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(iv) IT also poses specific risks to an entity’s internal control, including, for example:

.

* o o o o

Reliance on systems or programs that are inaccurately processing data,
processing inaccurate data, or both.

Unauthorised access to data that may result in destruction of data or improper
changes to data, including the recording of unauthorised or non-existent
transactions, or inaccurate recording of transactions. Particular risks may
arise where multiple users access a common database.

The possibility of IT personnel gaining access privileges beyond those
necessary to perform their assigned duties thereby breaking down
segregation of duties.

Unauthorised changes to data in master files.

Unauthorised 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.
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State with reasons (in short) whether the following

2 | Statements are Correct or Incorrect (Answer any Eight)
(s | The scope of work of an nteral Audtor may extend even | _Correct. Apat flom Fin. A/cng veifiation,
beyond the Financial Accounting. extends to Operating Activities. Also_See SA-610.
o ‘;A’naAcu:':;; :yas othing to do with Prudence or Profitabilty | ©°T"e<t: ObIEctive of Audit e o express an opinion
i See Page 12.2, Para 12.1.2, Point 2.
(@) | Evaluating Responses to Enquiries is an integral part of the Correct.
Inquiry Process. See SA-500, Page 83, Para A.22.]
Internal Control Questionnaires are a good Source of
@ | identifying weakne(s]s in Internal Control Sysgﬁem. o e age  Pam e Q)
(©) | Cluster Sampling s less effective than Random Sampling. Loaset .
See SA-530, Page 101 Cluster Sampling
Incorrect. One-sided errors of Commission or
) | Errors of Duplication affect the Trial Balance. Omission lead to difference in the Trial Balance.
See Page 1.6, Para 1.2.2.
Substantive Procedures do not test the Balances of | Incorrect. They are intended to verify accuracy of
O | Accounts. account balances. See Page 2.3, Para 2.1.7.
Incorrect. First Auditors of Govt. Co. should be
sy | The First Auditors of a Govemment Company was ag?‘:‘g‘;ﬁﬂ;“’oﬁi;rgng‘ﬁ g";‘ g;i;’c"h‘e

appointed by the Board of Directors.

failure, BOD can appoint, within next 30 days.
See Page 10.6, Para 10.2.1.

@

The Members of XYZ Ltd preferred a complaint against the
Auditor stating that he has failed to send the Auditor's
Report to them.

Tncorrect. Sending Auditors’ Report to Members is
Co's responsibility, not Auditors’ Duty.
See Page 10.20, Tllustration.
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5.2.13 Preliminary Expenses: The expenditure incidental to the creation and floating of a
company includes stamp duties, registration fees, legal costs, accountant's fees, cost of
printing, etc. The contracts relating to preliminary expenses should be examined. If preliminary
expenses incurred by promoters have been reimbursed to them by the company, the
resolution of the Board of Directors and the power in the Articles to make such re-
imbursement should be seen. The bills and statements supporting each item of preliminary
expenses should be checked. It should be seen that no expenses other than those which
constitutes preliminary expenses are booked under this head. The auditor can cross check the
amount of preliminary expenses with that disclosed in the prospectus, statutory report and the
balance sheet. Any amount paid in excess of the amount disclosed in the prospectus should
have been approved by the shareholders. Expenditure in connection with the preliminary
expenses should be treated as an expense in the year of incurring and not to be carry
forwarded for writing off in future years as per the compliance of AS 26. Underwriting
commission and brokerage paid for shares and debentures should not be included under the
head preliminary expenses.
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(b) Custom Duty:

Examine the cash book to ensure payment of custom duty with reference to Bill of
entry to check whether the amount was calculated correctly.

If the duty has been paid by clearing and forwarding agent, examine bill of entry
with reference to agent'’s bill.

If the duty has been paid by the client directly, examine bill of entry together with
receipt evidencing payment of custom duty.

Make a list of disputed cases to have knowledge of the amount of duty payable and
the provisional payment. The auditor should determine the duty payable and ensure
any additional duty to be paid or refund expected should have been adjusted.

Lastly, the auditor verifies the duty drawback.
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) Excise Duty: Excise duty is levied on manufacture. The liability for duty arises only at
the point of time at which manufacturing is complete. The point of time at which duty is
collected may be determined by consideration of administrative convenience. Normally
excise duty is paid before the issue of excisable goods from the factory. For this, the
auditor should take into consideration-

(i)

(ii)

(i)

(iv)

V)

Ensure that excise duty is paid at the time of issue of excisable goods from the
godown at factory of the producer. The duplicate copy of the challan as issued by
the bank is forwarded for the purpose of issue of the excisable goods.

