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CH 1 NATURE, OBJECTIVE AND SCOPE OF AUDIT

Q-1

Lalji Bhai has purchased shares of a company listed on NSE. The audited financial
statements of the company provide picture of healthy financial performance having
robust turnover, low debt and good profits. On above basis, he is absolutely
satisfied that money invested by him is safe and there is no chance of losing his
money. Do audited results and audit reports of companies provide such assurance
to investors like Lalji Bhai? Is thinking of Lalji Bhai correct?

ANS

An audit does not provide assurance to investor in shares regarding safety of
his money. Share prices of securities are affected by range of factors. An audit
only provides reasonable assurance that financial statements are free from
material misstatement whether due to fraud or error. Hence, thinking of Lalji
Bhai is not correct.

Q-2

Good deeds Limited is engaged in business of recycling of wastes from dumping
grounds of municipal corporation of Indore to usable manure. It is, in this way,
also, helping to make the city clean.

During course of audit by Zoha & Zoha, a firm of auditors, it is observed by auditors
that company has received a notice from Central Bench of National Green Tribunal
for not following certain environmental regulations involving imposition of hefty
monetary penalty on the company. The company is yet to reply to the notice. The
auditors point out that same is not stated in notes to accounts in financial
statements. The company points ou’t that auditors are going beyond scope of their
work. Does such a matter fall within scope of audit?

ANS

Proper disclosure of financial information is well within scope of audit.

Q-3

A huge fire broke out in NOIDA plant of KT Limited. Plant assets comprising
building, machinery and inventories were insured from branch of a public sector
insurance company. Apart from an insurance surveyor who was deputed for




assessing loss, the regional office of insurance PSU also appointed a CA for
verification of books of accounts/ financial records of the company and
circumstances surrounding the loss. He was also requested to submit an early
report. Would the report by CA in nature of audit report?

ANS

Appointment of CA for verification of books of accounts/financial records and
circumstances surrounding the loss is for a specific objective to determine

genuineness of loss and any issue affecting liability of insurance company. It
Is an investigation and not in nature of audit report.

Q-4

Zeeba Products is a partnership firm engaged in trading of designer dresses. The firm
has appointed JJ & Co, Chartered accountants to audit their accounts for a year. The
auditors were satisfied with control systems of firm, carried out required procedures
and necessary verifications. In particular, they carried out sample checking of
purchases, traced purchase bills to GST portal and also made confirmations from
suppliers. They were satisfied with audit evidence obtained by them as part of audit
exercise. An audit report was submitted to the firm giving an opinion that financial
statements reflected true and fair view of state of affairs of the firm.

However, later on, it was discovered that purchase manager responsible for
procuring dresses from one location was also booking fake purchases of small
values by colluding with unethical dealers. Payments to these dealers were also
made in connivance with accountant through banking channel.

The partners of firm blame auditors for futile audit exercise. Are partners of firm
correct in their view point? Imagine any probable reason for such a situation.

ANS

It is example of failure of internal controls of the firm. The internal control has
not operated due to collusion between employees which is a limitation of

internal control itself. The auditor has relied upon internal controls. It is very
nature of financial reporting that management is responsible for devising
suitable internal controls. This is an inherent limitation of audit.

Q-5

The management of Exotic Tours and Travels Limited requests its auditor Raja &
Co.to provide an assurance report on the financial information for first quarter of a
year by skipping required detailed procedures.

Can Raja & Co. provide such a report? What would be nature of such a report? Would
it be necessary for them to obtain sufficient appropriate evidence in such a case?




ANS

Such report would be in nature of "review”. However, auditors would have to
obtain sufficient appropriate evidence.

Q-6

CA. P Babu is conducting audit of financial statements of Quick Buy Private Limited.

He was not able to obtain external confirmations from certain debtors due to
practical difficulties and peculiar circumstances. However, such a procedure is
mandated under one of Standards on Auditing.

