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S T A N D A R D S  O N  A U D I T I N G (SA ‘s)

SA – 240 AUDITOR’s RESPONSIBILITIES RELATING TO FRAUD IN THE AUDIT OF FINANCIAL STATEMENTS

FRAUD :
· Fraud is an intentional misstatement or omission or disclosure of financial statement. Fraud may be of two types
a) Fraudulent Financial Reporting: means intentional misstatement or omission of amount or disclosure in Financial Statements to deceive the Financial Statement Users.
b) Misappropriation of Assets: such as theft of assets, embezzlement of receipts etc.

ERROR:
· Errors are unintentional misstatements or omissions of amounts or disclosure in Financial Statements.
E.g. Clerical error, misapplication of accounting policies etc.

Responsibility of Auditors
· Auditor’s responsibility is to express an opinion on financial statements that the statements are free from material misstatements.
· The face that the audit is carried out may act as a deterrent, but the auditor is not and cannot be held responsible for prevention of fraud & error.
· If circumstances indicate the possible existence of fraud or error, the auditor should consider the potential effect on the financial information due to such error or fraud.
· If the auditor believes that it could have a material effect, he should perform such modified or additional procedures as he determines to be appropriate.
· SA 240 also requires that when the auditor identifies a misstatement, he shall evaluate whether such misstatement is indicative of fraud.
· If there is an indication, the auditor shall evaluate the implications, particularly the reliability of management’s representation.

Inquiries about the management
· While planning the audit, the auditor should make the following inquiries about the management –
a) Management’s knowledge of frauds & material errors
b) Designing of Accounting & Internal Control System
c) Work of entity’s Internal Audit Function
d) Communication with employees, their views on responsible business practices and ethical behavior

Management Representation
· Auditor should obtain written representation from the management that
1. The management acknowledges its responsibilities for accounting & internal control system designed to prevent & detect fraud or error.
2. Any uncorrected misstatements resulting from either fraud or error, are in management’s opinion immaterial.
3. It has disclosed to auditors all facts relating to any fraud or suspected fraud.
4. It has discussed with the auditor the result of assessment of possible misstatement due to fraud or error. 

Communication about fraud to those charged with governance

· Should be communicated in the following categories
· Misstatements resulting from errors
· Misstatements resulting from fraud
· Material weakness in Internal Control
· Auditor should report the matter generally to a level higher than the one in which persons are believed to be involved in fraud. 

Auditor unable to complete the engagement

· The auditor may encounter the exceptional circumstances that brings into question the auditor’s ability to continue as auditor like - 
· No remedial action taken by client for fraud or error reported
· Fraud existing in all the departments of the client’s business
· Serious doubt on competence and integrity of the management

· In such circumstances, the auditor may consider -
a) His legal and professional responsibilities in these circumstances
b) Reporting to the person who made the audit appointment
c) Reporting to Regulatory Authority
d) Possibility of withdrawing from the engagement

· If the auditor decides to withdraw from audit –
a) He should discuss with the appropriate level of the management and those charged with governance the reason of such withdrawal
b) Consider the legal requirement of reporting to the appointing or regulatory authority. 
Where the Managing Director commits “Teeming & Lading” fraud, how should the Auditor deal?

· First of all, the auditor needs to perform procedures whether the Financial Statements are materially misstated.
· Secondly, the auditor needs to consider the impact of fraud on Financial Statements and its disclosure in Audit Report.
· Thirdly, the auditor should communicate the matter to the Board of Directors and Chairman.
· Finally in view of the fact that fraud has been committed at the highest level of management, it affects the reliability of the previously obtained audit evidence.
· The auditor should report under CARO 2003 indicating the nature and amount involved in respect of fraud noticed.

Sources of Fraudulent Financial Reporting

1. Recording fictitious journal entries, particularly close to the end of an accounting period, to manipulate operating results or achieve other objectives. 
2. Concealing, or not disclosing, facts that could affect the amounts recorded in the financial statements.
3. Altering records and terms related to significant and unusual transactions. 
4. Engaging in complex transactions that are structured to misrepresent the financial position or financial performance of the entity. 
5. Inappropriately adjusting assumptions and changing judgments used to estimate account balances. 
6. 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). 












SA – 505	EXTERNAL CONFIRMATIONS 

· External Confirmation 
· is the process of obtaining and evaluating audit evidence 
· through direct communication from third party 
· in response to a request for information about particular item affecting financial statements/assertions.
· The auditor should consider the use of External Confirmations after situations combined assessed level of inherent risk and control risk is high.

Timing and Nature of Information to be confirmed

 	    Generally 		– 	Date of FS
· Timing 
      When level of
      Inherent & Control 	–  	Date other than FS
      Risk is high

· Nature of Information depends on 
· Auditor’s understanding of the Client’s arrangements
· Transactions with third parties

External Confirmation process

a) Selecting items for confirmation
b) Designing the confirmation request
c) Communicating the request to appropriate third party
d) Obtaining response from third party
e) Evaluating the reliability of the information

Selecting items for consideration
While selecting, the auditor should consider –
· Materiality of an Account Balance
· Assessment of Inherent & Control Risk
· Financial Statement Assertion

Designing the Confirmation request
· Conditions likely to affect reliability
· Form of the confirmation request
· Nature of information being confirmed
· Intended respondent
Situations where External Confirmation may be used

1. Account balances and their components
2. Terms of agreement or transactions with third parties
3. Bank balance and other information from bankers
4. Loans from lenders
5. Stock held by third parties
6. Property title deeds held by third parties
7. Investments purchased but delivery not taken

No response to Positive Confirmation

· Then follow up with a second and sometimes a third request to those who do not respond
· Where the auditor is unable to obtain response, the auditor should use alternative procedures.

Negative confirmation
Negative Confirmation provide less persuasive audit evidence than positive confirmation.
Negative Confirmation request should be used when –
· 	Assessed level of inherent & control risk is low
· 	Large number of small balances is involved
· 	Substantial number of errors is not expected

Evaluating Result
· Auditor should evaluate the combined evidence provided by the confirmation and alternate procedure to determine whether sufficient evidence has been obtained.
· Auditor should consider
· 	Reliability of Audit Evidence
· 	Evidence provided by other procedures
· 	Whether additional evidence needed
· 	Any misstatement from response received

Management’s refusal to allow to send a confirmation request

· If management refuses to allow the auditor to send a confirmation request, the auditor shall –
1) Inquire as to management’s reasons for refusal and seek evidence as to their validity and reasonableness
2) Evaluate the implications of the management’s refusal on the auditor’s assessment of relevant risk of material misstatement
3) Perform alternative audit procedures designed to obtain relevant and reliable audit evidence.
· If the auditor concludes that management’s refusal is unreasonable, or the auditor is unable to obtain relevant and reliable audit evidence from alternative audit procedures then the auditor shall communicate with those charged with governance in accordance with SA – 260.
· The auditor shall also determine implications for audit and auditor’s opinion in accordance with SA – 705.

Auditor found a credit balance of Rs.5 lakhs. Company explained that it is very old credit balance. Creditor neither approached nor traceable

· This is a case of External Confirmation covered by SA – 505 “External Confirmation”
· The identities of creditors are not traceable to confirm the credit balance as appearing in the financial statements. It is not a case of pending litigation.
· It might be the case that an income of Rs. 5 Lakhs had been hidden in previous year(s).
· The Statutory Auditor should examine the validity of the credit balance as appeared in the Company’s Financial Statements.
· He should obtain sufficient evidence in support of the balance. And should apply alternative audit procedures to get documentary proof and should not rely entirely on management representation.
· Finally the auditor should include the matter by way of qualification in his Audit Report. 













SA – 530	AUDIT SAMPLING

What is Audit Sampling?

· Sampling is one audit tool that allows the auditor to draw inference from tests of a subset of client’s transactions as it would not be practicable to examine all the transactions of an entity during the period of audit. 
· The process of using auditing procedures to under 100 percent of various items in a company's account balance such that each unit may have an equal opportunity of being selected.
· SA 530 states that the auditor should design and select an audit sample, perform audit procedures thereon and evaluate results so as to provide sufficient and appropriate audit evidence.

Sampling Risk

· Sampling risk arises from the possibility that the auditor’s conclusion based on a sample may be different from the conclusion that would be reached if the entire population were subjected to the same audit procedure.
· Sampling risk can be split into two areas, the risk of incorrect acceptance and the risk of incorrect rejection.
· Sampling Risk can lead to two types of erroneous conclusions:
Case 1
· In case of test of controls, that controls are more effective than they actually are or 
· in case of test of details, that a material misstatement does not exist when in fact it does. 
· It affects audit effectiveness and is more likely to lead an inappropriate audit opinion.
Case 2 
· In case of test of controls, that controls are less effective than they actually are or 
· in case of test of details, that a material misstatement exists when in fact it does not.
· It affects audit efficiency as it would lead to additional work to establish that initial conclusions were incorrect.

Steps in Sampling Plan
· Specifying the audit objective to which the sample relates
· Defining the population and number of population items
· Specifying the sampling unit
· Selecting the method of sampling-random, systematic and haphazard 
· Specifying the sample parameters
· Determining sample size
· Choosing a sample selection technique
· Drawing a sample
· Evaluating a sample
· Determining whether adjustment to original plan is needed
· Evaluating any changes
· Formulating a conclusion

Sample Selection Methods

Random Selection: applied through random number generations, for example, random number tables.

