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PAPER  : AUDITING 
  

DIVISION – A (MULTIPLE CHOICE QUESTIONS) 

 

QUESTIONS (1-20) CARRY 1 MARK EACH  

 

(1) Ans. a   

(2) Ans. a   

(3) Ans. b 

(4) Ans. d  

(5) Ans. d  

(6) Ans. a 

(7) Ans. a 

(8) Ans. d 

(9) Ans. c 

(10) Ans. a  

(11) Ans. d 

(12) Ans. b 

(13) Ans. a 

(14) Ans. b 

(15) Ans. d 

(16) Ans. a 

(17) Ans. d 

(18) Ans. d 

(19) Ans. c 

(20) Ans. a 

 

QUESTIONS (21-25) CARRY 2 MARKS EACH 

 

(21) Ans. d    

(22) Ans. b   

(23) Ans. c 

(24) Answer: 

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. 

 (25)  Answer: 

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.  
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DIVISION B-DESCRIPTIVE QUESTIONS 

QUESTION NO. 1 IS COMPULSORY 

ATTEMPT ANY FOUR QUESTIONS FROM THE REST 

 

 

Answer 1:  

(i) Incorrect:  

As per SA-200 ―Overall Objectives of the Independent Auditor‖, in conducting an 

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

(a) To obtain reasonable assurance about whether the financial statements as a 

whole are free from material misstatement; and 

(b) To report on the financial statements, and communicate as required by the 

SAs, in accordance with the auditor‘s findings. 

(ii) Correct:  

Teeming and Lading is one of the techniques of suppressing cash receipts Money 

received from one customer is misappropriated and the account is adjusted with the 

subsequent receipt from another customer and so on. 

(iii) Incorrect:  

There is an inverse relationship between materiality and the degree of audit risk. The 

higher the materiality level, the lower the audit risk and vice versa. For example, the 

risk that a particular account balance or class of transactions could be misstated by 

an extremely large amount might be very low but the risk that it could be misstated 

by an extremely small amount might be very high. 

(iv) Incorrect:  

As per SA 230 on ―Audit Documentations‖ the working papers are the property of the 

auditor and the auditor has right to retain them. He may at his discretion can make 

available working papers to his client. The auditor should retain them long enough to 

meet the needs of his practice and legal or professional requirement.  
(v) Incorrect:  

Inherent risk is the susceptibility of an account balance or class of transactions to 

misstatement that could be material either individually or, when aggregated with 

misstatements in other balances or classes, assuming that there were no related 

internal controls. 

(vi) Incorrect:  

Section 138 of the Companies Act, 2013 requires every  private company to appoint 

an internal auditor having turnover of Rs. 200 crore or more during the preceding 

financial year; or outstanding loans or borrowings from banks or public  financial 

institutions exceeding Rs. 100 crore or more at any point of time during the 

preceding financial year. 

(vii) Incorrect:  

The term ―internal check‖ is defined as the ―checks on day to day transactions which 

operate continuously as part of the routine system whereby the work of one person 

is proved independently or is complementary to the work of another, the object 

being the prevention or early detection of errors or fraud‖. 

(viii) Incorrect:  

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. 

 

 

(For 

Answer 

1 Mark 

and For 

Reason 

1 Mark) 
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Answer 2:    

(a) Audit evidence is necessary to support the auditor‘s opinion and report. It is 

cumulative in nature and is primarily obtained from audit procedures performed 

during the course of the audit. It may, however, also include information obtained 

from other sources such as previous audits. In addition to other sources inside and 

outside the entity, the entity‘s accounting records are an important source of audit 

evidence. Also, information that may be used as audit evidence may have been 

prepared using the work of a management‘s expert. Audit evidence comprises both 

information that supports and corroborates management‘s assertions, and any 

information that contradicts such assertions. In addition, in some cases the absence 

of information (for example, management‘s refusal to provide a requested 

representation) is used by the auditor, and therefore, also constitutes audit 

evidence. 

 Most of the auditor‘s work in forming the auditor‘s opinion consists of obtaining and 

evaluating audit evidence. Audit procedures to obtain audit evidence can include 

inspection, observation, confirmation, recalculation, re-performance and analytical 

procedures, often in some combination, in addition to inquiry. 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. 

