the significance of classes of transactions,
account balances and presentation and disclosures to the users of the
financial statements. Less evidence would be required in case assertions are
less material to users of the financial statements. But on the other hand if
assertions are more material to the users of the financial statements, more
evidence would be required.

(i) Risk of material misstatement may be defined as the risk that the financial
statements are materially misstated prior to audit. This consists of two
components described as follows at the assertion level (a) Inherent risk—The
susceptibility of an assertion to a misstatement that could be material before

consideration of any related controls. (b) Control risk—The risk that ar{2 M}

misstatement that could occur in an assertion that could be material will not
be prevented or detected and corrected on a timely basis by the entity’s
internal control. Less evidence would be required in case assertions that have
a lower risk of material misstatement. But on the other hand if assertions
have a higher risk of material misstatement, more evidence would be
required.

(iii) Size of population refers to the number of items included in the population.
Less evidence would be required in case of smaller, more homogeneous
population but on the other hand in case of larger, more heterogeneous
populations, more evidence would be required.

Answer:

(o)

As per SA-200 “Overall Objectives of the Independent Auditor”, in conducting an

audit of financial statements, the overall objectives of the auditor are:

() To obtain reasonable assurance about whether the financial statements as a
whole are free from material misstatement; and

(i) To report on the financial statements, and communicate as required by the
SAS, in accordance with the auditor’s findings.

Answer:

(d)

It is not enough to realise what an auditor should be. He is concerned with the
reporting on financial matters of business and other institutions. Financial matters
inherently are to be set with the problems of human fallibility; errors and frauds are
frequent. The qualities required, according to Dicksee, are tact, caution, firmness,
good temper, integrity, discretion, industry, judgement, patience, clear headedness
and reliability. In short, all those personal qualities thatgo to make a good
businessman contribute to the making of a good auditor. In addition, he must have
the shine of culture for attaining a great height. He must have the highest degree of

Feamy

]‘{1 M}

{1 M}

r{1 M}

integrity backed by adequate independence. In fact, Code of ethics mentions
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Answer 4:

(a)

integrity, objectivity and independence as one of the fundamental principles of}
professional ethics.

He must have a thorough knowledge of the general principles of law which govern?
matters with which he is likely to be in intimate contact. The Companies Act need
special mention but mercantile law, specially the law relating to contracts, is no less
important. Needless to say, where undertakings are governed by a special statute,
its knowledge will be imperative; in addition, a sound knowledge of the law and prac
tice of taxation is unavoidable.

He must pursue an intensive programme of theoretical education in subjects like
financial and management accounting, general management, business and corporate
laws, computers and information systems, taxation, economics, etc. Both practical
training and theoretical education are equally necessary for the development of

professional competence of an auditor for undertaking any kind of audit assignment. {1 M}

The auditor should be equipped not only with a sufficient knowledge of the way in
which business generally is conducted but also with an understanding of the special
features peculiar to a particular business whose accounts are under audit. The
auditor, who holds a position of trust, must have the basic human qualities apart
from the technical requirement of professional training and education.

He is called upon constantly to critically review financial statements and it is
obviously useless for him to attempt that task unless his own knowledge is that of an
expert. An exhaustive knowledge of accounting in all its branches is the sine qua non
of the practice of auditing. He must know thoroughly all accounting principles and
techniques. -
Lord Justice Lindley in the course of the judgment in the famous London & General |
Bank case had succinctly summed up the overall view of what an auditor should be

as regards the personal qualities. He said, “an auditor must be honest that is, he {1 M}

must not certify what he does not believe to be true and must take reasonable care
and skill before he believes that what he certifies is true”. J

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;
(b) Establishing the expected degree of reliance to be placed on internal control;
(c) Determining and programming the nature, timing, and extent of the audit
procedures to be performed; and
(d) Coordinating the work to be performed.

Answer:

(b)

Substantive Analytical Procedure: Substantive analytical procedures are]
generally more applicable to large volumes of transactions 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. J
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

{4 Point Each 1 Mark}

{2 M}

r {2 M}

employees at fixed rates of pay throughout the period, it may be possible for the |
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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.