Systematic Selection: number of sampling units in the population is divided by the sample size to give a sampling interval.

Haphazard Sampling:
· The haphazard sampling technique is the one adopted by the auditor in cases where the sample does not follow a structured technique. 

·    Haphazard selection of sample, may be an acceptable alternative to random selection of sample, provided the auditor attempt to draw a representative sample from the entire population with no intention to either include or exclude specific units.

· When the auditor uses this method, care need to be taken to guard against making a selection that is biased, for example, toward items which are easily located, as they may not be representative. 


Statistical and Non-Statistical Sampling
Statistical Sampling
· Statistical sampling involves the random selection of a number of items for inspection. In statistical sampling, each item has a calculable chance of being selected.  
· It involves use of mathematical laws of probability in determining the appropriate sample size in varying circumstances.  

Non- Statistical Sampling
· Audit sampling that relies on the auditor's judgment to determine sample size, select the sample, and/or evaluate the results for the purpose of reaching a conclusion about the population.
· Under this method, the sample size and its composition are determined on the basis of the personal experience and knowledge of the auditor. This method has been in common application for many years because of its simplicity in operation. 
While planning the audit of S Ltd. you want to apply sampling techniques. What are the risk factors you should keep in mind?
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.

Evaluation of Sample Results

· It is the Auditor’s responsibility to –
· Analyse any errors detected in the sample
· Projection of errors in total population on the basis of sample result
· Re-assessment of sampling risk

Advantages of Statistical Sampling
· It yields essentially the same results, no matter who actually applies procedures, hence it gives objective results.
· It can quantify the sampling risk
· The deviation of the sample from the population can be projected.










SA – 550	RELATED PARTIES

What is Related Party?

· A Related Party is a management, owner or any person or entity 
· in a position to influence significantly the management or operating policies 
· of either the reporting or the other party to a transaction.

· The following parties are generally considered as related parties.

· Holding & Subsidiary Companies
· Associate Companies
· Joint ventures
· Key Management Personnel and their relatives
· Individuals controlling directly or indirectly the reporting enterprise

· Relatives in relation to individual means the spouse, son, daughter, sister, brother, father and mother.

Need and Objective of this Standard

The purpose of this standard is to - 
· prescribe the procedures for identification and verification of related parties transactions and 
· auditor’s responsibility on this regard.

Auditor’s key concerns in identifying and evaluating related party transactions are – 

· Is the transaction’s economic substance reflected?
· Are the transaction terms equivalent to an arm’s length transaction?
· Does the seller finance the buyer directly or indirectly?
· Are transactions unduly complex?

Requirements to be followed by the Auditor

1. Risk Assessment Procedures and Related Activities as per SA 315 and SA 240
2. Identification and Assessment of Material Misstatement Associated with Related Party Relationships and Transactions
3. Response to the Risks of Material Misstatements Associated with Related Party Relationships and Transactions
4. Evaluation of the Accounting for and Disclosure of Identified Related Party Relationships and Transactions
5. Written Representations
6. Communication with those charged with Governance
7. Documentation


Audit Procedure to Identify Related Parties

· Review working papers of prior years for the names of known related parties
· Evaluate the Co’s procedures for identifying and proper accounting of related party transactions
· Ask for the list of related parties from appropriate management personnel
· Inquire as to affiliation of directors and key management personnel
· Review Shareholders records to determine the names of major & influential shareholders
· Review minutes of the meeting of BOD, Executive Committees and Shareholders
· Review the papers or prospectus filed with SEBI
· Review the statutory records maintained for interested parties
· Review major investment transactions during the year
· Review Income Tax Return and Assessment proceedings of the Entity

Reporting of Audit Conclusion of Related Party

· If the auditor is unable to obtain sufficient appropriate audit evidence concerning the related parties and transactions and 
· concludes that their disclosure is not appropriate in Financial Statement, the auditor should express –
· A qualified opinion, or
· A disclaimer of opinion in the audit report as appropriate






















SA – 570	GOING CONCERN

· Going Concern concept is a fundamental accounting assumption in the preparation of financial statements.
· The meaning of ‘Going Concern’ is that the entity for which the accounts are being presented will continue its operation/business for an indefinitely long period.
· If Going Concern assumption is not appropriate and does not hold good for entity, the accounting will change and presentation/preparation of financial statement will also change.

Objectives of this SA

· To obtain sufficient appropriate audit evidence about the appropriateness of management’s use of going concern assumption in the preparation and presentation of financial statements.
· To conclude, based on the audit evidence obtained, whether a material uncertainty exists related to events or conditions that may cast significant doubt on the entity’s ability to continue as a going concern.
· To determine the implications of the auditor’s report.
 
Auditor’s Responsibility

As per SA-570 while planning and performing audit procedures and evaluating thereof, the auditor should consider the appropriateness of going concern assumption.

Future Viability and Auditor’s Report:

· The standard clarifies that auditor’s report is not a guarantee as to the future viability of the entity.
· The responsibility of the auditor is to judge the entity continuance as a going concern for the foreseeable future.

What is foreseeable future?
· As per the statement, foreseeable future is generally a period not exceeding one year after the Balance Sheet date in the absence of information to the contrary.

Consequences of Going Concern Concept not justified

· If Going Concern Concept/Assumption is not valid, the assets will be recorded at its disposal value and liabilities at its payment value.
· As per the statement, the amount and classification of assets and liabilities need to be adjusted, the depreciation will not be provided, deferred revenue expenditure not to be carried on balance sheet etc.

Doubt about the appropriateness of Going Concern Assumption

· Financial Indications
· Operating Indications
· Other Indications

Financial Indications:
· Negative Net Worth or Negative Working Capital
· Negative Operating Cash Flows
· Adverse Key Financial Ratios
· Substantial Operating Losses
· Inability to discharge the debt in time
· Indications of withdrawal of financial support b creditors

Operating Indications
· Loss of Key Management without replacement
· Management intentions to liquidate the entity or cease operations
· Loss of major market, key customers, franchise, license
· Labour difficulties

Other Indications
· Non-Compliance of Statutory Rules & Regulations
· Pending Legal Proceedings
· Changes in Govt Policy adversely affecting the entity

How to gather Audit Evidence

· When the question of inappropriateness of Going Concern arises, the auditor should gather sufficient appropriate audit evidence to resolve the question.
· The Auditor may gather audit evidence by following procedures:

· Review of Subsequent Events after Balance Sheet Date
· Review of Compliance with Long Term Debt
· Analysis of Budgeted Cash Flow Profit/Loss
· Review of Legal Cases
· Reading of Minutes of Board of Directors, Shareholders  

Management’s Plan as an Entity’s Status as a Going Concern

· The auditor should also consider and discuss with the management its plan (management plan) that may mitigate the significance of indications raising the doubt. Management Plan may be –

· Plans to liquidate assets
· Plans to borrow money and restructure debt
· Plans to reduce or delay the expenditures
· Plans to increase ownership equity

· Auditor should generally seek Written Representation regarding these plans.
Auditor’s Report and Going Concern Concept

· After following audit procedures, the auditor would decide whether question raised about the Going Concern Assumption has been satisfactorily resolved and how this should be reported in his report.
· For the purpose of reporting, the auditor can categorize the appropriateness of Going Concern into following four categories:  
1) Going Concern Assumption being appropriate
2) Going Concern Assumption being questionable and resolved by the Management Explanation
3) If Going Concern Assumption is questionable and Management Explanation is found to be inadequate
4) Going Concern Assumption being inappropriate
 
 (
GOING CONCERN ASSUMPTION BEING INAPPROPRIATE
) (
GOING CONCERN ASSUMPTION BEING QUESTIONABLE & MGMT EXPLANATION FOUND TO BE INADEQUATE
) (
GOING CONCERN ASSUMPTION BEING QUESTIONABLE & RESOLVED BY MGMT EXPLANATION
) (
GOING CONCERN ASSUMPTION BEING APPROPRIATE
)

 (
UNMODIFIED OPINION BUT WITH EMPHASIS ON MATTER PARAGRAPH
) (
QUALIFIED
 OPINION
) (
ADVERSE
 OPINION
) (
UNMODIFIED OPINION
)






	
Communication with those charged with governance
· Unless all those charged with governance are involved in managing the entity, the auditor shall communicate with those charged with governance events or conditions identified that may cast significant doubt on entity’s ability to continue.
· Such communication shall include –
· Whether the events or conditions constitute a material uncertainty
· Whether the use of going concern assumption is appropriate in the preparation and presentation of financial statements
· The adequacy of related disclosures in the financial statements



SA – 580	WRITTEN REPRESENTATION

· Written Representation by Management refers to written confirmation by the management regarding the items presented in financial statements or to support audit evidence.

Management from whom Written Representations requested 

· Written Representations are requested from those responsible for the preparation and presentation of financial statements.
· Those individual may vary depending on the governance structure of the entity, and relevant law or regulation. However, Management is often responsible party.
· Written Representation may therefore be requested from the entity’s CEO or CFO or other equivalent persons.
· In some circumstances, other parties such as those charged with governance are also responsible.