Unable to obtain external confirmations from these debtors, he relied upon sale
details to these parties, e-invoices, e-way bills and also traced payments from these
parties in bank accounts of the company. He was reasonably satisfied with audit
evidence obtained. Is there any other reporting duty cast upon him relating to not
following a mandated procedure in one of Standards on Auditing?

ANS

He is required to document how alternative procedures performed achieve
the purpose of required procedure. Reason for departure has to be
documented unless it is clear. His report should draw attention to such
departure.




Ch 2 Audit Strategy, Audit Planning and Audit Programme

Q-1

MG & Co, a firm of auditors, having a standing of 30 years is appointed as a
statutory auditor of company engaged in manufacturing of defence equipment.
Due to opening of defence sector by government to private players in recent times,
many new companies have entered the fray to manufacture sophisticated defence
equipment. Considering technical and complex nature of operations, the auditors
recognize that involvement of experts in the audit is required. Does consideration
for involvement of experts by auditors fall in the domain of planning audit?

ANS

Consideration for involvement of experts by auditors falls within domain of
planning. While planning an audit, auditor would have to consider whether
involvement of experts is necessary. In the stated case, company is involved
in technical and complex operations. Therefore, while planning an audit,
auditors would have to consider whether involvement of expert is necessary.

Q-2

CA Kartik is planning for audit of a company engaged in manufacturing of
cosmetics. Considering nature of operations of the company, he had planned to
include testing of controls of the company over purchases, sales and inventories.
One fine day, he reaches the corporate office and asks for manuals and required
documentation to ensure surprise element in testing. He had never shared with
management his intention to carry out above procedures. Is approach of CA Kartik
proper?

ANS

In the case, CA Kartik has reached office of the company without sharing with
management his intention to test the controls. The auditor may decide to
discuss elements of planning with the entity’'s management to facilitate the
conduct and management of the audit engagement without compromising
effectiveness of audit. Sharing details of visit to test controls does not
compromise effectiveness of audit. It is for the better facilitation and conduct
of audit. Therefore, approach of CA Kartik is not proper.

Q-3

CA Mary, while planning audit of a company, feels that she would inquire from
inhouse legal counsel of the company status of pending litigation matters against
the company to identify and assess risks of material misstatements. Considering
above description, are you able to identify said procedures? Where these identified
procedures are included in planning in accordance with SA-3007




ANS

These are planned risk assessment procedures to identify and assess risk of
material misstatement. The objective of planned inquiry of inhouse legal
counsel is to identify and assess risk of material misstatement. Such planned

risk assessment procedures are included in audit plan in accordance with
SA-300.

Q-4

CA Shubhendu is statutory auditor of a social media company. Due to change in

information technology requlations by government, it has become mandatory for
such companies to constitute "grievance redressal mechanism” for users of social
media platform of the company. Failure to comply with regulations can potentially
lead to civil and criminal liabilities against the company. Is above factor to be
considered by auditor while framing audit strategy?

ANS

Changes in laws and regulations affecting the company is a factor to be
considered while establishing overall audit strategy. There has been change
in information technology regulations applicable to the company. Non-
compliance of the same can have implications in form of civil and criminal

liabilities. Such an important matter concerning changes in laws and

regulations is to be considered by auditor while establishing overall audit
strateqy.

Q-5

Rohit, undergoing practical training, is part of an engagement team conducting
audit of a company engaged in manufacturing of paints. He has been provided with
audit programme pertaining to sales. It lists out various items to be checked and
verified by him including invoices, rate lists, posting in debtors accounts,
correlation of invoices with e-way bills on sample basis etc.

During verification, he notices that many e-way bills have been cancelled by the
company within 24 hours of their generation in month of March. There is no specific
instruction in audit programme in this regard. He keeps mum. Is attitude of Rohit
proper?

ANS o _

Attitude of Rohit 1s not proper. The assistants should observe matters
objectively and bring significant matters to the notice of supervisor/principal.

Reasons for cancellation of many e-way bills in month of March need to be

looked into. Matter should be informed to engagement partner.