 As explained in SA 200, ―Overall Objectives of the Independent Auditor and the 

Conduct of an Audit in Accordance with Standards on Auditing‖, reasonable 

assurance is obtained when the auditor has obtained sufficient appropriate audit 

evidence to reduce audit risk (i.e., the risk that the auditor expresses an 

inappropriate opinion when the financial statements are materially misstated) to an 

acceptably low level. The sufficiency and appropriateness of audit evidence are 

interrelated. 

 

Answer:  

(b) Matters to be included in the auditor's report- statutory dues and repayment of loans 

or borrowing to a financial institution, bank, Government or dues to debenture 

holders (CARO, 2016) – 

 Clause (vii)(a) whether the company is regular in depositing undisputed statutory 

dues including provident fund, employees' state insurance, income-tax, sales-tax, 

service tax, duty of customs, duty of excise, value added tax, cess and any other 

statutory dues with the appropriate authorities and if not, the extent of the arrears of 

outstanding statutory dues as at the last day of the financial year concerned for a 

period of more than six months from the date they became payable, shall be 

indicated; 

 Clause (vii)(b) where dues of income tax or sales tax or service tax or duty of 

customs or duty of excise or value added tax have not been deposited on account of 

any dispute, then the amounts involved and the forum where dispute is pending shall 

be mentioned. (A mere representation to the concerned Department shall not 

constitute a dispute). 

 Clause (viii) whether the company has defaulted in repayment of loans or borrowing 

to a financial institution, bank, Government or dues to debenture holders? If yes, the 

period and the amount of default to be reported (in case of defaults to banks, 

financial institutions, and Government, lender wise details to be provided). 

 

{2 M} 

{1 M} 

{1 M} 

{1 M} 

{1 M} 

{1 M} 
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Answer: 

(c) 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. 

 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 

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. 

 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:  

(d) (a)  Modification of Opinion: The auditor shall modify the opinion in the auditor‘s 

report when- 

(i) The auditor concludes that, based on the audit evidence obtained, the 

financial statements as a whole are not free from material 

misstatement; or 

(ii) The auditor is unable to obtain sufficient appropriate audit evidence to 

conclude that the financial statements as a whole are free from material 

misstatement. 

(b) Disclaimer of Opinion: The auditor shall disclaim an opinion when the auditor 

is unable to obtain sufficient appropriate audit evidence on which to base the 

opinion, and the auditor concludes that the possible effects on the financial 

statements of undetected misstatements, if any, could be both material and 

pervasive. 

Any 

Six 

Each 

1/2 

Mark 

= 

Total 

3 

Marks 

 

{1 M} 
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The auditor shall disclaim an opinion when, in extremely rare circumstances 

involving multiple uncertainties, the auditor concludes that, notwithstanding 

having obtained sufficient appropriate audit evidence regarding each of the 

individual uncertainties, it is not possible to form an opinion on the financial 

statements due to the potential interaction of the uncertainties and their 

possible cumulative ef fect on the financial statements. 

(c) Adverse Opinion: 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. 

(d) Qualified Opinion: The auditor shall express a qualified opinion when- 

(i) The auditor, having obtained sufficient appropriate audit evidence, 

concludes that misstatements, individually or in the aggregate, are 

material, but not pervasive, to the financial statements; or 

(ii) The auditor is unable to obtain sufficient appropriate audit evidence on 

which to base the opinion, but the auditor concludes that the possible 

effects on the financial statements of undetected misstatements, if any, 

could be material but not pervasive. 

 

Answer 3:  

(a) Appointment of First Auditor of Company: Section 139(6) of the Companies Act, 

2013 lays down that the first auditor or auditors of a company shall be appointed by 

the Board of directors within 30 days from the date of registration of the company. 

In the instant case, the appointment of Shri Ganapati, a practicing Chartered 

Accountant as first auditors by the Managing Director of PQR Ltd. by himself is in 

violation of Section 139(6) of  the Companies Act, 2013, which authorizes the Board  

of Directors to appoint the first auditor of the company within  30  days of 

registration of the company. 