Representation by Management as Audit Evidence

· Should generally obtain the representation letter in writing
· Should seek corroborative audit evidence supporting representation
· Evaluate whether representation letter appears to be reasonable & consistent
· Whether the person making representation on mgmt’s behalf is well informed of the matter
· Representation by the management is not a substitute for normal audit procedure
· Is Representation of management contradicted by other evidence?  

Documentation of Representation by Management
· The auditor should keep the following documents with his working papers:
· Written Representation of Management
· Auditor’s understanding of management representation duly acknowledged by the management
· Authenticated copy of relevant minutes of meeting of the board of directors or similar body
 
Management’s Refusal to give the Representation

· In case the management is not willing to give in writing the representation, 
· the auditor himself should prepare a letter in writing setting out his understanding of management representation & 
· send it to management to acknowledge and confirm that his understanding is correct.
· If management refuses, this would constitute a limitation on the scope of his examination. The auditor should consider the effect of the refusal on his report.
Doubts as to reliability of Written Representation i.e.
Extent of Reliance

· If the auditor has concerns about the competence, integrity, ethical values or diligence of management, he shall determine the effect of such concern on reliability of representation.
· In particular, if written representations are inconsistent with other audit evidence, the auditor shall perform audit procedures to attempt to resolve the matter.
· If the matter remains unresolved, the auditor shall reconsider the assessment of competence, integrity, ethical values or diligence of management and shall determine the effect of such concern on reliability of representation.
· If the auditor concludes that the written representations are not reliable, the auditor shall take appropriate actions including determining the possible effect on the opinion in the Auditor’s Report.

Contents of Representation by Management

 (
2
)
· 
	
	RAHUL JAIN



· Accounting Policies
· Investments
· Capital Commitments
· Inventories
· Debtors less provisions
· Liabilities


· Assets, their costs, carrying amounts, title, physical existence, etc
· Provision for Claims and Losses
· Changes in Accounting Policies
· Assets pledged as collateral
· Compliance with relevant Laws
· Financial Statements are free from Material Misstatements

Date of and Period covered by Written Representation

· Because Written Representations are necessary audit evidence, the auditor’s opinion cannot be expressed and the auditor’s report cannot be dated, before the date of the written representation.
· The Written Representations are dated as near as practicable to, but not after, the date of auditor’s report.
· The Written Representations are for all periods referred to in auditor’s report because management needs to reaffirm that the written representations it previously made w.r.t. prior periods remain appropriate.
· Situations may arise where current management were not present during all periods referred to in auditor’s report. Such persons may assert that they are not in a position to provide some/all of the written representations.
· This fact, however, does not diminish such person’s responsibilities for financial statements as a whole and accordingly, the requirement of auditor’s request still applies.

Physical Verification of Fixed Assets conducted but not able to confirm the existence of machinery. Auditor obtained certificate proving existence and accepted blindly without any further procedure

Management Representation:

· The physical verification of fixed assets is the primary responsibility of the management. The auditor, however, is required to examine the verification programme. 
· Further, he must satisfy himself about the existence, ownership, procession and valuation of fixed assets. 
· It appears from the facts of the case that the auditor has not been able to verify either existence or valuation of significant fixed assets despite conducting physical verification audit procedure himself.
· Ultimately, he accepted the certificate from the management without performing further procedures.
· As per SA 580, “Written Representations”, representation by management cannot be a substitute for other audit evidence that the auditor could reasonably expect to be available. 
· Thus, a representation by management as to the existence of valuables and machinery is no substitute for adopting normal audit procedures regarding verification of valuable and important machinery. 
· If the auditor is unable to obtain sufficient appropriate audit evidence that he believes will be available, this will constitute a limitation on the scope of his examination even if he has obtained a representation from management on the matter and the auditor may express a disclaimer of opinion.
















SA – 620  USING THE WORK OF AN AUDITOR’s EXPERT

· Auditor’s Expert - 
· is an individual or an organization possessing expertise in a field other than accounting or auditing, 
· whose work in that field is used by the auditor to assist in obtaining sufficient appropriate audit evidence.

· An Auditor’s Expert may be either an Auditor’s Internal Expert or External Expert.

Objective

The objectives of the auditor are –
· To determine whether to use the work of an Expert; and
· If using, to determine whether that work is adequate for auditor’s purposes


Fields in which Expertise may be required

· Valuation of complex financial instruments, land & buildings, plant & machinery, jewellery, works of art, antiques, intangible assets
· Actuarial calculation of liabilities associated with insurance contracts or employee benefit plans
· Estimation of Oil and Gas Reserves
· Valuation of Environmental Liabilities
· Analysis of complex or unusual tax compliance issues

Auditor’s Responsibility and Expert’s Work

· The auditor has the sole responsibility for the audit opinion expressed, and that responsibility is not reduced by the use of an Expert.
· However, if the auditor using the work of an Expert concludes that work of that expert is adequate for auditor’s purposes, the auditor may accept that expert’s findings or conclusions as appropriate audit evidence.

Requirements and Procedures to be followed by the auditor:
· The auditor should follow the following procedures –
· Determining the need for an Expert
· Significance and Materiality of Expert’s work
· Competence, Capabilities and Objectivity of Expert
· Obtaining an understanding of the Field of Expertise of Expert
· Agreement with the Expert
· Evaluating the adequacy of Expert’s work
· Reference to Expert in Auditor’s Report 

Determining the need for an Expert

· An Expert may be needed to assist the auditor in one or more of the following –

· Obtaining an understanding of the entity and its environment, including its internal control
· Identifying and Assessing the Risk of Material Misstatements
· Determining and Implementing overall responses to assessed risks
· Evaluating the sufficiency and appropriateness of audit evidence in forming an opinion on Financial Statements

Evaluating the Adequacy of Expert’s Work

· The auditor shall evaluate the adequacy of the Expert’s Work including:

(a) The relevance and reasonableness of that expert’s findings or conclusions and their consistency with other audit evidence
(b) If Expert’s work involve use of significant assumptions and methods, the relevance and reasonableness of those assumptions and methods in the circumstances
(c) If Expert’s work involves the use of source data that is significant, the relevance, completeness and accuracy of that source data

· If the auditor determines that the work of Expert id not adequate, he shall –

(a) Agree with that expert on the nature and extent of further work to be performed by that expert
(b) Perform further audit procedures appropriate to circumstances
  
Nature, Timing and Extent of Audit Procedures

· In determining the nature, timing and extent of those procedures, the auditor shall consider matters including:

1) The nature of matter to which that expert’s work relates
2) The risk of material misstatements in the matter to which that expert’s work relates
3) The significance of that expert’s work in the context of the audit
4) The auditor’s knowledge and experience with the previous work performed by that expert
5) Whether that expert is subject to auditor’s firm’s quality control policies and procedures




Competence, Capabilities and Objectivity of Expert
· The auditor shall evaluate whether the expert has the necessary competence, capabilities and objectivity for the audit purposes.

· Information regarding Competence, Capabilities and Objectivity of Expert may come from a variety of sources, such as –

· Personal experience with previous work of the expert
· Discussions with the expert
· Discussions with other auditors or others who are familiar with the Expert’s work 
· Knowledge of Expert’s qualifications, membership of professional body, license to practice, etc
· Published papers or books written by that expert
· The auditor’s firm’s quality control policies and procedures

Agreement with the Expert
· The auditor shall agree, in writing when appropriate, on the following matters with the expert:

a) The nature, scope and objectives of expert’s work
b) The respective roles and responsibilities of the auditor and expert
c) The nature, timing and extent of communication between them, including the form of any report to be provided by the expert
d) The need for the expert to observe confidentiality requirements

Reference to the Expert in the Auditor’s Report
· The auditor shall not refer to the work of an expert in auditor’s report containing an unmodified opinion unless required by law or regulation to do so.
· It may be appropriate in some circumstances to refer containing a modified opinion, to explain the nature of the modification.
· In such circumstances the auditor may need the expert’s permission before making such reference.
· However, the auditor shall indicate in the auditor’s report that such reference does not reduce the auditor’s responsibility for that opinion.

Briefly explain how an auditor can use the work of an Expert.

· SA 620 on, “Using the Work of an Expert” discusses the auditor’s responsibility in relation to, and the procedures the auditor should consider in, using the work of an expert as audit evidence. 
· The auditor has to first determine the need to use the work of an expert considering the materiality of the item, its nature and complexity. 
· It would be necessary in cases of valuation of certain types of assets, determining the physical condition of the assets like minerals, actuarial valuation of gratuity, determining work in progress in case of construction contracts, etc. 

