(AUDITING) TRUE / FALSE WITH REASONS
(1) Auditor’s lien on his client’s books and record is not unconditional.

True: The auditor can exercise his lien on client’s books and records subject to the following conditions:

(a) Document retained must belong to the client who owes the money.

(b) Such documents must have come into auditor’s possession with the client’s authority.

(c) Some work must have been done and fees for work performed must be outstanding.

(2) An adverse report is one where an auditor gives an opinion subject to certain reservation.

False: An adverse report is given when the auditor concludes that based on his examination he does not agree with the affirmation made in the financial statements.

(3) Cut-off procedures are generally applied to trading transactions.

True: They cover the areas of purchases, sales, inventories to ensure that transaction of one year do not get recorded in the following year or preceding year to ensure ‘matching’ and true and fair view of the accounts.

(4) Components of Audit Risk does not includes sampling risk.

True : As per AAS-6, three components of audit risk are Inherent risk, Control risk and Detection risk.

(5) As per As-13, Investment should be classified into Current investments and Marketable investments.

False : As per AS-13, Investments are classified into current and long term investment .Marketable investments are short term and classified as current.

(6) CARO, 2004 does not applies to a Foreign company.

False : CARO’ 2004 applies to all companies including foreign companies except Banking, Insurance, Sec.25 Companies and Private Ltd. Companies subject to certain conditions.

(7) Test checks refers to the out of routine checks that are carried out in the normal course of audit.

False : Test checks refers to an audit procedure wherein only a part is checked to form an opinion instead of checking all the transactions.

(8) If the auditor believes that the concern will not continue as going concern, he should issue disclaimer of opinion.
False : As per AAS-16, if the auditor believes that going concern assumption is inappropriate and the entity will not be able to continue its operation in future, he should express an adverse opinion.

(9) An unexplained decrease in the Gross profit ratio may result due to fictitious sales.

False : A fictitious sale will increase the gross profit ratio instead of decreasing it. G.P. Ratio normally comes down if there are unrecorded sales or fictitious purchase or decrease in closing stock.

(10) If the auditor appointed at the AGM refuses to accept the same, the Company can appoint another person by holding General Meeting.

False : This is not a casual vacancy. Since the newly appointed auditor has refused to accept the appointment, no appointment can be said to have been made at the AGM. U/s 224(3) of the Companies Act, 1956, the power vests with the Central Govt. to make the appointment.

(11) An auditor is considered to lack independence, if the partner of the audit firm owns the building in which the client’s business is situated.

False : According to the Guidance Note issued by the ICAI on “Independence of Auditors”, “ Independence implies that the judgment of a person is not subordinate to the wishes or directions of another person who might have engaged him or to his own self interest.” In this case of Renting of building to the client does not affect the independence.

(12) As per AAS-2, one of the objectives of the audit is to detect fraud.

False : As per AAS-2, objective of an audit is to express an opinion on financial statements to help the users of the financial statements to determine the true and fair view.

(13) Procedural error arises as a result of transactions having been recorded in a fundamentally incorrect manner
False : Procedural error arises when there is error in implementation of the procedure. If transaction has been recorded in a fundamentally incorrect manner it will result in error of principle.
(14) When inherent and control risks are low, an auditor can accept a lower detection risk.

False : As per AAS-6 on risk assessment and internal control, when inherent and control risk are low, an auditor can accept a higher detection risk and still reduce risk to an acceptable lower level.

(15) Audit procedure and Audit technique are not one and same thing.

True : The two terms, procedure and technique are often used interchangeably. In fact, however, a distinction does exist. Procedure represents the broad frame of the manner of handling audit work and the technique stands for the methods employed for carrying out the procedure.

(16) An auditor can be appointed as first auditor of a newly formed company simply because his name has been stated in the Articles of Association.

False : First auditor of a newly formed company is to be appointed by the BOD within one month from the date of incorporation. An auditor cannot be appointed as first auditor simply because his name has been stated in the articles of association.

(17) AAS-24 deals with responsibility of the auditor of the service organisation.

False : AAS-24 is related to responsibility of the auditor of the client using the services of the service organization.

(18) Interest accrued but not due on "Secured loans" is required to be shown under appropriate sub-heads under the head "Secured loans".

False : As per Part-I, Schedule VI to the Companies Act,1956 interest accured but not due on secured loans is required to be shown under “current liabilities”.

(19) For the purpose of AAS-10 "Principal Auditor" means the partner of the firm signing the Audit report.

False : For the purpose of AAS-10, principal auditor means the auditor with responsibility for reporting on the financial information of an entity, when that financial information includes the financial information of one or more components audited by another auditor.

(20) The term 'fund' and 'reserve' can be used interchangeably.

False : The term ‘fund’ in relation to any reserve should be used only where such reserve

is specifically represented by earmarked investments.

(21) An expert for the purpose of AAS-9 is a person, firm or association of persons possessing special skill, knowledge and experience in auditing.
False : An expert for the purpose of AAS-9 is a person, firm or association of persons possessing skill, knowledge and experience in a particular field other than accounting and auditing.
(22) CARO '2004 is also applicable to the audit of branch of a company, except where the company is exempt from the applicability of the order.

section 228 of the Companies Act clearly specifies that a branch auditor has the same duties as the company’s auditor.