In view of the above, the Managing Director of PQR Ltd. should be advised not to 

appoint the first auditor of the company. 

  

Answer: 

(b) 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. Sampling risk 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. 

(ii) In the 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. This type of erroneous conclusion affects audit 

efficiency as it would usually lead to additional work to establish that initial 

conclusions were incorrect. 

Answer: 

(c) Receipt of Donations: 

(i) Internal Control System: Existence of internal control system particularly with 

reference to division of responsibilities in respect of authorised collection of 

donations, custody of receipt books and safe custody of money. 

{1 M} 

{1 M} 

{1 M} 

{1 M} 

{11/2 M} 

{1 M} 

{1 M} 

{11/2 M} 
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(ii) Custody of Receipt Books: Existence of system regarding issue of receipt 

books, whether unused receipt books are returned and the same are verified 

physically including checking of number of receipt books and sequence of 

numbering therein. 

(iii) Receipt of Cheques: Receipt Book should have carbon copy for duplicate 

receipt and signed by a responsible official. All details relating to date of 

cheque, bank‘s name, date, amount, etc. should be clearly stated. 

(iv) Bank Reconciliation: Reconciliation of bank statements with reference to all 

cash deposits not only with reference to date and amount but also with 

reference to receipt book. 

(v) Cash Receipts: Register of cash donations to be vouched more extensively. If 

addresses are available of donors who had given cash, the same may be 

cross-checked by asking entity to post thank you letters mentioning amount, 

date and receipt number. 

(vi) Foreign Contributions, if any, to receive special attention to compliance with 

applicable laws and regulations. 

Remittance of Donations to Different NGOs: 

(i) Mode of Sending Remittance: All remittances are through account  

payee cheques. Remittances through Demand Draft would also need to 

be scrutinised thoroughly with reference to recipient. 

(ii) Confirming Receipt of Remittance: All remittances are supported by 

receipts and acknowledgements. 

(iii) Identity: Recipient NGO is a genuine entity. Verify address, 80G 

Registration Number, etc. 

(iv) Direct Confirmation Procedure: Send confirmation letters to entities to 

whom donations have been paid. 

(v) Donation Utilisation: Utilisation of donations for providing relief to 

Tsunami victims and not for any other purpose. 

(vi) System of NGOs‘ Selection: System for selecting NGO to whom 

donations have been sent. 

 

Answer: 

(d) Provisions and Explanation:  For non-compliance of sub-section  (2) of  section  

140 of the Companies Act, 2013, the auditor shall be punishable with  fine, which 

shall not be less than fifty thousand rupees or the  remuneration  of the  auditor,  

whichever is  less but which may extend to five lakh rupees, under section 140(3) 

of the said Act. 

 Conclusion: Thus, the fine under section 140(3) of the Companies Act, 2013 shall 

not be less than Rs. 30,000 but which may extend to Rs. 5,00,000. 

 

Answer 4: 

(a) Purpose of communicating key audit matters 

As per SA 701, ―Communicating Key Audit Matters in the Auditor‘s Report‖, the 

purpose of communicating key audit matters is to enhance the communicative 

value of the auditor‘s report by providing greater transparency about the audit that 

was performed. Communicating key audit matters provides additional information 

to intended users of the financial statements to assist them in understanding those 

matters that, in the auditor‘s professional judgment, were of most significance in 

the audit of the financial statements of the current period. Communicating key 

audit matters may also assist intended users in understanding the entity and areas 

of significant management judgment in the audited financial statements. 

 

 

(Any 4 

Points 

Each 

1/2 

Mark) 

(Any 4 

Points 

Each 

1/2 

Mark) 
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Answer: 

(b) 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 companies can benefit immensely from the use of data analytics 

in terms of increased profitability, better customer service, 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  

techniques that auditors use in applying the principles of data analytics are known as 

Computer Assisted Auditing Techniques or 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, 

 check completeness 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. 

 

Answer: 

(c) External Confirmation as an Audit Procedure: SA 505, ―External Confirmations‖, lays 

down standards for external confirmation of balances. External confirmations are 

frequently used in relation to account balances and their components but need  not 

be restricted to these items. For example, the auditor may request external 

confirmation of the terms of agreements or transactions an entity has with third 

parties. The confirmation request is designed to ask if any modifications have been 

made to the agreement, and if so, the relevant details thereof. Other areas where 

external confirmations may be used include the following: 

 Bank balances and other information from bankers. 

