	Advanced auditing and professional ethics 

	Suggested answers for May 2011 CA Final exam.


Q1

a) SA 402 (service organization) 
the auditor would consider the nature and extent of activities undertaken by service organisations so as to determine whether those activities are relevant to the audit and, if so, to assess their effect on audit risk. SA 402, “Audit Considerations Relating to an Entity Using a Service Organization ”, When obtaining an understanding of the user entity in accordance with SA 315,1 the user auditor shall obtain an understanding of how a user entity uses the services of a service organisation in the user entity’s operations, including :

(a) The nature of the services provided by the service organisation and the significance of those services to the user entity, including the effect thereof on the user entity’s internal control;

(b) The nature and materiality of the transactions processed or accounts or financial reporting processes affected by the service organisation;

(c) The degree of interaction between the activities of the service organisation and those of the user entity; and

(d) The nature of the relationship between the user entity and the service organisation, including the relevant contractual terms for the activities undertaken by the service organisation.

Sources of Information

Information on the nature of the services provided by a service organisation may be available from a wide variety of sources, such as:

• User manuals.

• System overviews.

• Technical manuals.

• The contract or service level agreement between the user entity and the service organisation.

• Reports by service organisations, internal auditors or regulatory authorities on controls at the service organisation.

• Reports by the service auditor, including management letters, if available.

b) SA 450 (sources of misstatement)

(a) An inaccuracy in gathering or processing data from which the financial statements are prepared;

(b) An omission of an amount or disclosure;

(c) An incorrect accounting estimate arising from overlooking, or clear misinterpretation of, facts; and

(d) Judgments of management concerning accounting estimates that the auditor considers unreasonable or the selection and application of accounting policies that the auditor considers inappropriate.

c) SA 540 Fair value estimations

In responding to the assessed risks of material misstatement, as required by SA 330, the auditor shall undertake one or more of the following, taking account of the nature of the accounting estimate:
(a) Determine whether events occurring up to the date of the auditor’s report provide audit evidence regarding the accounting estimate.
(b) Test how management made the accounting estimate and the data on which it is based. In doing so, the auditor shall evaluate whether:
(i) The method of measurement used is appropriate in the circumstances; and
(ii) The assumptions used by management are reasonable in light of the measurement objectives of the applicable financial reporting framework.
(c) Test the operating effectiveness of the controls over how management made the accounting estimate, together with appropriate substantive procedures. 
(d) Develop a point estimate or a range to evaluate management’s point estimate. For this purpose:

(i) When the auditor uses assumptions or methods that differ from management’s, the auditor shall obtain an understanding of management’s assumptions or methods sufficient to establish that the auditor’s point estimate or range takes into account relevant variables and to evaluate any significant differences from management’s point estimate.
(ii) When the auditor concludes that it is appropriate to use a range, the auditor shall narrow the range, based on audit evidence available, until all outcomes within the range are considered reasonable.

d) SA 505 (External confirmation)
If management refuses to allow the auditor to send a confirmation request, the auditor shall:

(a) Inquire as to management’s reasons for the refusal, and seek audit evidence as to their validity and reasonableness;

(b) Evaluate the implications of management’s refusal on the auditor’s assessment of the relevant risks of material misstatement, including the risk of fraud, and on the nature, timing and extent of other audit procedures; and 

(c) Perform alternative audit procedures designed to obtain relevant and reliable audit evidence.

If the auditor concludes that management’s refusal to allow the auditor to send a confirmation request is unreasonable, or the auditor is unable to obtain relevant and reliable audit evidence  from alternative audit procedures, the auditor shall communicate with those charged with governance in accordance with SA 260. The auditor also shall determine the implications for the audit and the auditor’s opinion in accordance with SA 705.
Q2 all the answers are from the Part 1 of the First schedule of the CA Act 1949

a) Clause 12, not guilty as stock certificate is issued and no report is issued

b) Clause 8 and 9, exception, not guilty
c) Clause 6, Scope of Representation which an auditor is entitled to make under Section 225(3) of the Companies Act, 1956 - The right to make representation does not mean that an auditor has any prescriptive right or a lien to an audit. The wording of his representation should be such that apart from the opportunity not being abused to secure needless publicity, it does not tantamount directly or indirectly to canvassing or soliciting for his continuance as an auditor. The letter should merely set out in a dignified manner how he has been acting independently and conscientiously through the term of office and may, in addition, indicate if he so chooses his willingness to continue as auditor if re appointed by the shareholders., Mr. Sodhi is Guilty
d) Clause 6, Roving inquiry, Guilty
Q3. 
a) Development of an overall plan - Overall plan is basically intended to provide direction for audit work programming and includes the determination of timing, manpower development and co-ordination of work with the client, other auditors and other experts. The auditor should consider the following matters in developing his overall plan for the expected scope and conduct of the audit:

· First of all acquire the knowledge about the entity and its environment and related internal control as per SA 315.