(23) All the joint auditors are jointly and severally responsible for the work, which is not divided und carried on jointly by all the joint auditors.

True : As per AAS-12 on “responsibility of joint auditors” all the joint auditors are jointly and severally responsible for the audit work which is not divided and carried on jointly by all the joint auditors.

(24) Compliance procedures are tests designed to obtain audit evidence as to completeness, accuracy and validity of the data produced by accounting system. 

False : Compliance procedures are tests designed to obtain reasonable assurance that those internal controls on which audit reliance is to be placed are in effect. Here auditor is concerned with assertions that the control exists and is operating effectively.

(25) There is a direct relationship between detection risk and combined level of inherent and control risk.
False: There is inverse relationship between detection risk and combined level of inherent and control risk. When inherent and control risk are high, detection risk needs to be low to reduce overall audit risk.(AAS 6 “ Risk Assessments and Internal Control”)
(26) The first auditor appointed by the board of directors can be removed by the board at its subsequent meeting.
False: The first auditor appointed by the board of directors may be removed at general meeting of the shareholders and not meeting of the BOD.
(27) AAS-9 is applicable when an auditor seeks legal opinion from an advocate.

True: AAS 9 on using the work of an expert applies when the auditor seeks opinion/reports of an expert on any audit matter. Therefore AAS 9 is applicable when an auditor seeks legal opinion from an advocate.

(28) If there is difference of opinion among the joint auditors with regard to any matter, majority joint auditors opinion will prevail while reporting.

False: As per AAS-12 “Responsibility of Joint Auditors”, where the joint auditors are in disagreement with regard to any matter to be covered by the audit report each one of them should express his own opinion through a separate report.

(29) If internal control is satisfactory, external evidence is more reliable than internal evidence.

False: In the case of satisfactory internal control system, internal evidence is more reliable since the situation will reveal appropriate evidence.(AAS 5 “Audit Evidence”)

(30) Internal auditor of the company cannot also be its cost auditor.

True: As per notification issued by the DCA, cost auditor should not be the internal auditor of a company for the period for which he is conducting the cost audit. It the cost auditor is also the internal auditor, he would not be able to discharge his duties properly.

(31) One of the techniques used for gathering evidence is substantial review.

False: One of the techniques used for obtaining evidence is analytical review procedure which consists of studying significant ratios and trends. (AAS 5 “Audit Evidence”)

(32) Where the accounts of the company do not present a “true and fair” view, the auditor should express disclaimer of opinion.

False: An adverse opinion is appropriate where the reservations or the objections are so substantial that he feels that the accounts do not give a true and fair view. In this situation the auditor should give an adverse or negative opinion only.

(33) Surplus on the re-issue of forfeited shares standing to the credit of share forfeited account can be distributed as dividend.

True: The surplus on reissue of forfeited shares is credited to capital reserve account being a capital profit. Capital profit realized in cash, authorized by the articles and remains surplus after revaluation of all assets and liabilities can be distributed as dividend.
(34) Government companies are also to be considered for the ceiling on number of audits.

True: In calculating the audit units only audit of corporations which are not companies and foreign companies are not included. Thus Government companies will be considered for ceiling on number of audits.(Section 224(1B) of the Companies Act, 1956)

(35) If appointment of a person as an auditor is void-ab-initio, it should be treated as acasual vacancy.

False: If appointment of a person as an auditor is void-ab-initio, it should not be treated as a casual vacancy, rather this would give rise to powers of the central government to fill the vacancy u/s 224 (3) of the Companies Act, 1956.

(36) A compay running a departmental store and having total turnover of Rs. 100 crores during the financial year 2006-07, need not get its branch audited whose turnover is Rs. 1.90 crores during the same year. 
True: As per rules to section 228 (4) of the companies (Branch Audit exemption) Rules 1961, where the aggregate value of goods sold by a branch office does not exceeds Rs. 2 lakhs or 2% of the average of the total 
turnover of the company, whichever is higher, the branch shall be exempted from audit. Hence the branch in question is not required to be audited.

(37) Secret reserve strengthens Financial position, hence they are allowed.                                   False: A secret reserve is that whose existence is not disclosed on the face of the Balance Sheet. Its existence 
strengthens the financial position. However, in the light of Provisions Contained in Part-III of Schedule VI to the Companies Act, 1956, it is not possible for a company to create secret reserve.
(38) Capital profits realized in cash may be distributed as divided, provided the articles do not prohibit, hence profit on reissue of Forfeited shares may be distributed as Dividend.

False: Capital Profit or Profit on reissue of forfeited shares cannot be distributed as dividend. As per section 205(i) dividend shall be declared or paid by a company out of the profit after providing for depreciation.
(39) AAS-11 is related to Audit Materiality.

False: AAS-11 is related to the Representation by Management. Audit of Materiality is discussed in AAS-13.