Answer:

(c)

(i) Rent expense- Obtain a month wise expense schedule along with the]

rent agreements. Verify if expense has been recorded for all 12 months and
whether the rent amount is as per the underlying agreement. Specific
consideration should be given to escalation clause in the agreement to verify
if the rent was to be increased/ adjusted during the period under audit. Also,
verify if the agreement is in the name of the entity and whether the expense

pertains to premises used for running business operations of the entity. .

(i) Power and fuel expense- Obtain a month wise expense schedule along with7
the power bills. Verify if expense has been recorded for all 12 months. Also,
compile a month wise summary of power units consumed and the applicable
rate and check the arithmetical accuracy of the bill raised on monthly basis.
In relation to the units consumed, analyse the monthly power units consumed
by linking it to units of finished goods produced and investigate reasons for
variance in monthly trends. -

Answer:

(d)

Reserves are amounts appropriated out of profits that are not intended to meet any]
liability, contingency, commitment or diminution in the value of assets known to
exist as at the date of the Balance Sheet.
On the contrary, provisions are amounts charged against revenue to provide for:
(i) Renewal or diminution in the value of assets; or
(i) A known liability, the amount whereof could only be estimated and cannot be
deter- mined with accuracy; or
(iii) A claim which is disputed.
Amounts contributed or transferred from profits to make good the diminution in
value of assets due to the fact that some of them have been lost or destroyed as a
result of some natural calamity or debts have proved to be irrecoverable are also
described as provisions. Provisions are normally charged to the Statement of Profit
and Loss before arriving at the amount of profit. Reserves are appropriations out of
profits. .
Difference between Reserves and Provisions )
The difference between the two is that provisions are amounts set aside to meet
specific/ identified liabilities or diminution in recoverable value of assets. These must
be provided for regardless of the fact whether the Company has earned profit or not.
Reserves on the other hand, represent amounts appropriated out of profits, held for
equalising the dividends of the company from one period to another or for financing
the expansion of the company or for generally strengthening the company
financially.
If we examine the Balance Sheet of a company, at a given time, and deduct the total
liabilities to outside trade payables from the value of assets shown therein, the
difference between the two figures will represent the net worth of the company
based on the book values of assets as on that date. The same shall include the
capital contributed by the shareholders as well as total undistributed profit held
either to the credit of the Statement of Profit and Loss or to reserves; the reserves

- {11/2 M}

F{1Y/2 M}

r{1 M3}

r{1 M}

again will be segregated as revenue or capital reserves.
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Revenue reserves represent profits that are available for distribution to]
shareholders held for the time being or any one or more purpose

Examples- to supplement divisible profits in lean years, to finance an extension of
business, to augment the working capital of the business or to generally strengthen
the company’s financial position.

Capital Reserve, on the other hand represents a reserve which does not include
any amount regarded as free for distribution through the Statement of Profit and
Loss

Examples- share premium, capital redemption reserve.

It may be noted that if a company appropriates revenue profit for being credited to
the asset replacement reserve with the objective that these are to be used for a
capital purpose, such a reserve shall also be in the nature of a capital reserve.

A capital reserve, generally, can be utilised for writing down fictitious assets or losses
or (subject to provisions in the Articles) for issuing bonus shares if it is realised. But
the amount of share premium or capital redemption reserve account can be utilised
only for the purpose specified in Sections 52 and 55 respectively of the Companies
Act, 2013. _

Answer 5:

(a)