· Terms of his engagement and any statutory responsibilities (SA 210)

· Nature and timing of reports or other communication.

· Applicable legal or statutory requirements.(SA 260)

· Accounting policies adopted by the client and changes in those policies. (SA 315)

· Effect of new accounting or auditing pronouncements on the audit.

· Identification of significant audit areas.

· Setting of materiality levels for audit purposes. (SA 320)

· Conditions requiring special attention, such as the possibility of material error or fraud or involvement of parties in whom directors or persons who are substantial owners of the entity are interested and with whom transactions are likely. (SA 240, 315)

· Degree of reliance he expects to be able to place on accounting system and internal control. (SA265)

· Possible rotation of emphasis on specific audit areas.

· Nature and extent of audit evidence to be obtained. (SA 500, 330)

· Work of internal auditors and the extent of their involvement, if any, in the audit.

· Involvement of other auditors in the audit of subsidiaries or branches of the client. (SA 600, 610)

· Involvement of experts.(SA 500, 620)

· Allocation of work to be undertaken between joint auditors and the procedures for its control and review. (SA 299)

· Establishing and coordinating staffing requirements;
b) SA 500 (Management’s Expert)

in the question the auditor is going to use the work of an actuary appointed by the entity hence here the SA 500 will be applicable instead of SA 620 as SA 620 deals with the using the work of auditor’s expert. 

Management’s expert – An individual or organisation possessing expertise in a field other than accounting or auditing, whose work in that field is used by the entity to assist the entity in preparing the financial statements.

Auditor has to check the following

The Competence, Capabilities and Objectivity of a Management’s Expert

Competence relates to the nature and level of expertise of the management’s expert. Whether he is the member of Institute of Actuaries of India or not

Capability relates the ability of the management’s expert to exercise that competence in the circumstances. Factors that influence capability may include, for example, geographic location, and the availability of time and resources. 

Objectivity relates to the possible effects that bias, conflict of interest or the influence of others may have on the professional or business judgment of the management’s expert.

The competence, capabilities and objectivity of a management’s expert, and any controls within the entity over that expert’s work, are important factors in relation to the reliability of any information produced by a management’s expert.

Information regarding the competence, capabilities and objectivity of a management’s expert may come from a variety of sources, such as:

· Personal experience with previous work of that expert.

· Discussions with that expert.

· Discussions with others who are familiar with that expert’s work.

· Knowledge of that expert’s qualifications, membership of a professional body or industry association, license to practice, or other forms of external recognition.

· Published papers or books written by that expert.

· An auditor’s expert, if any, who assists the auditor in obtaining sufficient appropriate audit evidence with respect to information produced by the management’s expert.

Q4. 

a) AS 9 and Form 3CD Requirement

· as per AS 9 Revenue not to be recognized, as it is not certain to receive

· as per Form 3CD requirement the tax auditor has to ensure that the pro forma credits, drawbacks, refund of duty of customs or excise or service tax, or refund of sales tax or value added tax , where such credits, drawbacks or refunds are admitted as due by the authorities concerned but not credited to the P/L Account. The system of accounting followed in respect of these particular items may also be brought out in appropriate cases. If the assessee is following accrual basis of accounting, it should be clearly brought out. In the given case since the export incentives are not admitted as due by the custom authorities there is no need to include in the Profits.

b) and c) general practical application oriented wait for answers by the ICAI

Q5 

a) CARO 2003 Reporting requirement, amount of default, period of default, loan taken

b) AS 29 Contingent liabilities. 3 conditions of AS 29 to be mentioned for making an item as contingent item. i.e. probability of outflow, reliable estimation, present obligation due to past event.

c) Not a personal expenses hence no need to report under section 227 of the companies act and CARO 2003, section 295 also has not been violated as the expenses is for the company’s business activity and not for personal purpose hence not covered by section 301. But following audit procedures to be followed. See the passport entries, verify the Flight tickets to ensure the authenticity of the event, since the amount of advance is not so material there is no risk of misstatement as per SA 320, but obtain the Written representation from the director as per SA 580