Evaluating the Work of an Expert
· When the auditor plans to use the expert’s work as audit evidence, the auditor is required to assess skill and competence of the expert, his objectivity and, finally, evaluate the work done by him. 
· However, when the auditor uses the work of an expert employed by him, he will not need to inquire into his skills and competence. 
· The auditor should also consider the objectivity of the expert. Finally, when the auditor intends to use the work of an expert, he should examine evidence to gain knowledge regarding the terms of the expert’s engagement and such other matters as:
· the objectives and scope of the expert’s work,
· a general outline as to the specific items in the expert’s report,
· Confidentiality of the expert’s work, including the possibility of its communication to third parties.
· the expert’s relationship with the client, if any,
· confidentiality of the client’s information used by the expert 

· The auditor should seek reasonable assurance that the expert’s work constitutes appropriate audit evidence in support of the financial information, by considering the necessary matters.
· If after performing all these procedures the auditor concludes that the work of the expert is not consistent with the information in the financial statements or that it does not constitute sufficient appropriate audit evidence, the auditor should express a qualified, disclaimer or an adverse opinion. In other cases, the opinion has to be unqualified. 
· If while giving his report the auditor considers it appropriate to disclose the identity of the expert, he should obtain his prior consent.
 
M/s LNK’s group gratuity scheme’s valuation by actuary shows wide variation compared to the previous year’s figures

Valuation by Actuary: 
· SA 620, “Using the Work of an Expert” states that the auditor has to evaluate the work of an expert, say, actuary, before adopting the same. 
· This becomes more crucial since M/s LNK’s group gratuity scheme’s valuation by actuary shows wide variation compared to previous year figures. 
· There is no doubt that appropriateness, reasonableness of assumptions and methods used are the responsibility of the expert, but the auditor has to determine whether they are reasonable based on the auditor’s knowledge of the client’s business and result of his audit procedures. 
· In the present case, the auditor must verify the reasonableness of assumptions made and methods adopted by the actuary in the evaluation particularly with reference to factors such as rate of return on investments, retirement age, number and salary of employees, etc. 
· Accordingly, the auditor has to satisfy himself whether valuation done by the actuary can be adopted, otherwise he may report on his findings for wide variation.
 
Based upon the legal opinion of a leading advocate, X Ltd. made a provision of Rs.5 Crores towards Income Tax liability. The assessing authority has worked out the liability at Rs. 5 Crores. It is observed that the opinion of the advocate was inconsistent with legal position with regard to certain revenue items.

· SA 620 on "Using the Work of an Expert" discusses the auditor's responsibility in relation to and the procedures the auditor should consider in, using the work of an expert as audit evidence. 
· During the audit, the auditor may seek to obtain, in conjunction with the client or independently, audit evidence in the form of reports, opinions, valuations and statements of an expert, e.g., legal opinions concerning interpretations of agreements, statutes, regulations, notifications, circulars, etc. 
· Before relying on advocate's opinion, the auditor should have seen that opinion given by the expert is prima facie dependable. The question states very clearly that the opinion of the advocate was inconsistent with legal position with regard to certain items. 
· It is, perhaps, quite possible that auditor did not seek reasonable assurance as to the appropriateness of the source data, assumptions and methods used by the expert properly. 
· In fact, SA 620 makes it incumbent upon the part of the auditor to resolve the inconsistency by discussion with the management 
· The inconsistency in legal opinions could have been detected by the auditor in case he had gone through the same.. 
· Under the circumstance, the auditor should have rejected the opinion and insisted upon making proper provision. However, since the opinion is manifestly erroneous, the auditor is liable for negligence.

Auditor accepted Gratuity Liability Valuation by a Qualified Actuary. Auditor noticed the retirement age as 65 years as against existing 60 years age. The Co. is considering increasing the retirement age

· SA 620 on "Using the Work of an Expert”, the expertise of an expert may be required in the actuarial calculation of liabilities associated with insurance contracts or employee benefit plans.
· However the auditor has the sole responsibility for the audit opinion expressed, and that responsibility is not reduced by the auditor’s use of the work of an expert.   
· Hence the auditor shall evaluate the adequacy of the Expert’s Work including the relevance and reasonableness of expert’s findings or conclusions.
· In the instant case, a qualified actuary has issued a certificate for gratuity liability valuation, for which retirement age adopted is 65 years as against the existing age of 60 years.
· In view of SA 500 along with 620, the assumption made by actuary has no relevance and reasonableness as presently the retiring age is 60 years. 
· Hence the auditor is required to bring out the facts to the notice of the management and advice the modification accordingly.
· In case of failure of compliance of the same, the auditor may qualify the report.
  
























SRS – 4410 ENGAGEMENTS TO COMPILE FINANCIAL INFORMATION

· The objective of a compilation engagement is for an accountant to use accounting expertise, as opposed to auditing expertise, to collect, classify and summarise financial information.

· A compilation engagement would ordinarily include the preparation of financial statements (which may or may not be a complete set of financial statements) 

· but may also include the collection, classification and summarization of other financial information, for example, 


· preparation of quarterly financial results, 
· restatement of financial statements in accordance with a financial reporting framework.

General Principles of Compilation Engagement

· The accountant should comply with the “Code of Ethics” issued by the Institute of Chartered Accountants of India.
· Independence is not a requirement for a compilation engagement. However, where the accountant is not independent, a statement to that effect should be made in the accountant’s report.
· A compilation engagement carried out by the accountant does not relieve the management of these responsibilities.
· The accountant should, accordingly, obtain an acknowledgement from the management of its responsibility for the appropriate preparation and presentation of the financial statements or other information.

Procedures

· The Accountant should obtain a general knowledge of the business and operation of the entity and should be familiar with accounting principles and practice of the entity.
· He should be familiar with the form and content of the Financial Statements.
· He should request management representation letter covering significant information or explanations as required
· If he becomes aware that the information supplied by the management is incorrect, incomplete or unsatisfactory, he should consider performing additional audit procedures as follows:

· Make any enquiries of management to assess the reliability and completeness
· of the information provided;
· Assess internal controls prevailing in the entity; and
· Verify any matters or explanations.

· If the management refuses to provide additional information, he should withdraw from the engagement.
· He should read the compiled information and consider whether it appears to be appropriate and free from material misstatements.

Accounting Standards not complied with:
· If one or more accounting standards are not complied with, 
· the same should be brought to the notice of the management and 
· if the same is not rectified by the management, the accountant should include the same in notes to the accounts and the compilation report to the management.
· If it appears that certain estimates made by the client are unreasonable, the accountant should draw these to the attention of the management for consideration.

Reporting on Compilation Engagement

· It is essential that the accountant clearly brings out the nature of association with the financial statements and the nature of the work performed by him. 
· The report on compilation engagements should, ordinarily, be in the following lay out:

a) Title: The title of the report should be “Accountant’s Report on Compilation of Unaudited Financial Statements” (and not “Auditor’s Report”);
b) Addressee: The report should ordinarily be addressed to the appointing authority;
c) Identification of the financial information 
d) When relevant, a statement that the accountant is not independent of the entity;
e) A statement that the management is responsible for:
· completeness and accuracy of the underlying data and complete disclosure of all material and relevant information to the accountant;
· maintaining adequate accounting and other records and internal controls and selecting and applying appropriate accounting policies;
· preparation and presentation of financial statements or other financial information in accordance with the applicable laws and regulations, if any

f) A statement that the engagement was performed in accordance with this Standard on Related Services;
g) A statement that neither an audit nor a review has been carried out and that accordingly no assurance is expressed on the financial information;
h) A paragraph, when considered necessary, drawing attention to the disclosure of material departures from the identified financial reporting framework;
i) Date of the report;
j) Place of signature; and
k) Accountant’s signature

Draft of a Report of an Engagement to Compile Financial Statements - SRS 4410

To…………

1. On the basis of the accounting records and other information and explanations provided to us by the Management, we have compiled the unaudited Balance Sheet of_______ (Name) as at______ (date) and the related Profit & Loss Account for the period then ended.

2. The management of the__________ (Name) is responsible for:

a) Completeness and accuracy of the underlying data and complete disclosure of all material and relevant information to the accountant;
b) Maintaining adequate accounting and other records and internal controls and selecting appropriate accounting policies;
c) Preparation and presentation of financial statements in accordance with applicable laws
d) ………………….
e) …………………….

3. The compilation engagement was carried out in accordance with SRS 4410 issued by ICAI.

4. The Balance sheet and the Profit & Loss Account are in agreement with the books of accounts. We have not audited or reviewed these financial statements and accordingly express no opinion thereon.


For_______________
Chartered Accountants.

									………………………………										Signature
       	  				(Name of the Accountant and Membership No.)
										Designation
Date:
Place: 
You are appointed to compile financial statements of Y & Co. for tax purposes. Inventory is grossly understated. The partners of Y & Co. tell you that since you are not conducting an audit, the said figures duly certified by the firm should be accepted.     

· According to SRS - 4410 “Engagement to Compile Financial Information - 
· “If an accountant becomes aware of material misstatements, the accountant should persuade the management to carry out necessary amendments in the financial statements or other compiled financial information. 
· If such amendments are not made and the financial statements are still considered to be misleading the accountant should withdraw from the engagement. Hence, in this case, there is a clear violation of SRS- 4410.

· As per the Guidance Note on Tax Audit U/s.44AB , the Stock Auditor should study the procedure followed by the assessee in taking the inventory of closing stock at the year end and the valuation thereof.
· The tax auditor should also examine the basis adopted for ascertaining the cost and this basis should be consistently followed.
· In the instant case, though appointment was made to compile financial statements for tax audit purpose, it is the auditor’s duty to ensure that method followed for stock valuation results in correct profits and gains.
· In this case the stock valuation was grossly understated. Consequently, disclosure of profit is also not correct. 
· Hence, contention of the Co. that you are not conducting an audit, the said figures duly certified by the firm should be accepted is not correct. 