Using the Work of another Auditor: When the accounts of the branch are audited
by a person other than the company’s auditor, there is need for a clear
understanding of the role of such auditor and the company’s auditor in relation to the
audit of the accounts of the branch and the audit of the company as a whole; also,
there is great necessity for a proper rapport between these two auditors for the
purpose of an effective audit. In recognition of these needs, the Council of the
Institute of Chartered Accountants of India has dealt with these issues in SA 600,
“Using the Work of another Auditor”. It makes clear that in certain situations,
the statute governing the entity may confer a right on the principal auditor to visit a
component and examine the books of account and other records of the said
component, if he thinks it necessary to do so. Where another auditor has been
appointed for the component, the principal auditor would normally be entitled to rely
upon the work of such auditor unless there are special circumstances to make it
essential for him to visit the component and/or to examine the books of account and
other records of the said component. Further, it requires that the principal auditor
should perform procedures to obtain sufficient appropriate audit evidence, that the
work of the other auditor is adequate for the principal auditor's purposes, in the
context of the specific assignment. When using the work of another auditor, the
principal auditor should ordinarily perform the following procedures: -
(i) Advise the other auditor of the use that is to be made of the other auditor's
work and report and make sufficient arrangements for co-ordination of their
efforts at the planning stage of the audit. The principal auditor would inform
the other auditor of matters such as areas requiring special consideration,
procedures for the identification of inter-component transactions that may
require disclosure and the time-table for completion of audit; and
(ii) Advise the other auditor of the significant accounting, auditing and reporting |
requirements and obtain representation as to compliance with them.
The principal auditor might discuss with the other auditor the audit procedures
applied or review a written summary of the other auditor’s procedures and findings
which may be in the form of a completed questionnaire or check-list. The principal
auditor may also wish to visit the other auditor. The nature, timing and extent of
procedures will depend on the circumstances of the engagement and the principal

{1 M}

{2 M}

{1 M}

r{1 M}

auditor's knowledge of the professional competence of the other auditor. This
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knowledge may have been enhanced from the review of the previous audit work of
the other auditor.

Answer:

(b)

(i) Right to report to the members of the company on the accounts’
examined by him - The auditor shall make a report to the members of the
company on the accounts examined by him and on every financial statements
which are required by or under this Act to be laid before the company in
general meeting and the report shall after taking into account the provisions
of this Act, the accounting and auditing standards and matters which are
required to be included in the audit report under the provisions of this Act or
any rules made there under or under any order made under this section and
to the best of his information and knowledge, the said accounts, financial
statements give a true and fair view of the state of the company’s affairs as
at the end of its financial year and profit or loss and cash flow for the year
and such other matters as may be prescribed. .

(i) Right to obtain information and explanation from officers - This right of ]
the auditor to obtain from the officers of the company such information and
explanations as he may think necessary for the performance of his duties as
auditor is a wide and important power. In the absence of such power, the
auditor would not be able to obtain details of amount collected by the
directors, etc. from any other company, firm or person as well as of any

benefits in kind derived by the directors from the company, which may not be - {2 M}

known from an examination of the books. It is for the auditor to decide the
matters in respect of which information and explanations are required by him.
When the auditor is not provided the information required by him or is denied
access to books, etc., his only remedy would be to report to the members
that he could not obtain all the information and explanations he had required
or considered necessary for the performance of his duties as auditors.

Answer:

(c)

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. -
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

management determines is necessary to enable the preparation of financial - {1 M}

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 |
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(b)

Answer:

(d)

Under sub-section (3) of section 141 along with Rule 10 of the Companies (Audit—
and Auditors) Rules, 2014 (hereinafter referred as CAAR), the following persons shall
not be eligible for appointment as an auditor of a company, namely-

(a)

(b)
()

(d)

(e)

(f)
(9)

(h)

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.

a body corporate other than a limited liability partnership registered under the

Limited Liability Partnership Act, 2008;

an officer or employee of the company;

a person who is a partner, or who is in the employment, of an officer or

employee of the company;

a person who, or his relative or partner -

(i) 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;

It may be noted that the relative may hold security or interest in the
company of face value not exceeding Rs. 1,00,000.

It may also be noted that the condition of Rs. 1,00,000 shall, wherever
relevant, be also applicable in the case of a company not having share
capital or other securities.