Q6

a) NPA Classification norms as per RBI Prudential norms Please refer the study material
b) The following shall be disclosed by way of notes to the Balance Sheet -Contingent Liabilities:
a. Partly-paid up investments

b. Underwriting commitments outstanding

c. Claims, other than those under policies, not acknowledged as debts

d. Guarantees given by or on behalf of the company

e. Statutory demands/liabilities in dispute, not provided for

f. Reinsurance obligations to the extent not provided for in accounts

g. Others (to be specified)

c) Books of Accounts - As per Multi-State co-operative society rules 2002, every Multi-State co-operative society shall keep books of account with respect to

a. all sum of money received and expended and matters in respect of which the receipt and expenditure take place;

b. all sale and purchase of goods;

c. the assets and liabilities;

d. in the case of a Multi-State co-operative society engaged in production, processing and manufacturing, particulars relating to utilization of materials or labour or other items of cost as may be specified in the bye-hours of such a society.
Q7

a) Form 3CD - clause13(c). Amounts not credited to the profit and loss account, being escalation claims accepted during the previous year; the escalation claims accepted during the previous year but not credited to the profit and loss account dare to be stated. The escalation claims accepted during the year would normally mean “accepted during the relevant previous year”. If such amount has not been credited to the profit and loss account the fact should be brought out. The system of accounting followed in respect of this particular item may also be brought out in appropriate cases. If the assessee is following cash basis of accounting with reference to this item, it should be clearly brought out since acceptance of claims during the relevant previous year without actual receipt has no significance in cases where cash method of accounting is followed.

Escalation claims would normally arise pursuant to a contract (including contracts entered into in earlier years), if so permitted by the contract. Only those claims to which the other party has signified unconditional acceptance could constitute accepted claims. Mere making of claims by the assessee or claims under negotiations or claims which are sub-judice CIT v. Hindustan Housing & Development Trust Ltd. (1986) 161 ITR 524 (SC) cannot constitute claims accepted.
b) Volatility Margin

Volatility margin is imposed to curb excessive volatility in the market and to act as a deterrent to building up of excessive outstanding positions. Price variations on account of calls, bonuses, rights, mergers, amalgamations and schemes of arrangements are adjusted for determining volatile securities and adjustments in prices is made for the purpose of computation of volatility, when securities are traded ex-benefits. Securities that attract volatility margin and the applicable margin rates are announced on the last day of the trading cycle and are applicable from the first day of the succeeding trading cycle. The volatility margin is levied on the net outstanding positions of the member, in each security, based on the respective margin rates.
c) General principles to be confirmed by Propriety

(i) The expenditure is not prima facie more than the occasion demands and that every official exercises the same degree of vigilance in respect of expenditure as a person of ordinary prudence.

(ii) That the authority exercises its powers of sanctioning expenditure which will not result in any benefit directly or indirectly to such authority.

(iii) That the funds are not utilised for the benefit of a particular person or group of persons and

(iv) That, apart from the agreed remuneration or reward, no other revenue is kept open to indirectly benefit the management personnel, employees or others.

d) General objectives of operational audit

(i) Appraisal of controls: Operations and the results in which management is interested are largely a matter of control. If controls are effective in design and are faithfully adhered to the result that can be attained will be subject to the other limiting constraints in the organization.

(ii) Evaluation of performance: In the task of performance evaluation, an operational auditor is heavily dependent upon availability of acceptable standards. The operational auditor cannot be expected to possess technical background in so many diverse technical fields obtaining even in one enterprise. Even when examining or appraising performance or reports of performance, the operational auditor’s mind is invariably fixed on control aspects.

(iii) Appraisal of objectives and plans: In performance appraisal, the operational auditor is basically concerned not so much with how well technically the operations are going on, but with accumulating information and evidence to measure the effectiveness, efficiency and economy with which the operations are being carried on.

(iv) Appraisal of organisational structure: Organisational structure provides the line of relationships and delegation of authority and tasks. This is an important element of the internal control design. In evaluating organisational structure, the operational auditor should consider whether the structure is in conformity with the management objectives and it is drawn up on the basis of matching of responsibility and authority. He should also analyse whether line of responsibility has been fixed, whether delegation of responsibility or authority is clear and there is no overlapping area.
e) Fraud committed through supplier ledger

· Adjusting fictitious or duplicate invoices as purchases in the accounts of suppliers and subsequently misappropriating the amounts when payments are made to the suppliers in respect of these invoices. 

· Suppressing the Credit Notes issued by suppliers and withdrawing the corresponding amounts not claimed by them. 

· Withdrawing amounts unclaimed by suppliers, for one reason or another by showing that the same have been paid to them. 
· Accepting purchase invoices at prices considerably higher than their market prices and collecting the excess amount, paid in cash, from the suppliers.