SA – 600  USING THE WORK OF AN ANOTHER AUDITOR

Applicability of the Standard:
The Standard is not applicable to:
· Those instances where two or more auditors are appointed as joint auditors
· The auditor’s relationship with the predecessor auditor

Audit procedure for using the work of another auditor
· Generally when another auditor has been appointed, the principal auditor would be entitled to rely upon the work of such auditor unless there are circumstances to indicate that he should not rely.
· The principal auditor should follow  the following procedure:
· Consider the professional competence of another auditor
· Co-ordinate with other auditor while planning the audit work
· Discuss with another auditor, if need be
· Consider the significant finding of other auditor

Responsibility of the Principal Auditor
 
· When the principal auditor has to report on the basis of the report of the other auditor on the financial statements,
· the principal auditor should clearly mention in his report the division of responsibility for the financial statement
· by indicating the extent to which the financial statement audited by the other auditor has been included in the total financial statement of the entity.
· The principal auditor would not be responsible in respect of the work entrusted to other auditors. 
· When the principal auditor uses the work of another auditor, the principal auditor should determine how the work of other auditor will affect the audit. 
· Auditor should consider significant findings of other auditor. There should be proper co–ordination and communication between the two auditors.

Reporting on the Conclusion of using Other Auditor’s Report

· When the principal auditor concludes that work of other auditor cannot be used and he has not been able to perform sufficient additional procedures, he should express a qualified opinion or disclaimer of opinion because there is a limitation on the scope of audit.
· If the other auditor modifies or intends to modify his report, the principal auditor should consider the modification and 
· Consider whether any modification is required in principal auditor’s report as a result of the modification of the other auditor’s report.
There should be sufficient liaison between a principal auditor and other auditors”. Discuss the above statement and state in this context the reporting considerations, when the auditor uses the work performed by other auditor

· SA 600 on “Using the work of another auditor” lays down the procedure to be applied in situations where a principal auditor reporting on the financial statement of the entity uses the work of another independent auditor. 
· SA 600 contemplates coordination between auditors and requires that there should be sufficient liaison between the principal auditor and the other auditor. 
· For this purpose, the principal auditor may find it necessary to issue written communication(s) to the other auditor.
· The other auditor, knowing the context in which his work is to be used by the principal auditor, should coordinate with the principal auditor. And should ensure compliance with the relevant statutory requirements. 
· Similarly, the principal auditor should advice the other auditor on any matters that come to his attention that he thinks may have an important bearing on the other auditor’s work.
· When considered necessary, the principal auditor may require the other auditor to answer a detailed questionnaire regarding matters on which the principal auditor requires information for discharging his duties. The other auditor should respond to such questionnaire on a timely basis.
· When the principal auditor concludes that work of other auditor cannot be used and he has not been able to perform sufficient additional procedures, he should express a qualified opinion or disclaimer of opinion because there is a limitation on the scope of audit.















SA – 610  USING THE WORK OF INTERNAL AUDITORS

· SA 610 seeks to provide procedures to be applied by the external auditor in assessing the work of the internal auditor for the purpose of placing reliance upon the work.
· In determining whether the work of the internal auditors is likely to be adequate for purposes of the audit, the external auditor shall evaluate -  
· the objectivity of the internal audit function
· the technical competence of the internal auditors
· whether the work of the internal auditors is likely to be carried out with due professional care and 
· whether there is likely to be effective communication between the internal auditors and the external auditor.

1. Evaluating Specific Internal Audit Work				   (OR)
2. Use of the work of internal auditor in respect of physical verification of assets. How to evaluate this specific work done by internal auditor

· In order for the external auditor to use specific work of the internal auditors, the external auditor shall evaluate and perform audit procedures on that work to determine its adequacy for the external auditor’s purposes.

· If the external auditor intends to rely upon specific internal audit work, he should review the internal auditor’s work taking into account the following factors –

· Adequacy of scope of work and related audit programme
· Work was properly planned and work of assistants was properly supervised, reviewed and documented.
· Sufficient appropriate evidence was obtained
· Conclusions reached re appropriate in circumstances
· Any exceptions disclosed by internal auditor’s procedures are properly resolved

· The external auditor shall document conclusions regarding the evaluation of the adequacy of the work of the internal auditors, and the audit procedures performed by the external auditor on that work. 








Enumerate, in brief, the important aspects to be evaluated by the external auditor in determining the efficiency and extent of reliance to be placed on the work and function of an Internal Auditor.		
						OR

Factors to ensure system of internal audit are commensurate with the size of the company and nature of its business.

· Evaluation of Internal Audit Function: The external auditor should as a part of his audit, carryout general evaluation of the internal audit function to determine the extent to which he can place reliance upon the work of the internal auditor.
· The important aspects to be considered by external auditor are:

1. Organisational Status: An important aspect is whether the audit is being carried out by outside agency or by departmental team. Another related aspect is level in the organisation to whom the report is addressed and whether he is free to communicate with the external auditor.
2. Scope of Function: Nature and depth of coverage of the internal audit and to what extent the management considers and where appropriate, act upon the recommendations of the internal auditor.
3. Technical competence: Internal audit work is performed by persons having adequate technical training and proficiency. Professional qualification and experience of the persons carrying out internal audit function also need to be considered.
4. Due Professional care: It should be ascertained that the internal audit appears to be properly planned, supervised, reviewed and documented. Existence of proper internal audit manual, programmes and working papers will lead to the establishment of due professional care.
· The external auditor should document his evaluation and conclusion of all the above factors.


Important aspects to be evaluated by the external auditor in 
determining the efficiency and extent of reliance to be placed on the work and function of an Internal Auditor.

Evaluation of Internal Audit Function: 
· The external auditor should as a part of his audit, carryout general evaluation of the internal audit function to determine the extent to which he can place reliance upon the work of the internal auditor. 
· As per SA 610 “Using the Work of Internal Auditors ", factors that may affect the external auditor’s determination of whether the work of the internal auditors is likely to be adequate for the purposes of the audit include:


Objectivity:

· The status of the internal audit function within the entity and the effect such status.
· Whether the internal audit function reports to those charged with governance or an officer with appropriate authority, and whether the internal auditors have direct access to those charged with governance.
· Whether the internal auditors are free of any conflicting responsibilities.
· Whether there are any constraints or restrictions placed on the internal audit function by management or those charged with governance.
· Whether, and to what extent, management acts on the recommendations of the internal audit function, and how such action is evidenced.

Technical competence

· Whether the internal auditors are members of relevant professional bodies.
· Whether the internal auditors have adequate technical training and proficiency as internal auditors.
· Compliance with the mandatory/ recommendatory Standards on Internal Audit issued by IASB of ICAI.
· Whether there are established policies for hiring and training internal auditors.

Due professional care

· Whether activities of the internal audit function are properly planned, supervised, reviewed and documented.
· The existence and adequacy of audit manuals or other similar documents, work programs and internal audit documentation.

Communication

Communication between the external auditor and the internal auditors may be most effective when the internal auditors are free to communicate openly with the external auditors, and:

· Meetings are held at appropriate intervals throughout the period;
· The external auditor is advised of and has access to relevant internal audit reports and is informed of any significant matters that come to the attention of the internal auditors 
· The external auditor informs the internal auditors of any significant matters that may affect the internal audit function



SA – 299  RESPONSIBILITY OF JOINT AUDITORS

Responsibility of Joint Auditors: 
· SA 299 on, “Responsibility of Joint Auditors” deals with the professional responsibilities, which the auditors undertake in accepting such appointments as joint auditors. 
· The responsibilities of joint auditors, as a rule are no different from the Auditing Standards, Statements and responsibilities of individual auditors as enumerated in the Companies Act, 1956. 
· Main features of the said SA are discussed below:

Division of Work & Documentation: 
· The joint auditors by mutual discussion divide the total work among themselves. Division of work may be based on:
· Branches/Regional office
· Plant Wise
· Asset/Liability Wise
· Income/Expenditure Wise 

· Certain area of work which is important in nature may not be divided and carried on by all the joint auditors.
· Division of work as well as the areas of work to be covered by all of them should be adequately documented and preferably communicated to the entity.
· Further each joint auditor is entitled to assure that the other joint auditors have carried out their part of work in accordance with the GAAP and therefore it would not be necessary for joint auditor to review the work performed by other joint auditors.
· Documentation should be in writing and agreed by all the auditors and this division of work may also be communicated.
· Documentation will also facilitate the co-ordination of work among the auditors.   

Coordination: 
· Where in the course of his work, a joint auditor comes across matters which are relevant to the areas of other joint auditors and which require joint discussion, he should communicate the same to all the other joint auditors in writing before the finalisation of audit and preparation of audit report.
· In respect of the work divided amongst the joint auditors, each joint auditor is responsible only for the work allocated to him, whether or not he has made a separate report on the work performed by him. 
· On the other hand the joint auditors are jointly and severally responsible in respect of the audit conducted by them as under:
· in respect of the audit work which is not divided among the joint auditors and is carried out by all of them;
· in respect of decisions taken by all the joint auditors concerning the nature, timing or extent of the audit procedures to be performed by any of the joint auditors.
· in respect of matters which are brought to the notice of the joint auditors by any one of them and on which there is an agreement among the joint auditors;
· the responsibility of obtaining and evaluating information and explanation from the management is generally a joint responsibility of all the auditors.
· each joint auditor is entitled to assure that the other joint auditors have carried out their part of work in accordance with the GAAP and therefore it would not be necessary for joint auditor to review the work performed by other joint auditors.