Verify the amount of duty paid with the corresponding value of the goods issued
from the inventory register of the producer by applying test check. In case where the
client maintains an advance deposit with Excise Department, the auditor should see
that the permits are issued for delivery of the goods against the advance deposit
and corresponding adjustment.

Ascertain the rates of excise duty and apply it to the total sales and see that the
amount actually paid does not exceed the amount thus calculated.

Ascertain that in case of dispute about the amount of duty payable, a provisional
amount may be paid in lieu of final amount. In such cases, the final amount
determined as payable should be verified. If the provisional payment was more than
the actual amount, the refund of such excess amount should be vouched.

The auditor may also physically verify RG 1 with actual and see reconciliation of
financial records with sales tax records.
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Floating Assets: In the case of these assets the attempt is to include them in the Balance-
sheet at their realisable value. These, therefore, are valued either at cost or market value
whichever is less. The term ‘cost’ refers to purchase price including duties and taxes, freight
inwards and other expenditure directly attributable to acquisition less trade discount, rebates,
duties drawbacks and subsidies, in the year in which they are accounted, whether immediate
or deferred in respect of such purchase. The term ‘market value” may either refer to “Net rea-
lisable value” or “the replacement cost”.

(i) Net Realisable value- Net Realisable value is the estimated selling price in the ordinary
course of business less estimated costs of completion and the estimated costs
necessarily to be incurred in order to make the sale.

(i) Replacement Cost- It refers to the price which would have to be paid for acquiring the
same assets at the current market rate on the date of the Balance-sheet. The
replacement cost is determined by taking into account the price that would have to be
paid for purchasing the assets from normal sources of supply. In case free market for the
assets does not exist it may not be possible to determine the replacement cost.

It may be noted here that in case of valuation of inventories, only net realisable value as a
variant of market value has to be considered. This is in accordance with the Accounting
Standard 2 on ‘Valuation of Inventories’.




image10.jpg
Recovery of Bad Debts Written Off:

U]

Verify the relevant correspondence with the trade receivable whose accounts were
written off as bad.

See that the amount recovered is credited to a separate account recovery of bad
debts written off.

Verify the acknowledgement receipt issued to debtors.

Examine notification from the court, bankruptcy trustee and all correspondence from
debtors and collecting agencies.

Check credit manager’s file for the amount received and see that the amount has
been deposited in the bank promptly.

Review the internal control system regarding writing off and recovery of bad debts.




image11.jpg
(1) Current investments shall be classified as:
(a) Investments in Equity Instruments;
(b) Investment in Preference Shares
(c) Investments in government or trust securities:

(d) Investments in debentures or bonds;
(e) Investments in Mutual Funds;

(f)  Investments in partnership firms

(g) Other investments (specify nature).

Under each classification, details shall be given of names of the bodies
corporate [indicating separately whether such bodies are (i) subsidiaries, (ii)
associates, (iii) joint ventures, or (iv) controlled special purpose entities] in
whom investments have been made and the nature and extent of the
investment so made in each such body corporate (showing separately
investments which are partly-paid). In regard to investments in the capital of
partnership firms, the names of the firms (with the names of all their partners.
total capital and the shares of each partner) shall be given.

(i) The following shall also be disclosed:
(a) The basis of valuation of individual investments
(b) Aggregate amount of quoted investments and market value thereof;
(c) Aggregate amount of unquoted investments;
(d) Aggregate provision made for diminution in value of investments.
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(b) Contents of Audit Note Book: Audit note book contains large variety of matters
observed during the course of audit. Significant matters observed during audit which

should be recorded in audit note book are normally the following-

(i)  Audit queries not cleared immediately.
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Mistakes or irregularities observed during the course of audit.

Unsatisfactory book-keeping arrangements, costing method.

Important information about the company which is not apparent from the accounts.
Special points requiring consideration at the time of verification of annual accounts.
Important matters for future reference.
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Write a short note on "Use of flow charts in evaluation of internal control”.