CH 3 Risk assessment and internal control

Q-1
Wear & Tear Private Limited is a “start-up” engaged in providing holistic solutions

to problem of paddy stubble burning mainly catering to needs of farmers of North
western India. Due to importance given by governments to this issue, companies

have entered in the market in past few years. Many of these companies have not
been successful and have gone bust. As an auditor of the company, can you spot
the component of risks of material misstatement involved in above?

ANS
It has been stated that many companies engaged in providing holistic

solutions to problem of stubble burning have not been successful. It shows

that line of activity is inherently risky. Therefore, there is a greater possibility
of misstatements. The component of risks of material misstatement involved

is “inherent risk.”

Q-2

A company has devised a control that its inventory of perishable goods is stored in
appropriate conditions- in a controlled environment to prevent any damages to
inventory. Responsibility is fixed on two persons to monitor environment using
sensors and to report on deviations. Identify the component of risks of material
misstatement involved as an auditor of the company.

ANS

The company has devised a control that its inventory of perishable goods is

stored in appropriate conditions and responsibility is fixed on two persons to
monitor environment using sensors and to report on deviations. There is a
possibility that persons given responsibility do not perform their work and
report deviations. The component of risks of material misstatement is "control
risk”.

Q-3

Shree Foods Private Limited is engaged in manufacturing of garlic bread. The

auditors of company have planned audit procedures in respect of recognition of
revenues of the company. Despite that, there is a possibility that misstatements in
revenue recognition are not identified by planned audit procedures. Which risk is
being alluded to?

ANS
There is a possibility that planned audit procedures may not achieve desired

result and fail to detect misstatements in revenue recognition. The risk

alluded to it is "detection risk”.

Q-4
Jo Jo Limited is planning to list on Bombay Stock Exchange next year. As an auditor

of Jo Jo Limited, identify any one reason of increased audit risk due to listing of the
company next year.




ANS

Jo Jo Limited is planning to list on Bombay Stock Exchange next year. There
iIs a greater chance of misstatements in the financial statements due to
planned listing next year. There could be a possibility of intentional
manipulation of financial statements so that good response is received to
proposed issue. Therefore, there is increased audit risk i.e., risk of expressing
inappropriate opinion by the auditor when financial statements are materially

misstated.

Q-5

On perusing financial statements of Jo Jo Limited put up for audit, it is observed by
the auditor that current ratio has improved from 1.20:1 (in preceding year) to 1.75:1
(in current year). ldentify what kind of risk assessment procedures are being
performed by auditor? Has it any relation with listing of the company next year on
Bombay Stock Exchange?

ANS
It is noticed by the auditor that current ratio has improved from 1.20:1 (in

preceding year) to 1.75:1 (in current year). The auditor is using “analytical
procedures” as risk assessment procedures. Current ratio has improved from

previous year. There could be a possibility of misstatement in current assets
and current liabilities. It is possible that improvement in current ratio is
artificial due to misstatements and has been done to secure good response

to the proposed issue of company next year.

Q-6

CA A. Raja is auditor of Build Well Forgings Private Limited having a revenue of
T 25 crore. The company has been sanctioned a term loan of ¥ 50 lacs from a bank.
However, as at end of the year, only ¥ 1 lac was availed due to delay in procurement
of asset. The financial statements of the company do not disclose nature of security
against which loan has been taken. Schedule Il of Companies Act,2013 requires
disclosure in this respect. Discuss, whether, non-disclosure of nature of security is
material for auditor.

ANS
If there is any statutory requirement of disclosure, it i1s to be considered

material. Schedule Il mandates disclosure of nature of security in relation to

loan. The amount involved is irrelevant.

Q-7
CA Smriti is auditor of a company. As part of audit, she is going through company

policies and practices regarding employee recruitment, training, orientation and

related matters. She seems to be very much interested in finding out whether




company hires best candidates from applicant pool. Identify what she is trying to
do? How gaining knnwledge about this aspect is useful to her as an auditor?
ANS
The study of company policies and practices regarding employee recruitment,
training, orientation and related matters including hiring of best candidates

iIs part of understanding HR function of the company. If, in turn, helps in
understanding control environment of the company. By gaining such a

knowledge, she can better understand internal control of the company.

