Audit evidence – additional 
Considerations for specific 

Items ( AAS-34 )

Questions

1. what is the purpose of AAS – 34?
2. what audit considerations apply in case of
· attendance at Physical Inventory counting
· inquiry Regarding Litigation and Claims

· Valuation and Disclosure of Long Term investments

· Segment Information 

Answers

1. The purpose of this AAS is to establish standards on the auditor’s responsibilities, audit procedures and provide additional guidance to that contained in AAS 5, “ audit Evidence”, with respect to certain specific financial statement amounts and other disclosures. Application of the standards and guidance provided in this AAS will assist the auditor in obtaining audit evidence with respect to the specific financial statement amounts and other disclosures. This AAS comprises the following parts:

Part A: Attendance at physical Inventory Counting


Part B: Inquiry Regarding Litigation and Claims


Part C: Valuation and Disclosure of Long- term Investments


Part D: Segment Information

2. The audit considerations in respect of each case are discussed below:
Part A: attendance at physical inventory counting

(i) The auditor should perform audit procedures designed to obtain sufficient appropriate audit evidence during his attendance at physical inventory counting;

(ii) “Inventory” is defined in AS-2 on Valuation of Inventory, issued by ICAI and is adopted for the purposes of AAS-34;
(iii) Physical verification of inventories is the responsibility of the management of the entity. Management ordinarily establishes procedures under which inventory is physically co united;

(iv) When inventory is material to the financial statements, the auditor should obtain sufficient appropriate audit evidence regarding its existence and condition by attendance at physical inventory counting unless impracticable, due to factors such as the nature and location of the inventory, so that the auditor could observe the compliance of management’s procedures in this regard;

(v) If unable to attend the physical inventory count on the date planned due to unforeseen circumstances, the auditor should take or observe some physical counts on an alternative audit procedures to assess whether the changes in inventory between the date of physical count and the period end date are correctly recorded (para 6);

(vi) Where attendance at the physical inventory counting is impracticable, the auditor should consider whether alternative procedures provide sufficient appropriate audit evidence of existence and condition of inventory to conclude that the auditor need not made reference to scope limitation (para 7);

(vii) When inventory is situated in several locations, the auditor woukd consider at which locations attendance is appropriate, taking into account the materiality of the inventory and the risk of material misstatement and the assessment of inherent and control risk at different locations;

(viii) The auditor would review management’s instructions regarding;

· Application of control procedures, for example, collection of used stock sheets, accounting for unused stock-sheets, tagging and count and recount procedures;

· Identification of the stage of completion of work in progress, slow moving, obsolete, damaged or rejected items, inventory owned by a third party, and

· Arrangements made regarding the movement of inventory between areas and the shipping and receipt of inventory before and after the cut-off  date.

(ix) The auditor would also consider cut-off procedures including details of the movement of inventory just prior to, during and after the count to ensure that such movements are appropriately included and excluded, as applicable from such inventory. For example,

(a) goods purchased but not received are included in the inventories; and 

(b) goods sold but not dispatched are excluded from the inventories;

(x) for practical reasons, the physical inventory count may be conducted at a date other than period end. This will ordinarily be adequate for audit purposes only when the control risk is assessed at less than high. The auditor would assess whether, through the performance of appropriate audit procedures, changes in inventory between the count date and period end are correctly recorded;
(xi) The auditor performs audit procedures over the final inventory listing to assess whether it accurately reflects actual inventory counts;

(xii) When inventory  is under the custody and control of a third party, the auditor would ordinarily obtain direct confirmation from the third party arrange with the entity for sending requests for such confirmation as to the quantities and condition of inventory held on behalf of the entity. Further, depending on materiality of this inventory the auditor would also consider the following:

· The conduct of the third party in the past with the entity and independence of the third party;
· Observing, or arranging for another auditor to observe, the physical inventory count;

· Obtaining another auditor’s report on the adequacy of the third party’s accounting and internal control systems for ensuring that the inventory is correctly counted and adequately safeguarded;

· Subsequent receipt of goods from third parties;

· Inspecting documentation regarding inventory geld by third parties.

(xiii) The auditor should obtain a written representation from management concerning 
(a)
 the completeness of information provided regarding the inventory; and 
(b)
 assurance with regard to adherence to laid down procedures for physical inventory count;
(xiv) Audit conclusions and reporting: If the auditor is unable to obtain sufficient appropriate audit evidence concerning the existence of inventory or adequacy of procedures adopted by the management in respect of physical inventory count the auditor should make a reference to a scope limitation in his audit report. If the inventory is not disclosed appropriately in the financial statements, the auditor should issue a qualified opinion (para 19).
Part B: Inquiry Regarding Litigation and Claims

(i) “Litigation” means a lawsuit or legal action including all proceedings therein. “Claims” means a right to payment or right to payment or right to an equitable remedy for breach of performance;