 Accounts receivable balances. 

 Inventories held by third parties. 

 Property title deeds held by third parties. 

 Investments purchased but delivery not taken. 

 Loans from lenders. 

 Accounts payable balances. 

 Long outstanding share application money. 

 

Answer: 

(d) Defalcation of Cash: Defalcation of cash has been found to perpetrate generally in 

the following ways: 
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 (a) By inflating cash payments. 

Examples of inflation of payments: 

(1) Making payments against fictitious vouchers. 

(2) Making payments against vouchers, the amounts whereof have been 

inflated. 

(3) Manipulating totals of wage rolls either by including therein names of 

dummy workers or by inflating them in any other manner. 

(4) Casting a larger totals for petty  cash expenditure  and  adjusting  

the  excess in the totals of the detailed columns so that cross totals 

show agreement. 

  

 (b) By suppressing cash receipts. 

  Few techniques of how receipts are suppressed are: 

(1) Teeming and Lading: Amount received from a customer being 

misappropriated; also to prevent its detection the money received 

from another customer subsequently being credited to the account of 

the customer who has paid earlier. Similarly, moneys received from 

the customer who has paid thereafter being credited to the account 

of the second customer and such a practice is continued so that no 

one account is outstanding for payment for any length of time, which 

may lead the management to either send out a statement of account 

to him or communicate with him. 

(2) Adjusting unauthorised or fictitious rebates, allowances, discounts, 

etc. to customer‘ accounts and misappropriating amount paid by 

them. 

(3) Writing off as debts in respect of such balances against which cash 

has already been received but has been misappropriated. 

(4) Not accounting for cash sales fully. 

(5) Not accounting for miscellaneous receipts, e.g., sale of scrap,  

quarters  allotted to the employees, etc. 

(6) Writing down asset values in entirety, selling them subsequently and 

misappropriating the proceeds. 

  

` (c) By casting wrong totals in the cash book. 

 

 

Answer 5: 

(a) The functioning of banking industry in India is regulated by the Reserve Bank of 

India (RBI) which acts as the Central Bank of our country. RBI is responsible for 

development and supervision of the constituents of the Indian financial system 

(which comprises banks and non-banking financial institutions) as well as for 

determining, in conjunction with the Central Government, the monetary and credit 

policies keeping in with the need of the hour. 

 

Important functions of RBI are issuance of currency; regulation of currency issue; 

acting as banker to the central and state governments; and acting as banker to 

commercial and other types of banks including term-lending institutions. Besides, 

RBI has also been entrusted with the responsibility of regulating the activities of 

commercial and other banks. No bank can commence the business of banking or 

open new branches without obtaining licence from RBI. The RBI also has the power 

to inspect any bank. 
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Answer:  

(b) 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 

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. 

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. 

(ii) Power and fuel expense- Obtain a month wise expense schedule along with 

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. 
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Answer: 

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

examination of various transactions from the view point of whether or not these have 

been properly entered into. It necessitates that an auditor should have a good 

knowledge of business laws affecting the entity. He should be familiar with the law of 

contracts, negotiable instruments, etc. The knowledge of taxation laws is also 

inevitable as entity is required to prepare their financial statements taking into 

account various provisions affected by various tax laws. In analysing the impact of 

various transactions particularly from the accounting aspect, an auditor ought to 

have a good knowledge about the direct as well as indirect tax laws. 

 

Answer 6: 

(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 auditor's knowledge of the 

professional competence of the other auditor. This knowledge may have been enhanced 

from the review of the previous audit work of the other auditor. 

 

Answer: 

(b) 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. 
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 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 

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

  

Answer: 

(c) 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 

(ii) 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 

again will be segregated as revenue or capital reserves. 

 

 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. 
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 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: 

(d) 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 

(ii) Risk of material misstatement 

(iii) Size and characteristics of the population. 

 

(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. 

(ii) 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 a 

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. 

 

 

 

 

__**__ 
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