Answer

Use of Flow Charts in Evaluation of Internal Control: It is a graphic presentation of each
part of the company’s system of internal control. A flow chart is considered to be the
most concise way of recording the auditor’s review of the system. It minimises the
amount of narrative explanation and thereby achieves a consideration or presentation
not possible in any other form. It gives bird’s eye view of the system and the flow of
transactions and integration and in documentation, can be easily spotted and
improvements can be suggested.

It is also necessary for the auditor to study the significant features of the business
carried on by the concern; the nature of its activities and various channels of goods
and materials as well as cash, both inward and outward; and also a comprehensive
study of the entire process of manufacturing, trading and administration. This will help
him to understand and evaluate the internal controls in the correct perspective.
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Mention any eight special points which you as an auditor would look into while auditing the
books of a partnership firm.

Answer

Special Points in Audit of a Partnership Firm: Matters which should be specially considered
in the audit of accounts of a partnership firm are as under-

(i)  Confirming that the letter of appointment, signed by a partner, duly authorised, clearly
states the nature and scope of audit contemplated by the partners, specially the
limitation, if any, under which the auditor shall have to function.

(i)  Examine the partnership deed signed by all partners and its registration with the registrar of
firms. Also ascertain from the partnership deed about capital contribution, profit sharing ratios,
interest on capital contribution, powers and responsibilities of the partners, etc.

(iii) Studying the minute book, if any, maintained to record the policy decision taken by
partners specially the minutes relating to authorisation of extraordinary and capital




image16.jpg
expenditure, raising of loans, purchase of assets, extraordinary contracts entered into
and other such matters which are not of a routine nature.

Verifying that the business in which the partnership is engaged is authorised by the
partnership agreement; or by any extension or modification thereof agreed to subsequently.

Examining whether books of account appear to be reasonable and are considered
adequate in relation to the nature of the business of the partnership.

Verifying generally that the interest of no partner has suffered prejudicially by an activity
engaged in by the partnership which, it was not authorised to do under the partnership
deed or by any violation of a provision in the partnership agreement.

Confirming that a provision for the firm's tax payable by the partnership has been made
in the accounts before arriving at the amount of profit divisible among the partners. Also
see various requirements of legislations applicable to the partnership firm like Section
44(AB) of the Income-tax Act, 1961 have been complied with.

(viii) Verifying that the profits and losses have been divided among the partners in their

agreed profit-sharing ratio.
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Audit Programme for Local Bodies:

(0]

(i)

The Local Fund Audit Wing of the State Govt. is generally in charge of the audit of
municipal accounts. Sometimes bigger municipal corporations e.g. Delhi, Mumbai etc
have power to appoint their own auditors for regular external audit. So the auditor should
ensure authenticity of his appointment.

The auditor while auditing the local bodies should report on the fairness of the contents
and presentation of financial statements, the strengths and weaknesses of system of
financial control, the adherence to legal and/or administrative requirements; upon
whether value is being fully received on money spent. His objective should be to detect
errors and fraud and misuse of resources.

The auditor should ensure that the expenditure incurred conforms to the relevant
provisions of the law and is in accordance with the financial rules and regulations framed
by the competent authority.

He should ensure that all types of sanctions, either special or general, accorded by the
competent authority.

He should ensure that there is a provision of funds and the expenditure is incurred from
the provision and the same has been authorized by the competent authority.

The auditor should check that the different schemes, programmes and projects, where
large financial expenditure has been incurred, are running economically and getting the
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Precautions While Applying Test Check Techniques: While adopting test check technique,
an auditor should take following precautions-

U]

(vi)

(vii)

The transactions of the concern should be classified under appropriate heads and may
be stratified in case of wide variations between the transactions of the same kind.

Authorisations, documentations, recording of the transactions should be studied right
from the beginning to end.

Evaluating the system of internal control for its efficiency, soundness and capability to
produce reliable accounting and financial data.

Preparation of test check plan with clear audit objective understood by the audit staff.

Un-biased selection of the transactions with reference to the random number tables or
other statistical methods.

Identification of the areas where test check may not be done.

Based on degree of reliance and the confidence level required in the audit, the number of
transactions to be selected for each test plan should be pre-determined.