Q-8

During the audit of same company, CA Smriti is keen to find out whether there
exists a proper system of segregation of duties in the company. She wants to be
sure that a person responsible for recording a transaction is different from the

person authorising it. Discuss what she is trying to do and how its understanding

is significant to her as an auditor.
ANS

She is keen to find ocut whether there exists a proper system of segregation

of duties in the company. She is gaining an understanding of internal control
of the company. In particular, she is understanding "control activities”. When
a person recording a transaction is different from one authorizing it, she gains
confidence that there exists a system for preventing misstatements. It helps
her in gaining insight into the internal control system of the companvy.

Q-9

Zomba Products Private limited is a small company. The control systems in the

company are rudimentary. How, you as an auditor of the company, would proceed

to evaluate internal control of the company?

ANS

In a small company, control systems are basic and not formalized. Therefore,
auditor should proceed to evaluate internal control using narrative record.

Q-10

A Chartered accountant during course of audit of a company finds that cash is not

deposited into bank frequently although concerned staff of company was required
to do so. Further, the official responsible for ensuring performance of above

function, has also not paid any attention to it. Discuss what does it represent from

auditor's perspective.

ANS

Cash is not deposited into bank frequently, although, concerned staff of
company was required to do so. Further, the official responsible for ensuring
performance of above function, has also not paid any attention to it. It means

that control is not working as planned. It would not be able to prevent
misstatement and very purpose of control is defeated. It represents a “control
deficiency”.




CH 4 Audit Evidence

Q-1

On perusal of financial statements of a company, auditor of company finds that
notes to accounts contain aging of trade payables in accordance with requirements
of Schedule lll of Companies Act, 2013. The accountant of company is responsible
for ensuring proper aging of trade payables included in notes to accounts. The
auditor wants to verify whether aging of trade payables made in financial
statements is proper or not. Identify what he is trying to do.

ANS

The auditor is verifying aging of trade payables. He is "reperforming” the
control which was mandated by the management.

Q-2

CA Sooryagaythri is conducting audit of an entity. During the course of audit, she
has made oral inquiries from head accountant regarding preparing of bank
reconciliations every month as has been laid down by the management. Discuss,
whether inquiries as stated above would provide satisfaction to her that controls in

respect of preparing bank reconciliations statements have operated effectively.
ANS

Inquiry alone ordinarily does not provide sufficient audit evidence of the
absence of a material misstatement at the assertion level, nor of the operating
effectiveness of controls. Mere inquiry does not lead to obtaining of sufficient
appropriate audit evidence. In the instant case, CA Sooryagaythri should
verify whether proper bank reconciliations have been carried out monthly as

stipulated by management. Only then, she can be satisfied about operating
effectiveness of controls in this reqgard.

Q-3

A company has stipulated a control that reconciliations of its records showing
quantitative details of its property, plant and equipment are carried out at regular
intervals with physical verification of such items. The auditor has found that such
reconciliations are being carried out as stipulated. Discuss, whether above factor,

increases reliability of other internally generated evidence within the company
relating to existence of such items.

ANS
The management is carrying out reconciliations of items contained in

Property, Plant and Equipment records with physical verification of such items
at regular intervals. It means that controls in this regard have operated
effectively. The reliability of audit evidence that is generated internally is

increased when the related controls, including those over its preparation and
maintenance, imposed by the entity are effective.




Q-4

A company has stipulated a control through its automated software that interest
@ 12% p.a. is charged in case of those customers who fail to make payment within
a month of a sales transaction. The internal auditor of the company finds that
during a certain period, software has failed to charge interest due to certain
technical glitches. Does reporting of above situation fall in domain of internal

auditor's work?

ANS

One of the functions of internal auditor includes responsibility for reviewing
controls, evaluating their operation, and recommending improvements
thereto. In the given case, internal auditor has found that controls relating to
levying of interest have not operated. The system has not levied stipulated
interest in respect of a certain period. It can result in loss of income for the
company and improper financial reporting. Such a matter, definitely, falls in
the domain of reporting by internal auditor.