Reporting:

· Normally, the joint auditors are able to arrive at an agreed report. 
· However where the joint auditors are in disagreement with regard to any matters to be covered by the report, each one of them should express his own opinion through a separate report. 
· A joint auditor is not bound by the views of majority of joint auditors regarding matters to be covered in the report and should express his opinion in a separate report in case of a disagreement.

ABC & Co and DEF & Co appointed as joint auditors. Revenue aspects looked after by DEF & Co but no documentation for division of work

· In the present case, there was no documentation for division of work and the responsibility of revenue aspect was delegated to DEF & Co in which gross understatement  of revenue has observed.
· ABC & Co has not reviewed the work as they have put their reliance on the work performed by DEF & Co.
· Hence, there is a violation of SA-299 as division of work has not been documented. In the normal course DEF & Co will be held liable for negligence.
· If DEF & Co refuses to accept sole responsibility for the fault, ABC & Co have to prove by other ways and means of evidences that the particular area of audit was exclusively done by DEF & Co only.  





SA – 402  AUDIT CONSIDERATIONS RELATING TO AN ENTITY USING A SERVICE ORGANISATION

A Company gets its accounting data processed by a third party/Outsourcing Agency. As a Statutory Auditor of such a company, what are the additional precautions/checks that you would consider for conduct of the audit?

Precaution to be taken by auditor in case Accounting Data Processed by Third Party:

· SA 402, “Audit Considerations Relating to an Entity Using a Service Organization ”, 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 :
· The nature of the services provided by the service organisation 
· Terms of contract and relationship between the client and the service organisation.
· Extent to which the client's accounting and internal control systems interact with the systems at the service organisation.
· The material financial statement assertions that are affected by the use of the service organisation
· Inherent risk associated with those assertions
· The degree of interaction between the activities of the service organisation and those of the user entity; and

· The auditor of the client would also consider the availability of third-party reports from service organisation’s auditors, internal auditors, or regulatory agencies about its operation and effectiveness.


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


SA–450 EVALUATION OF MISSTATEMENTS IDENTIFIED DURING THE AUDIT

In the course of audit of T Ltd., the audit team is not sure of the possible source of misstatements in the financial statements. As the audit manager identify the sources of misstatements.

· As per SA 450 “Evaluation of Misstatements Identified during the Audit”, misstatements may result from - 
· An inaccuracy in gathering or processing data from which the financial statements are prepared
· An omission of an amount of disclosure.
· An incorrect accounting estimate arising from overlooking or clear misinterpretation of facts and 
· Judgments of management concerning accounting estimates that the auditor considers unreasonable or the selection and application of accounting policies that the auditor considers inappropriate































SA 700 EVALUATION OF MISSTATEMENTS IDENTIFIED DURING THE AUDIT

Enumerate the ‘Basic Elements of Audit Report’ as enshrined in SA 700

· As per SA 700, “Forming an Opinion and Reporting on Financial Statements”, the auditor’s report includes the following basic elements:
1. A title;
2. An addressee, as required by the circumstances of the engagement;
3. An introductory paragraph that identifies the financial statements audited;
4. A description of the responsibility of management for the preparation of the financial statements;
5. A description of the auditor’s responsibility to express an opinion on the financial statements and the scope of the audit, that includes:
· Reference to SA and the law or regulation; and
· Description of an audit in accordance with those Standards;
6. An opinion paragraph containing an expression of opinion on the financial statements 
7. The auditor’s signature;
8. The date of the auditor’s report; and
9. The place of signature.

· Auditor’s Report for Audits Conducted in Accordance with Both Auditing Standards issued by the Institute of Chartered Accountants of India and International Standards on Auditing.

Significance of the following two illustrative paragraphs –
(a) Opening Paragraph:
(b) Scope Paragraph:

Opening paragraph:
· The significance of ‘opening paragraph’ is to bring to the notice of the users of financial statements that preparation of the accounts is the responsibility of the management of the enterprise, whereas the responsibility of the auditor is to express an opinion on the said accounts based on audit carried out by him. 
· The preparation of such statements requires management to make significant accounting estimates and judgments, as well as to determine the appropriate accounting principles and methods used in preparation of the said statements.
· As per SA 700 “Forming an Opinion and Reporting on Financial Statements” the introductory paragraph in the auditor’s report shall:
· Identify the entity whose financial statements have been audited;
· State that the financial statements have been audited;
· Identify the title of each statement that comprises the financial statements;
· Refer to the summary of significant accounting policies and other explanatory
· information; and
· Specify the date or period covered by each financial statement comprising the financial statements.
Scope Paragraph:
· The significance of ‘scope paragraph’ is to inform the users about the practices and procedures followed in conduct of audit by the auditor. 
· The auditor states in this paragraph that the audit was planned and performed in accordance with generally auditing standards generally accepted in India. 
· The auditor also states that the audit provides a reasonable basis for his opinion. The significance of this paragraph lies in the fact that auditor wishes to convey to readers about the scope of audit by highlighting the nature and process of audit.. 
· A description of the auditor’s responsibility to express an opinion on the financial statements and the scope of the audit, that includes:

· A reference to Standards on Auditing and the law or regulation; and
· A description of an audit in accordance with those Standards;


























SA 705 MODIFICATIONS TO THE OPINION IN THE INDEPENDENT AUDITOR’S REPORT

Circumstances when a modification is required

· The auditor shall modify the opinion in the auditor’s report when :
1. The auditor concludes that based on the audit evidence obtained, the financial statements  as a whole are not free from material misstatements; or
2. The auditor is unable to obtain sufficient appropriate audit evidence to conclude that financial statements as a whole are free from material misstatements.

Types of Modified Opinions

This SA establishes three types of modified opinions – a qualified opinion, an adverse opinion and a disclaimer of opinion.
	NATURE OF MATTER GIVING RISE TO MODIFICATION
	AUDITOR’S JUDGEMENT ABOUT THE PERVASIVENESS OF EFFECTS/POSSIBLE EFFECTS ON FINANCIAL STATEMENTS

	
	Material but not pervasive
	Material and pervasive

	Financial Statements are Materially Misstated
	QUALIFIED
OPINION
	ADVERSE
OPINION

	Inability to 0btain sufficient appropriate audit evidence
	QUALIFIED
OPINION
	DISLCAIMER OF OPINION



Consequence of inability to obtain audit evidence due to management imposed limitation

· If after accepting the engagement, the auditor becomes aware that management has imposed a limitation on the scope of audit, the auditor shall request the management to remove the limitation.
· If the management refuses, the auditor shall communicate the matter to those charged with governance and determine whether it is possible to perform alternative procedures to obtain sufficient appropriate audit evidence.
· If the auditor is unable to obtain sufficient appropriate audit evidence, the auditor shall determine the implications as follows:
· If the auditor concludes that a qualification of the opinion would be inadequate, the auditor shall:
· Resign from the audit, wherever practicable and not prohibited by law
· If resignation is not practicable or possible, disclaim an opinion on the financial statements.
· Before resigning, the auditor shall communicate to those charged with governance any matters regarding misstatements identified during the audit.   SA - 710 COMPARATIVE INFORMATION -CORRESPONDING FIGURES AND COMPARATIVE FINANCIAL STATEMENTS

Auditor's responsibilities regarding comparatives/ corresponding figures

· SA 710, “Comparative Information– Corresponding Figures and Comparative Financial Statements”, establishes standards on the auditor’s responsibilities regarding comparatives.
· The auditor shall determine whether the financial statements include the comparative information required by the applicable financial reporting framework and whether such information is appropriately classified. 
· For this purpose, the auditor shall evaluate whether:
a) The comparative information agrees with the amounts and other disclosures presented in the prior period; and
b) The accounting policies reflected in the comparative information are consistent with those applied in the current period or, if there have been changes in accounting policies, whether those changes have been properly accounted for and adequately presented and disclosed.
· If the auditor becomes aware of a possible material misstatement in the comparative information while performing the current period audit, the auditor shall perform such additional audit procedures as are necessary in the circumstances to obtain sufficient appropriate audit evidence to determine whether a material misstatement exists. 
· If the auditor had audited the prior period’s financial statements, the auditor shall also follow the relevant requirements of SA 560 (Revised).
· As required by SA 580 (Revised), the auditor shall request written representations for all periods referred to in the auditor’s opinion. 
· The auditor shall also obtain a specific written representation regarding any prior period item that is separately disclosed in the current year’s statement of profit and loss


The audit report of 2008-09 contained a qualification regarding non provision of doubtful debts. How would you report, if:
(i)The company does not make provision for doubtful debts in 2008-09?
(ii)The company makes adequate provision for doubtful debts in 2008-09?
· Auditor’s responsibility in cases where audit report for an earlier year is qualified is given in SA 710 “Comparative Information – Corresponding Figures and Comparative Financial Statements”. 
· As per SA 710, When the auditor’s report on the prior period, as previously issued, included a qualified opinion, a disclaimer of opinion, or an adverse opinion and the matter which gave rise to the modified opinion is resolved and properly accounted for or disclosed in the financial statements in accordance with the applicable financial reporting framework, the auditor’s opinion on the current period need not refer to the previous modification.
· SA 710 further states that if the auditor’s report on the prior period, as previously issued, included a qualified opinion and the matter which gave rise to the modification is unresolved, the auditor shall modify the auditor’s opinion on the current period’s financial statements. 
· In the Basis for Modification paragraph in the auditor’s report, the auditor shall either:
· Refer to both the current period’s figures and the corresponding figures in the description of the matter giving rise to the modification when the effects or possible effects of the matter on the current period’s figures are material; or
· In other cases, explain that the audit opinion has been modified because of the effects or possible effects of the unresolved matter on the comparability of the current period’s figures and the corresponding figures.
· In the instant Case, if P Ltd. does not make provision for doubtful debts the auditor will have to modify his report for both current and previous year’s figures as mentioned above. If however, the provision is made, the auditor need not refer to the earlier year’s modification



















SA–510 		INITIAL AUDIT ENGAGEMENTS-OPENING BALANCES

What are ‘Initial Audit Engagements’?