(viii) Setting up criteria to judge what constitute material or immaterial errors. Further

investigation of only material errors be carried out and all immaterial errors may be
avoided.
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Statement are provided under section 134(5) of the Companies Act, 2013 which requires to
state that-

(i) in the preparation of the annual accounts, the applicable accounting standards had been
followed along with proper explanation relating to material departures:

(i) the directors had selected such accounting policies and applied them consistently and made
judgments and estimates that are reasonable and prudent so as to give a true and fair view of
the state of affairs of the company at the end of the financial year and of the profit and loss of
the company for that period;

(iiiy the directors had taken proper and sufficient care for the maintenance of adequate
accounting records in accordance with the provisions of this Act for safeguarding the assets
of the company and for preventing and detecting fraud and other irregularities;

(iv) the directors had prepared the annual accounts on a going concern basis:

(v) the directors, in the case of a listed company, had laid down internal financial controls to be
followed by the company and that such internal financial controls are adequate and were
operating effectively.

Here, the term “internal financial controls” means the policies and procedures adopted by the
company for ensuring the orderly and efficient conduct of its business, including adherence to
company’s policies, the safeguarding of its assets, the prevention and detection of frauds and
errors, the accuracy and completeness of the accounting records, and the timely preparation
of reliable financial information; and

(vi) the directors had devised proper systems to ensure compliance with the provisions of all
nnlirahla 12w nd that eiirh tame wara adaniiata and Anaratina affactival
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Authentication of Financial Statements: Section 134(1) provides that the financial
statements, including consolidated financial statement, if any, shall be approved by the
board of directors before they are signed on behalf of the board at least by the following-

(a) The chairperson of the company where he is authorised by the Board; or
(b) By two directors out of which one shall be managing director and

(c) The Chief Executive Officer, if he is a director in the company,

(d) The Chief Financial Officer, wherever he is appointed; and

(e) The company secretary of the company, wherever he is appointed.

However, in the case of a one person company, the financial statement shall be signed
by only one director, for submission to the auditor for his report thereon.

As per section 134(2), the auditors’ report shall be attached to every financial statement.

According to section 134(7), a signed copy of every financial statement, including
consolidated financial statement, if any, shall be issued, circulated or published along
with a copy each of—

(a) Any notes annexed to or forming part of such financial statement;
(b) The auditor’s report; and
(c) The Board’s report.
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(€)

Checking the validity of transactions with reference to:

U]
(ii)

provisions affecting the accounts and audit in any Act or Rules;

rules and regulations governing the constitution and management of the
organisation i.e., the memorandum and articles of association in the case of a
company, partnership deed in the case of a firm, trust deed in the case of a trust
and bye-laws in the case of a co-operative society;

minute books for appropriate sanction of the transactions by competent authority;

other legal documents such as the prospectus, returns submitted to legal
authorities, contracts and agreements e.g., vendors’ agreement, lease agreement,
selling agency agreement, collaboration agreements, etc; and

well recognised accounting principles and practices e.g., distinction between capital
and revenue, accrual system of accounting, valuation principles, etc.
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Applicability of Provisions of Internal Audit: As per section 138 of the Companies Act,
2013 the following class of companies (prescribed in rule 13 of Companies (Accounts) Rules,
2014) shall be required to appoint an internal auditor or a firm of internal auditors, namely-

(@)
(b)

every listed company;

every unlisted public company having-

(i)

(ii)
(iii)

(iv)

paid up share capital of fifty crore rupees or more during the preceding financial
year; or

turnover of two hundred crore rupees or more during the preceding financial year; or

outstanding loans or borrowings from banks or public financial institutions
exceeding one hundred crore rupees or more at any point of time during the
preceding financial year; or

outstanding deposits of twenty five crore rupees or more at any point of time during
the preceding financial year; and

every private company having-

(i)
(ii)

turnover of two hundred crore rupees or more during the preceding financial year; or

outstanding loans or borrowings from banks or public financial institutions
exceeding one hundred crore rupees or more at any point of time during the
preceding financial year:

It is provided that an existing company covered under any of the above criteria shall comply
with the requirements within six months of commencement of such section.
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Prohibition for buy back in certain circumstances: As per provisions of Section 70 of the
Companies Act 2013-

0}

No company shall directly or indirectly purchase its own shares or other specified
securities—

(a) through any subsidiary company including its own subsidiary companies; or
(b) through any investment company or group of investment companies; or

(c) if a default, by the company, in repayment of deposit or interest payable thereon,
redemption of debentures or preference shares or payment of dividend to any
shareholder or repayment of any term loan or interest payable thereon to any
financial institutions or bank, is subsisting. Provided that the buy — back is not
prohibited if the default is remedied and a period of three years has elapsed since
the cessation of the default.