Q-5

CA Sukesh is external auditor of an entity. He comes to know that there is also an

internal auditor in the entity. However, he finds that internal auditor is not reporting
directly to higher echelons of the management. CA Sukesh has also assessed risk
of material misstatement to be high. Discuss, whether it would be proper for CA
Sukesh to rely upon work of internal auditor extensively in above situation.

ANS
In the given case, the organizational status of internal audit function is not

commensurate with his duties. He is not reporting directly to higher echelons

of management. It shows that such a function is not given its due importance
in entity. Since risk of material misstatements has also been assessed as high
by CA Sukesh, both the above factors suggest that he should not rely upon
work of internal auditor extensively.

Q-6

An auditor, while conducting audit of an entity, has selected samples based upon

his personal experience and knowledge. Later on, it turns out that selected samples
were not representative and it has led to faulty selection of samples. The auditor
contends that samples were selected based upon his personal experience and

knowledge. Can auditor escape from his responsibility in this regard?
ANS

In the provided situation, the auditor has selected samples based upon his
personal experience and knowledge. I, is a case of non-statistical sampling




approach adopted by the auditor. Whatever may be the approach non-
statistical or statistical sampling, the sample must be representative. This
means that it must be closely similar to the whole population although not
necessarily exactly the same. The auditor cannot escape his responsibility in
this regard.

Q-7
The audit procedures performed so far by auditor of a company indicate that there
Is a possibility that company has not disclosed all material litigation cases involving

the company. Does such a situation warrant direct communication by auditor with

external lawyer of the company?

ANS

As per requirements of SA-501, If the auditor assesses a risk of material
misstatement regarding litigation or claims that have been identified, or when
audit procedures performed indicate that other material litigation or claims
may exist, the auditor shall, seek direct communication with the entity’'s
external legal counsel. The above situation warrants direct communication
with company’s standing external lawyer.

Q-8
CA Jignesh Desai is in midst of audit of a company. The company is fairly large one

and has a well -functioning internal audit department. While considering sending
out external confirmation requests to trade receivables outstanding as on date of

financial statements, he has delegated the process of choosing trade receivables,

designing requests and receiving responses from customers to internal audit
department. The responses are also received on the mail id of internal audit

department. Is approach of CA Jignesh Desai proper?

ANS
When using external confirmation procedures, the auditor shall maintain

control over external confirmation requests, including:
(a) Determining the information to be confirmed or requested;
Selecting the appropriate confirming party;

Designing the confirmation requests, including determining that
requests are properly addressed and contain return information for
responses to be sent directly to the auditor; and




(d) Sending the requests, including follow-up requests when applicable, to
the confirming party.

In the given case, it appears that external auditor has delegated entire work
of sending out external confirmation requests to internal audit department
over which he has no control. Further, responses to external confirmation
requests are received on mail id of internal audit department. All these acts
are not in line with requirements under SA 505.

Q-9

On reviewing schedule of trade receivables of a company, CA Mary finds that in

respect of one outstanding balance, the CFO of the company is not willing to allow
her to send external confirmation request due to the reason that sending out such
request could spoil precariously placed business relations with the customer. On

further inquiry, she finds out that there is a dispute going on with the company
relating to some quality issues of goods sent to the customer and matter is sub
judice. Efforts are also being made by the company for out of court settlement.
Reviewing correspondence with the customer, she finds that issue is near resolution

and no fraud risk factors exist. Is unwillingness of CFO justifiable?
ANS

In terms of requirements of SA 505, if management refuses to allow the
auditor to send a confirmation request, the auditor shall inquire as to
management's reasons for the refusal, and seek audit evidence as to their

validity and reasonableness.

A common reason advanced is the existence of a legal dispute or ongoing
negotiation with the intended confirming party, the resolution of which may
be affected by an untimely confirmation request. Further, fraud risk factors
do not exist. Keeping in view, unwillingness of CFO is justifiable.