· As per SA 510 ‘Initial Audit Engagements - Opening Balances’ initial audit engagement is an engagement in which either:
· The financial statements for the prior period were not audited; or
· The financial statements for the prior period were audited by a predecessor auditor

Objectives

In conducting an Initial Audit Engagement, the objective of the auditor w.r.t. opening balances is to obtain sufficient appropriate audit evidence about whether:
· Opening balances contain misstatements that materially affect the current period’s financial statements
· Appropriate Accounting Policies reflected in the opening balances have been consistently applied in current period’s financial statements or changes thereto are properly accounted and disclosed.

Auditor’s Responsibility

· It is the duty of the auditor to verify and obtain appropriate audit evidence that:
· Closing balances of preceding period are correctly b/f to current period
· Auditor should consider whether any misstatement in opening balances is materially effecting financial statements of current period
· Accounting Policies followed in preceding year are also being consistently applied in the current period

Audit Procedures for verifying opening balances

· When another auditor audits the financial statements, the current auditor can place reliance on the closing balances of preceding period, until the current auditor gets any indication of any misstatement in opening balances.
· Current period auditor should consider the audit report of preceding period, whether the report was qualified, adverse, disclaimer or unmodified report.
· Accounting Policies followed in current period are consistent with preceding period. Where such policies were not appropriate the same have been changed.
· When the preceding financial statements were not audited, the auditor should obtain sufficient appropriate audit evidence for opening balance.  




Reporting the audit conclusion

· If after following the required audit procedure the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening balances, the auditor shall express a qualified opinion or a disclaimer of opinion, as appropriate. 
· Further, If the auditor concludes that the opening balances contain a misstatement that materially affects the current period’s financial statements, and the effect of the misstatement is not properly accounted for or not adequately presented or disclosed, the auditor shall express a qualified opinion or an adverse opinion.

Modification to the opinion in the predecessor auditor’s period

· If the predecessor auditor’s report opinion regarding the prior period’s financial statements included a modification to the auditor’s opinion that remains relevant and material to current period’s financial statements
· the auditor shall modify the auditor’s opinion of the period’s financial statement in accordance with SA 705 and SA 710.






























SA–560 		SUBSEQUENT EVENTS

What are Subsequent Events?

· Subsequent Events occurring between the date of financial statements and the date of the auditor’s report, and
· Facts that become known to the auditor after the date of the auditor’s report.

Objective

· To obtain sufficient appropriate audit evidence about whether events occurring b/w the date of FS and Auditor’s Report that require adjustment/disclosure are appropriately reflected in FS.
· Respond appropriately to the facts that become known to the auditor after the auditor’s report that had been known to him at that date may have caused him to amend his report.

Procedure to be followed to identify Subsequent Events

· Review the procedures that management followed to identify subsequent events
· Read the minutes of meeting of BOD, executive committee, shareholders held after balance sheet date
· Read latest interim financial statements
· Inquire, read about and latest position of legal cases
· Management Representation that all subsequent events are identified

Subsequent Events and Branch Auditor’s Report

· If Branch Auditor has already audited branch and submitted the report to the principal auditor,
· the principal auditor would follow audit procedures in respect of events occurring b/w the date of signing of audit report of the auditor of the branch and date of signing audit report of his (principal) report.

Auditor’s responsibility regarding subsequent events

· When the auditor draws up his audit plan, checking of subsequent events is an important audit procedure irrespective of the level of test checks employed for checking of the transactions during the year. 
· In fact more detailed check is normally required for subsequent events to confirm certain assertions contained in the financial statements, e.g., the payment made by debtors after the close of accounting period would confirm that outstanding debtors on the date of the balance sheet date have been realised. 
· AS 4 on " Contingencies and Events Occurring after the Balance Sheet Date" deals with all those significant events, both favorable and unfavorable, that occur between the balance sheet date and the date on which the financial statements are approved by the Board of Directors in the case of a company and by the corresponding approving authority in the case of any other entity. 
· As per AS 4, two types of events can be identified:
a) those which provide further evidence of conditions that existed at the balance sheet date; and 
b) those which are indicative of conditions that arose subsequent to the balance sheet date.. 
· SA 560 lays down that the auditor should consider the effect of subsequent events on the financial statements and on the auditor's report. 
· SA 560 further requires that the auditor shall perform audit procedures designed to obtain sufficient appropriate audit evidence about whether events occurring b/w the date of FS and Auditor’s Report that require adjustment/disclosure are appropriately reflected in Financial Statements. 
· The auditor is not, however, expected to perform additional audit procedures on matters to which previously applied audit procedures have provided satisfactory conclusions.
· The auditor shall take into account the auditor’s risk assessment in determining the nature and extent of such audit procedures, which shall include the following:
· Review the procedures that management followed to identify subsequent events
· Read the minutes of meeting of BOD, executive committee, shareholders held after balance sheet date
· Read latest interim financial statements
· Inquire, read about and latest position of legal cases
· Management Representation that all subsequent events are identified




















Q U E S T I O N S  	O N		  S A ’s


Q.1) The auditors need not review accounting policies unless there is a change in the basis of accounting".

· The auditor while conducting an audit should critically examine the accounting policies adopted by the client and test them for conformity with the accounting standards and recommendations of the Institute. 
· The pronouncements of the Institute seek to describe the accounting principles and the methods of applying these principles in the preparation and presentation of financial statements so that they give a true and fair view. 
· It will be the duty of the members of the Institute to ensure that the Accounting Standards are implemented in the presentation of financial statements covered by their audit reports. 
· In the event of any deviation from the Standards, it will be also their duty to make adequate disclosures in their reports so that the users of such statements may be aware of such deviations." 
· The accounting policies followed vary from enterprise to enterprise. Disclosure of significant accounting policies followed is necessary if the view presented is to be properly appreciated. 
· It is also quite clear that there is no single, list of accounting policies which are applicable to all circumstances.
· The choice of the appropriate accounting principles and the methods of applying those principles in the specific circumstances of each enterprise calls for considerable judgment by the management of the enterprise. 
· Therefore, it would not be correct to state that the auditor need not review the accounting policies unless there is a change in the basis of accounting.

Q.2) While auditing accounts of a Co, an auditor found out an error in valuation of inventory, which affects financial statements materially. Comment.

· SA 240, “The Auditor’s Responsibilities Relating Fraud in an Audit of Financial Statements”, requires that if circumstances indicate the possible existence of fraud or error, the auditor should consider the potential effect of the suspected fraud or error on the financial information. 
· If the auditor believes the suspected fraud or error could have a material effect on the financial information, he should perform such modified or additional procedures as he determines to be appropriate. 
· SA 240 also requires that when the auditor identifies a misstatement, the auditor shall evaluate whether such a misstatement is indicative of fraud. 
· If there is such an indication, the auditor shall evaluate the implications of the misstatement in relation to other aspects of the audit.
· Further, SA 320 Materiality in Planning and Performing an Audit, also requires that in such circumstances, the auditor should consider requesting the management to adjust the financial information or consider extending his audit procedures. 
· If the management refuses to adjust the financial information and the results of extended audit procedures do not enable the auditor to conclude that the aggregate of uncorrected misstatements is not material, the auditor should express a qualified or adverse opinion, as appropriate. 
· In the instant case, the auditor has detected the material errors affecting the financial statements; the auditor should communicate his findings to the management on a timely basis, consider the implications on true and fair view and also ensure that appropriate disclosures have been made.

Q.3) While commencing the statutory audit of B Company Limited, the auditor undertook the risk assessment and found that the detection risk relating to certain class of transactions cannot be reduced to acceptance level.