No company shall directly or indirectly purchase its own shares or other specified securities in
case such company has not complied with provisions of Sections 92, 123, 127 and 129.
Section 92 relates to the filing of Annual Return, Section 123 and 127 to declaration and
payment of dividend and Section 129 to the financial statement of the company.
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Advantages of CAAT

i)

Audit effectiveness: The effectiveness and efficiency of auditing procedures will be
improved through the use of CAAT in obtaining and evaluating audit evidence, for
example —

(a) Some transactions may be tested more effectively for a similar level of cost by using
the computer.

(b) In applying analytical review procedures, transactions or balance details of unusual
items may be reviewed and reports got printed more efficiently by using the
computer.

Savings in time: The auditor can save time by reviewing the CIS controls using CAAT
than through other audit procedures.

Effective test checking and examination in depth: CAAT permits effective examination
in depth of selected transactions since the auditor constructs the lost audit trail.
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Recognition of Interest on Deposits:

Accounting Standard 9 on Revenue Recognition requires that the revenue arising from
interest should be recognised on a time proportion basis taking into account the amount
outstanding and the rate applicable. Such revenues should only be recognised when no
significant uncertainty as to measurability or collectability exists.

Further, according to Section 128 of the Companies Act, 2013 books are to be
maintained on accrual basis. Again, accrual method of accounting is a fundamental
assumption of accounting policies.

Though the interest becomes due for payment only at maturity date, it accrues each
quarter. Interest accrued but not due should be shown under current assets in the
balance sheet as per Schedule Il Part | requirement of the Companies Act, 2013.

As such, the profits and current assets are understated and true and fair views of the
accounts are thus vitiated.

On considerations of materiality of the item, the auditor may appropriately decide to
qualify the audit report.
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(a) Identification of Significant Related Party Transaction Outside Business: As per SA
550 on "Related Parties”, for identified significant related party transactions
outside the entity’s normal course of business, the auditor shall:

(i)  Inspect the underlying contracts or agreements, if any, and evaluate whether:

(1) The business rationale (or lack thereof) of the transactions suggests that
they may have been entered into to engage in fraudulent financial
reporting or to conceal misappropriation of assets;

(2) The terms of the transactions are consistent with management’s
explanations; and

(3) The transactions have been appropriately accounted for and disclosed in
accordance with the applicable financial reporting framework; and

(i) Obtain audit evidence that the transactions have been appropriately
authorized and approved.
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With reference to Standard on Auditing 530, state the requirements relating to audit
sampling, sample design, sample size and selection of items for testing.

Answer

Audit Sampling: As per SA 530 on "Audit Sampling”, the meaning of the term Audit
Sampling is - the application of audit procedures to less than 100% of items within a
population of audit relevance such that all sampling units have a chance of selection in
order to provide the auditor with a reasonable basis on which to draw conclusions
about the entire population.

The requirements relating to sample design, sample size and selection of items for
testing are explained below-

Sample design - When designing an audit sample, the auditor shall consider the
purpose of the audit procedure and the characteristics of the population from which the
sample will be drawn.

Sample Size- The auditor shall determine a sample size sufficient to reduce sampling
risk to an acceptably low level.

Selection of Items for Testing- The auditor shall select items for the sample in such a
way that each sampling unit in the population has a chance of selection.
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(@) The Role of Audit Programme in Audit Plan and Performance: The audit programme
is helpful both in planning and performance stages of audit-

0]
(ii)
(i)

The audit programme lists down areas of audit before commencement.
The audit timing is built therein; thereby it becomes a schedule of audit plan.

The staff who are entrusted with the audit assignment is also specified. It is a plan
of resource allocation of the firm.

It specifies the procedures to be checked during the audit.

As the audit work is split into various elements of procedures to be performed, the
audit programme acts as a guiding chart or check list during the performance of
audit.

Since the staff in charge of each work is specified and they sign the programme, it
extracts the responsibility from the audit assistants.

The working papers of the audit staff can be reviewed against the audit programme
which helps a base of reference for evaluation of the performance before reporting
on the financial statements.

(viii) It also helps in preparing a diary of the performance and plan and also base for

billing the clients for the time and manpower involved in the audit.