Q-10

An auditor of a company intends to apply analytical procedures for verifying

revenue. Discuss any two analytical procedures which may be performed by auditor

relating to revenues.
ANS

Analytical procedures in relation to revenue can include:-

(i)  Comparing revenue of current year with previous year and investigating

significant fluctuations

() Comparing revenue of current year with budgeted targets and




CH 5 Audit of items of Financial Statements

Q-1
A company is engaged in manufacturing of fabrics from yarn purchased from
different suppliers. Occasionally, it also manufactures fabrics tailor made in

accordance with requirements of certain mills from yarn received from these mills.
The company raises bill of its labour charges only on mills for converting yarn into
fabrics. The auditor of company tries to ensure that stocks of the company as at
year end do not include stocks pertaining to these mills. Which assertion auditor

tries to verify in above situation? How he can ensure that?

ANS

The auditor is trying to verify assertion relating to "Rights and Obligations”.
He is verifying that the company owns or controls the inventory recorded in

the financial statements. Any inventory held by the company on behalf of
another entity has not been recognized as part of inventory of the company.

This can be achieved by verifying stock records pertaining to goods received
from mills and sent back to mills after carrying out necessary operations.
Besides, agreements with such mills may also be verified.

Q-2
A company has availed cash credit facility of ¥ 2 crore (O/s balance ¥ 2 crore as at
year end) from a bank for meeting its working capital requirements against security

of stocks and debtors and guaranteed by directors of the company. Discuss, how
the above cash credit facility, would be classified and disclosed in financial
statements of company.

ANS

It shall be shown under the head "Borrowings” and classified as Short-term
secured borrowings specifying nature of security. The above said

outstanding amount shall be further sub-classified under heading “"Loans
repayable on Demand” from Banks. As per requirements of Schedule Il of
Companies Act, 2013, where loans have been guaranteed by directors or
others, aggregate amount of such loans under each head shall be disclosed.

Q-3

Various ratios of current year and preceding year are disclosed in financial

statements of a company in accordance with requirements of Schedule Il of
Companies Act, 2013. Discuss requirements of law in this regard (Do not list out
names of ratios)

ANS
A company has to disclose various ratios in its financial statements in

accordance with requirements of Schedule Ill of Companies Act, 2013. The

company shall also explain the terms included in numerator and




denominator for computing the above ratios. Further explanation shall be

provided for any change in the ratio by more than 25% as compared to the
preceding year.

Q-4

An auditor of a company is focusing upon revenues of a company. In this regard,

besides performing usual detailed checking of sales, he wants to perform
substantive analytical procedures in respect of sales. Discuss how he can perform
such procedures.

ANS

Substantive analytical procedures in respect of sales will consist of sales

trend analysis, comparison with previous accounting period, category-wise
sales analysis, any analysis the auditor may find relevant and most important
of all, building a sales expectation and comparing that with the client’s sales
records. The auditor will need to know the sales prices of the products or
services over the year, monthly average sales price per product or service,
discount policy.

Q-5
While verifying depreciation charged to statement of profit and loss account of a
company, it i1s noticed by auditor that one new machinery was purchased and

installed in month of April. The necessary trials were carried out and machinery was
ready for use in April itself. However, owing to lack of orders in the market, the said
machinery was put into actual operation from 1st October. The company has,
accordingly, provided depreciation in its books on this machinery w.e.f. 1st October.

Is above recording of deprecation by company proper in its books?

ANS

Depreciation of an asset begins when it is available for use i.e. when it is in
the location and condition necessary for it to be capable of operating in the
manner intended by the management. Depreciation on asset is charged on
asset from the date when it is ready for use and not from date of actual
usage.

Hence, recording of depreciation by company w.e.f. 1** October is not
proper.




CH 6 AUDIT DOCUMENTATION

Q-1
During the course of audit of a company, an issue arose relating to treatment of

interest costs of company on its restructured loans taken from a bank. This
important matter was discussed with CFO of the company and was properly

resolved. Is it necessary for the auditor to include in its working papers?
ANS

nature of the significant matters discussed and when and with whom the
discussions took place.