(ii)  Litigation and claims may have a material effect on the financial statements and thus may be required to be     disclosed and provided for in the financial statements;
(iii) The auditor should carry  out audit procedures in order to become aware of any litigation and claims. Such procedures may include the following:

· Making appropriate inquiries of management; 
· Review minutes of board or committee meetings;

· Review correspondence with lawyers;

· Use information obtained, if any, from in house legal department, if any 

(iv) The letter, about material litigations or claims, seeking direct communication with the entity’s  lawyers and such other professionals to whom the entity engages for litigation and claims should be prepared by management. The auditor should maintain control over the process if preparation and sending of the letter. The letter should request the entity’s lawyers and such other professionals to whom the entity engages for litigation and claims to communicate directly with the auditor;

(v) If management refuses give the auditor permission to communicate with the entity’s lawyers, this would constitute a limitation on the scope of the auditor’s work that requires expression of a qualified opinion or a disclaimer of opinion as the case may be;

(vi) Where a lawyer or a professional refuses to respond in an appropriate manner and the auditor is unable to obtain sufficient appropriate audit evidence by applying alternative procedures, the auditor would consider whether there is a scope limitation which may lead to a qualified opinion or a disclaimer if opinion;

(vii) The auditor should obtain a written representation from management concerning the completeness and adequacy of information provided regarding identification of litigation and claims, estimates of financial implications, including costs, etc. (para 28) 

 Part C: Valuation and Disclosure of Long- term Investments
(i) The auditor should perform audit procedures designed to obtain sufficient appropriate audit evidence for valuation and disclosure of  long term investments;

(ii) “Long term in vestments” definition is given in Accounting standard (AS) 13, Accountants of India and is adopted for the purposes of this AAS-34;

(iii) When long-term investments are material to the financial statements, the auditor should obtain sufficient appropriate audit evidence regarding their valuation and disclosure;

(iv) Audit procedures regarding long-term investments would include;

· Obtaining audit evidence with respect to their ownership and existence;
· Discussing with management whether the entity will continue to hold the investments as long-term investment;

· Obtaining written representations to that effect;

· In the case of quoted securities, considering related financial statements and other information, such as market quotations, which provide an indication of value and comparing such values to the carrying amount of the securities up to the sate of the auditor’ report; 

· In case of  unquoted securities, ascertaining the method adopted by the entity for determining the value of such securities as at the year end. The auditor should examine whether the method adopted by the entity is one of the recognized methods of valuation of securities such as profit earning capacity, Value method, break-up value method, capitalization of yield method, yield to maturity method, etc,; 
· In the case of other investments (other than in the form of securities), ensuring that the market value has been ascertained on the basis of authentic marked reports, and based on expert’s opinion, if warranted.
(v) The auditor should obtain a written representation from management regarding
(a) The completeness of information provided regarding valuation and disclosure of long term investments;

(b) The valuation of long term investments in the financial statements including adequacy of provision for diminution in such values, wherever required; and 

(c) The intention of the management to continue to hold long-term investments as long-term investments;

(vi)
Audit conclusions and reporting: If the auditor is unable to obtain sufficient appropriate audit evidence concerning the existence, valuation of long term investments or concludes that their disclosure in the financial statements is not adequate, the auditor should express a qualified opinion or a disclaimer of opinion in the audit report, as may be appropriate.

 


Part D: Segment Information
(i) The auditor should perform audit procedures designed to obtain sufficient appropriate audit evidence for appropriate disclosure of segment information;
(ii) “Segment Information” means the information to be disclosed in respect of reportable segments as given in Accounting standard (AS) 17, “Segment Reporting”, issued by the ICAI;

(iii) When segment information is material to the financial statements, the auditor should obtain sufficient appropriate audit evidence regarding its disclosure in accordance with the applicable identified financial reporting framework;

(iv) Audit procedures regarding segment information ordinarily consist of:

· Analytical procedures and other audit tests appropriate in the circumstances;
· Discussions with management of the methods used in determining segment information;

· Considering whether such methods are likely to result in disclosure in accordance with the applicable financial reporting framework and test the application of such methods;

· Considering sales, transfers and charges between segments, elimination of inter segment amounts, comparisons with budgets and other expected results, for example, operating profits as a percentage of sales, and the allocation of assets and costs among segments;

(v) The auditor should obtain a written representation from management concerning:

(a) the completeness of information regarding segments and disclosure there of; and 

(b) appropriateness of the selected segments based on risks and returns; and 

(c) the organizational structure of an enterprise and its internal financial reporting system and any deviations     therefore.

(vi)
Audit Conclusions and Reporting: If the auditor is unable to obtain sufficient appropriate audit evidence concerning segment information or concludes that their disclosure in the financial statements is not adequate, the auditor should express a qualified opinion or a disclaimer of opinion in the audit report, as may be appropriate. 