· SA 315 “Identifying and Assessing the Risk of Material Misstatement Through Understanding the Entity and its Environment” and SA 330 “The Auditor’s Responses to Assessed Risks” 
establishes standards on the procedures to be followed to obtain an understanding of the accounting and internal control systems and on audit risk and its components: inherent risk, control risk and detection risk. 
· SA 315 and SA 330 require that the auditor should use professional judgment to assess audit risk and to design audit procedures to ensure that it is reduced to an acceptably low level. 
· “Detection risk” is the risk that an auditor’s substantive procedures will not detect a misstatement that exists in an account balance or class of transactions that could be material. 
· The higher the assessment of inherent and control risks, the more audit evidence the auditor should obtain from the performance of substantive procedures. 
· When both inherent and control risks are assessed as high, the auditor needs to consider whether substantive procedures can provide sufficient appropriate audit evidence to reduce detection risk, and therefore audit risk, to an acceptably low level. 
· The auditor should use his professional judgement to assess audit risk and to design audit procedures to ensure that it is reduced to an acceptably low level. 
· If it cannot be reduced to an acceptable level, the auditor should express a qualified opinion or a disclaimer of opinion as may be appropriate.



Q.4) Enumerate the risks and internal control characteristics in an audit conducted in Computer Information Systems (CIS) environment

· The risks and internal control characteristics in CIS environment as per SA 315, “Identifying and Assessing the Risk of Material Misstatement Through Understanding the Entity and its Environment” and SA 330 “The Auditor’s Responses to Assessed Risks” include the following:

1. Lack of transaction trails: Some CIS are designed so that a complete transaction trail that is useful for audit purposes might exist for only a short period of time or only in computer readable form. Where a complex application system performs a large number of processing steps, there may not be a complete trail. 

2. Uniform processing of transactions: Computer processing uniformly processes like transactions with the same processing instructions. Programming errors (or other systemic errors in hardware or software) will ordinarily result in all transactions being processed incorrectly.

3. Lack of segregation of functions: Many control procedures that would ordinarily be performed by separate individuals in manual systems may become concentrated in a CIS environment. Thus, an individual who has access to computer programs, processing or data may be in a position to perform incompatible functions.

4. Potential for errors and irregularities: The potential for human error in the development, maintenance and execution of CIS may be greater than in manual systems, partially because of the level of detail inherent in these activities. 

5. Initiation or execution of transactions: CIS may include the capability to initiate or cause the execution of certain types of transactions, automatically. The authorisation of these transactions or procedures may not be documented in the same way as that in a manual system. 

6. Potential for increased management supervision: CIS can offer management a variety of analytical tools that may be used to review and supervise the operations of the entity. The availability of these analytical tools, if used, may serve to enhance the entire internal control structure.
7. Potential for the use of computer-assisted audit techniques: The case of processing and analysing large quantities of data using computers may require the auditor to apply general or specialised computer audit techniques and tools in the execution of audit tests.




Q.5) “The auditors should communicate audit matters of governance interest arising from the audit of financial statements with those charged with the governance of an entity”. Briefly state the matters to be included in such Communication.

Communications of audit matters with those charged with governance 

· SA 260 Communication with Those Charged with Governance deals with communications of audit matters with those charged with governance.
· The following are the audit matters of governance interest which are to be communicated.
1. General approach and overall scope of the audit, 
2. Selection of or changes in, significant accounting policies and practices;
3. The potential effect on the financial statements of any significant risks and exposures, 
4. Adjustments to financial statements arising out of audit that have, or could have,  significant effect on the entity’s financial statements;
5. Material uncertainties related to events and conditions that may cast significant doubt on the entity’s ability to continue as a going concern;
6. Disagreements with management about matters that, individually or in aggregate, could be significant to the entity’s financial statements or the auditor’s report. 
7. Expected modifications to the auditor’s report;
8. Other matters warranting attention by those charged with governance, such as material weaknesses in internal control, questions regarding management integrity, and fraud involving management;
9. Any other matters agreed upon in the terms of the audit engagement.

Q.6) Due to unavoidable circumstances auditor could not be present for physical verification. How to ensure that physical verification my management is in order?
· As per SA-501 “Audit Evidence – Additional  Considerations for Specific Items”, the auditor should perform audit procedures designed to obtain sufficient appropriate audit evidence during his attendance at physical inventory counting.
· If the auditor is unable to be present on the date planned due to unforeseen circumstances, the auditor should - 
· take or observe some physical counts on an alternative date and where necessary, perform alternative audit procedures 
· to assess whether the changes in inventory b/w the date of physical count and the period end date are correctly recorded.
· The auditor would also ensure that appropriate cut off procedures were followed by the management.
· He should also get management’s written representation on
· Completeness of information provided regarding the inventory
· Assurance with regard to adherence to laid down procedures for physical inventory count.

Q.7) Certain material financial statements assertions have been based on estimates. How would you minimize the risk of material misstatements?

SA – 540 “Auditing Accounting Estimates, including Fair Value Accounting Estimates, and Related Disclosures”
· The auditor shall obtain an understanding of the following in order to provide a basis for identification and assessment of risks of material misstatements for accounting estimates:
1. Requirements of applicable financial reporting framework relevant to accounting estimates
2. How management identifies transactions, events and conditions that give rise to the need for accounting estimates
3. The estimation making process by the management including
· Method used in making estimates
· Relevant controls
· Whether the management used an expert?
· Assumption underlying accounting estimates


Q.8) Specific Risks to an Entity’s Internal Control by IT Systems

· As per SA-315 “Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity and its Environment”, specific risks to an entity’s internal control include:

· Reliance on systems or programs that are inaccurately processing data, processing inaccurate data or both
· Unauthorized access to data resulting in destruction of data  or improper changes to data
· Unauthorized changes to data in master files
· Unauthorized changes to systems or programs
· Failure to make necessary changes to systems or programs
· Inappropriate Manual Intervention
· Potential loss of data or inability to access data as required 





Q.9) IOUs of Rs.2 Crores as against Cash Balance of Rs 2.10 Crores. Despite similar high balances throughout the year, small amounts of Rs.50,000 are withdrawn to meet day-to-day expenses. 

· As per SA-240 “The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial Statements,
· When the auditor comes across such circumstances indicating possible misstatements resulting from fraud, the auditor needs to consider the impact of fraud on financial statements.
· The Guidance Note on Audit of Cash and Bank Balances also mentions that if the entity is maintaining an unduly large cash balance, he should carry out surprise verification of cash more frequently to ascertain whether it agrees.
· If Cash in Hand is not in agreement with book balance, he should seek explanations and if the same are not satisfactory, he should state the said fact appropriately in his Audit Report.    
 
Q.10) Appointed an Outside Expert to assess accrued gratuity liability. The Co provides Rs.80lakhs as gratuity in financial statements

· SA-620 states that while using the work of an Expert, auditor should consider the materiality of the item, nature & complexity of the item, other audit evidence available and professional qualifications, experience and reputation in the field of concerned Expert.
· The auditor should ensure that expert has used appropriate source cata, has made consistent assumptions, has applied correct methods and the result of Expert’s Work are in line with Auditor’s overall knowledge of nusiness.
· The auditor should also ensure the substance of Expert’s findings is properly reflected in the financial information. 

Q.11) A Co’s Net Worth is eroded and Creditors are unpaid due to liquidity constraints. Management represents that promoter’s wife is expected to give an unsecured loan to meet the constraints and negotiations are underway to secure large export orders
· In this case, it is subjective, but prima facie a mere expectation of future cash flows from promoter’s wife without any firm commitment and
· The possibility of an expert order being negotiated, may not be sufficient appropriate audit evidence of mitigating factors for resolving the Going Concern’s question under SA-570 “Going Concern”






AUDIT  STRATEGY,  PLANNING  AND  PROGRAMMING

Q.1) You have been appointed the statutory auditor of a private limited company for the first time. Apart from adopting the conventional audit procedures such as posting, casting and vouching, what other auditing techniques would you employ for conducting the statutory audit?

· A statutory auditor conducting audit of a private company for the first time would do well in case he obtains knowledge of the business of the company to understand and assess the kind of audit procedures to be employed by him as per SA 315 and SA 330.
· Such knowledge would enable the auditor to identify and understand the events, transactions and practices that, in the auditor's judgement, may have a significant effect on the financial statements or on the examination or audit report. 
· As far as adoption of conventional audit procedures is concerned, it would normally involve lot of time without commensurate benefits.
· In any case, if size of the business is large, the application of conventional procedure would involve extraordinary more time resulting into more cost and even then the auditor would not get the required satisfaction as to the figures contained in the financial statements. 
· Depending upon various factors including size of the business, it is advisable to reduce the extent of checking by adopting test check approach. 
· It is important to recognize that certain testing procedures do not come within the definition of sampling. 
· Apart from conducting audit procedures like vouching and verification, it is quite useful to employ analytical review procedures; In fact, analytical review procedures would provide substantive audit evidence to support various assertions in the financial statements. 
· The decision about which procedures to use to achieve a particular audit objective is based on the auditor's judgement about the expected effectiveness and efficiency of the available procedures in reducing detection risk for specific financial statement assertions. 
· Therefore, a statutory auditor who has been appointed for the first time must resort to evaluation of internal control system through performance of compliance procedures based on the knowledge of the client's business following by vouching on a selected basis having regard to sampling. 
· Physical observation and direct confirmation are also useful audit techniques inthe verification of items contained in the financial statements. 
· Ratio analysis or analytical procedures would also provide audit evidence as to various assertions contained in the financial statements.