In the instant case, an important matter regarding treatment of interest costs
of company on its restructured loans taken from a bank directly impacting
profits of the company was discussed. Although issue was resolved, it is
necessary to document the same by including detail of the person with whom
discussions took place along with date.

Q-2

CA Sonali Morarka has completed audit of a listed company. The audit report dated
15th July, 2022 has been issued. However, audit working papers including record
of discussions with management, details of audit procedures performed to obtain
audit evidence and conclusions reached by her have not been properly assembled.
More than six months have elapsed after issue of audit report. Subsequently, she
has received a letter from reqgulator in connection with audit of the company
requesting her to share copy of audit file.

The letter has woken up her from deep slumber. She hurriedly assembled audit file
and inserted some more papers which were necessary. However, she put current

date on these inserted papers and the copy of audit file was sent to regulator.

Discuss, the issues involved, in context of “audit documentation”,

ANS

An appropriate time limit within which to complete the assembly of the final
audit file is ordinarily not more than 60 days after the date of the auditor’s
report.

Further, preparing sufficient and appropriate audit documentation on a
timely basis helps to enhance the quality of the audit and facilitates the
effective review and evaluation of the audit evidence obtained and
conclusions reached before the auditor's report is finalized. Documentation
prepared after the audit work has been performed is likely to be less accurate
than documentation prepared at the time such work is performed.

In the given case, even after passage of more than six months, she has not
assembled audit file. Besides, she has put in some papers with current date
which is not permissible at all. It shows that part of audit documentation has
been prepared afterwards putting a question mark on quality of audit.




CH 7 COMPLETION AND REVIEW

Q-1

CA PK Jacob is conducting audit of a company for year 2021-22. The company is
engaged in export of ethnic rugs to buyers in Europe. The audit is nearing
completion in month of July 2022. However, it becomes known to the auditor that
one of overseas buyers has made a legal claim against the company on 1st June
2022 for injury caused to a customer of one European buyer due to sub-standard
dyes used in rugs of one lot of order shipped in August, 2021. The management
of company has decided to agree to an out of court settlement of Rs.5 crore to

protect its reputation. The financial statements of the company are silent on this
issue.

Discuss, how, CA PK Jacob should proceed to deal with above issue.
ANS

In the given case, the auditor has come to know of legal claim against the
company before issue of audit report. It has also come to his knowledge that
management of company has agreed to an out of court settlement of Rs.5
crore. It is an example of subsequent event between the date of the financial
statements and the date of the auditor's report. It provides evidence of
conditions that existed at the date of the financial statements and requires
adjustment in financial statements.

He should ask company management to make necessary adjustment to the

financial statements. If adjustment is not made by management, he should
consider impact on auditor’s report.

Q-2

CA Chandni Khanna is going to complete audit of a company within next few days.
She has performed necessary audit procedures like inquiry of management
personnel, reading minutes of meetings held after date of financial statements,
going through books of accounts after date of financial statements to make sure
that all subsequent events before signing audit report have been considered by
her. Still, she wants to be certain that no such events have been left out. What she
should do in such a situation? Also, discuss the rationale of doing so.

ANS

She has already performed necessary audit procedures like inquiry of
management personnel, reading minutes of meetings after date of financial
statements and going through books after date of financial statements.




Now, she should request management and, where appropriate, those charged
with governance, to provide a written representation in accordance with SA
580, "Written Representations” that all events occurring subsequent to the
date of the financial statements and for which the applicable financial
reporting framework requires adjustment or disclosure have been adjusted
or disclosed.

The rationale of obtaining written representations is that even after
performing abovesaid procedures, she may not come to know all subsequent
events. Therefore, it is necessary from an auditor's point of view to obtain
acknowledgment from management in the form of Written representations
that all such events for which the applicable financial reporting framework
requires adjustment or disclosure have been adjusted or disclosed.

Q-3

During course of audit of a company, CA. Varun Aggarwal notices that company is
facing significant skilled labour shortages resulting in hampering of operations of
company. The company’s manufacturing is dependent upon skilled labour coming
from villages in certain districts of Eastern UP. However, due to job opportunities
available near villages now, many are not interested in going out from their native
villages.