It may also be noted that in the event of acquiring any security or
interest by a relative, above the threshold prescribed, the corrective
action to maintain the limits as specified above shall be taken by the
auditor within 60 days of such acquisition or interest

(i) Is indebted to the company, or its subsidiary, or its holding or
associate company or a subsidiary of such holding company, in excess
of Rs. 5,00,000; or

(iii) Has given a guarantee or provided any security in connection with the
indebtedness of any third person to the Company or its Subsidiary, or
its Holding or Associate Company or a Subsidiary of such Holding
Company, in excess of Rs. 1,00,000. .

A person or a firm who, whether directly or indirectly has business

relationship with the Company, or its Subsidiary, or its Holding or Associate

Company or Subsidiary of such holding company or associate company, of

such nature as may be prescribed;

A person whose relative is a Director or is in the employment of the Company

as a director or key Managerial Personnel.

A person who is in full time employment elsewhere or a person or a partner of

a firm holding appointment as its auditor, if such person or partner is at the

date of such appointment or reappointment holding appointment as auditor of

more than twenty companies other than one person companies, dormant

{1 M}

{1 M}

{1 M}

companies, small companies and private companies having paid-up share
capital less than Rs. 100 crore.

A person who has been convicted by a Court of an offence involving fraud and]»{1 M)

a period of ten years has not elapsed from the date of such conviction.
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(i) Any person whose subsidiary or associate company or any other form of
entity, is engaged as on the date of appointment in consulting and specialized
services as provided in section 144.

Answer 6:

(a)

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: ]

. It is expected to be settled in the entity’s normal operating cycle

. It is held primarily for the purpose of being traded

. It is 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 settlement

{2 M}

r{2 M}

by the issue of equity instruments does not affect its classification.

Answer:

(b)

Misappropriation of Assets: -

It involves the theft of an entity’s assets and is often perpetrated by employees in

relatively small and immaterial amounts. However, it can also involve management

who are usually more able to disguise or conceal misappropriations in ways that are

difficult to detect. Misappropriation of assets can be accomplished in a variety of

ways including:

> Embezzling receipts (for example, misappropriating collections on account
receivable or diverting receipts in respect of written-off accounts to personal
bank account).

> Stealing physical assets or intellectual property (for example, stealing
inventory for personal use or for sale, stealing scrap for resale, colluding with

a competitor by disclosing technological data in return for payment). J
> Causing an entity to pay for goods and services not received (for example,

payments to fictitious vendors, kickbacks paid by vendors to the entity’s
purchasing agents in return for inflating prices, payments to fictitious
employees).
Example:
Vineet is a manager in Zed Ex Ltd. He is having authority to sign cheques up to Rs.
10,000. While performing the audit, Rajan, the auditor, noticed that there were
many cheques of Rs. 9,999 which had been signed by Vineet. Further Vineet had
split large payments (amounting to more than ° 10,000 each, into two or more
cheques less than Rs. 10,000 each so that he may authorize the payments). This
raised suspicion in the auditor.
The auditor found that the cheques of Rs. 9,999 were deposited in Vineet’s personal
account i.e. Vineet had misappropriated the amount.
Splitting the cheques into lower amounts involves manipulation of accounts.
The fraud was committed by an employee.
> Using an entity’s assets for personal use (for example, using the entity’s
assets as collateral for a personal loan or a loan to a related party).
Misappropriation of assets is often accompanied by false or misleading records or
documents in order to conceal the fact that the assets are missing or have been

pledged without proper authorization. .
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Answer:

(c) 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 | £1 M3
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 responding to
assessed risks of material misstatement include:

o Bank balances and other information relevant to banking relationships. 1 o~
. Accounts receivable balances and terms. x
o Inventories held by third parties at bonded warehouses for processing or on g
consignment. ~
o Property title deeds held by lawyers or financiers for safe custody or as| 3
security. -
o Investments held for safekeeping by third parties, or purchased from &
stockbrokers but not delivered at the balance sheet date. ,,""_,
o Amounts due to lenders, including relevant terms of repayment and -g
restrictive covenants. o
o Accounts payable balances and terms. g,
Answer:

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 {1 M}
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. ]“{1 M}

(d) The relationship between auditing and law is very close one. Auditing involves}
{1 M}

**k*x
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