(40) The auditor of a company is entitled to attend any General Meeting of the company as his duty.

False: It is partly true. The auditor of a company is entitled to attend any general meeting of the company but it is not his duty to attend or take part in the discussion, further such a right extends only to meeting of the members and not to the meeting of directors.

(41) An Auditor may be removed from Office before the expiry of his term, by the company in General Meeting.

False: As per Section 224(7), the auditor may be removed from the office before the expiry of his term by the company in general meeting obtaining the prior approval of the Central Government. But such approval is not required for the removal of the first auditor appointed by the Director.

(42) Audit Working Papers to be kept at least for 3 (three) years.

False: Audit working papers are to be kept at least 10 years.

(43) Management Certificate obtained by the Auditor is enough for verification of Inventories.

False: As per AAS-11, i.e. “Representation by Management”, it is clear that certificate from management cannot be a substitute for other evidence that the auditor could expect to be reasonably available.

(44) The environment in which internal control operates has no relationship with the effectiveness of the Specific control procedure.

False: The environment in which internal control operates has an impact on the effectiveness of the specific control procedure. For example, strong control environment in association with effective internal audit system strengthen the internal control system.

(45) When the auditor uses more Professional Judgement, the Degree of Inherent risk is lower.

True: The auditor uses his professional judgment to assess inherent risk by evaluating different factor relating to the organization. On this basis he tries to ensure lower level of inherent risk.

(46) “Auditor is not an Insurer”.

True: While examining the evidences relating to business organization or the state of the affairs of the company, the auditor’s duty is limited only to the verification of the evidence that is made available to him in ordinary course of audit or that which he would call upon to examine on a doubt having arisen that there is something wrong. Hence auditor is not an insurer.

(47) C.A. Mr. X is the Auditor of PQ Ltd. In which one of his relative is having substantial interest, whether Mr. X is qualified to be an Auditor? 
False: CA Mr. ‘X’ is not qualified to be an auditor. P.Q. Ltd. As per CA amendment Act, 2006.

(48) Auditor’s primary responsibility is to detect errors and frauds.

False: Auditor’s primary responsibility, as per AAS-2 (SA 200 A) , is to express an opinion on financial statements.

(49) The decision in the London and General Bank case spelled out the auditor’s duties towards prevention and detection of fraud and error in specific terms.
True: Lord Justice Lindley observed in this case, - “An auditor has nothing to do with prudence or imprudence of making loans without security. It is nothing to him whether the business of the company is being conducted prudently or imprudently, profitably or unprofitably, it is nothing to him whether dividends 
are properly or improperly declared provided he discharges his own duty to the shareholders. His business is to ascertain and state the true financial position of the company at the time of audit and his duty is confined to that.”

(50) Financial auditor is not concerned with propriety of business transactions.

False: The financial auditor, as per AAS-2 (SA 200 A), is not generally, concerned with propriety of business conduct. However, the Companies Act, 1956 has provided for propriety audit relating to some specific transactions in case of limited companies.

(51) Test checks may be applied to all transactions.

False: Some transactions like opening and closing entries, depreciation entries and non-recurring or exceptional transactions should not be subject to test check. Cash book and pass book should be thoroughly checked.

(52) In case of limited companies, the statutory auditor shall comment whether the internal audit system commensurate with the size and nature of business.

False: Clause 4(vii) of CARO, 2003 requires the auditor to comment whether the company has an internal audit system commensurate with the size and nature of business. This clause is compulsorily applicable to listed companies. However, in case of unlisted companies the clause is applicable only if its:

(a) paid-up capital and reserves of the company are more than rupees fifty lakh as at the commencement of the financial year; or

(b) average annual turnover exceeds five crores for a period of three consecutive financial year preceding the financial year under audit.

(53) The auditor examines debit notes to vouch sales return.

False: The auditor should examine purchase return book with reference to copies of debit notes issued to suppliers and outward return notes to vouch purchase return.

(54) Inventory turnover ratio is calculated by the auditor to obtain evidence concerning management’s assertion about valuation of inventory.

True: Calculation of inventory turnover ratio and their comparison with those of previous years’ ratio will provide an evidence on correct valuation of slow-moving, defective and obsolete items included in inventories.

(55) The first auditors of a public limited company appointed by the board of directors hold office till the conclusion of its statutory meeting.

True: Section 224(5) has laid down the tenure of first auditors until the conclusion of the first annual general meeting. The first general meeting of a public limited company is referred to as statutory meeting as per the provisions of section 165(1).

(56) If an auditor lacks independence, he may issue an adverse report.
False: An auditor who lacks independence must issue a disclaimer of opinion audit report.
(57) The CAG conduct audit of Government companies .

False: The Chartered Accountant(s) appointed by the CAG as statutory auditor conducts the audit of government companies. The CAG has a right to conduct supplementary audit.

(58) AAS-6 has a purpose to Establish Standards to form procedures to be followed to have an understanding of the Accounting and Internal Control system.

True: AAS-6 enables the auditor to obtain an understanding of the accounting and internal control system, so that he can plan the audit work in effective manner and develop an efficient audit approach.