Such a situation has led to company not being able to keep its commitments, losing
out on orders and fall in its revenues. Fixed costs of the company remain at a high
level. As a result, company is facing a liquidity crunch and is not able to pay its
creditors on time. The bankers of company are also not willing to help the company
to tide over liquidity crisis. The auditor is having doubts over going concern status
of the company.

How should management of the company try to address auditor’'s concerns? What
audit procedures may be performed by auditor in such a situation?

ANS

Significant shortage of skilled labour, inability to pay creditors on time and
overall liquidity crisis faced by the company are examples of events or
conditions that, individually or collectively, may cast significant doubt on the
entity’s ability to continue as a going concern.

In such a situation, management should try to address auditor's concerns by
preparing its future plan of action including preparation of cash flow forecast
showing inflow and outflow of cash. Such a cash flow forecast should address
auditor’s concerns regarding liquidity crisis being faced by the company.

The auditor should perform audit procedures to evaluate the reliability of the
underlying data to prepare the forecast and determining whether there is




adequate support for the assumptions underlying the forecast. The auditor
should also consider whether any additional facts or information have
become available since the date on which management made its assessment.

Q-4

You are nearing completion of audit of a company. On going through your working
papers, it is hoticed that finished goods inventory was overvalued by Rs. 2 crore. It
has also been noticed that freight of Rs.10 lacs paid on import of machinery was
charged to statement of profit and loss.

Discuss, how you should, proceed and communicate in above situation before
signing audit report.

ANS

The instances highlighted in above situation are examples of misstatements

identified during the audit. Over valuation of inventory of finished goods by
The auditor should communicate above identified misstatements to those

charged with governance and request for correction of these misstatements.
In case, these are not corrected, understand the reasons for not making the
corrections and reassess materiality. It should also be considered whether
uncorrected statements are material individually or in aggregate. Effect of
uncorrected misstatements on the opinion in auditor’'s report should be
communicated to those charged with governance.

Q-5

CA R Gurumurthy is about to complete audit of a company. Before completion, he
asks management to provide him a written representation confirming that
management has fulfilled its responsibilities regarding preparation of financial
statements. He also wants management to confirm in writing about providing of all
the necessary information and completeness of transactions to him. The
management feels that auditor is seeking irrelevant documents near the
completion of audit. Why view of management is not proper? What possible
implications it may lead to?

ANS

The view of management is not proper. Audit evidence obtained during the
audit that management has fulfilled its responsibilities regarding preparation
of financial statements and about information provided and completeness of
transactions is not sufficient without obtaining confirmation from
management that it believes that it has fulfilled those responsibilities. This is
because the auditor is not able to judge solely on other audit evidence
whether management has prepared and presented the financial statements
and provided information to the auditor on the basis of the agreed
acknowledgement and understanding of its responsibilities.

In case of refusal of management to provide such a confirmation, it may lead
to disclaimer of opinion by the auditor.




Q-6

On reviewing internal control over inventories as part of statutory audit of a
company, auditor finds that physical verification is not being conducted at regular
intervals as stipulated by the management. The auditor finds it to be significant
deficiency in internal control over inventories.

He points it out to the management in a one-liner as under: -

“Physical verification of inventories is not being conducted at regular intervals as
stipulated by management.”

Is above communication by auditor proper? Ignore statutory reporting
requirements, if any in this regard.

ANS

While pointing out significant deficiencies in internal control, auditor has not
only to communicate significant deficiencies giving their description but also
explain the potential effects and sufficient information to those charged with
governance and management to understand context of communication.

Therefore, the above communication is not proper. Mot only significant
deficiency has to be communicated, it should also be explained to
management the potential effects of not carrying out physical verification of
inventories at regular intervals as stipulated by management. It should
explain that such a significant deficiency can lead to misstatement of
inventories impacting profits of the company. Highlighting importance of

such a control, it should be stated that responsibility be fixed for concerned
persons for adhering to such an important control.




CH 8 AUDIT REPORT

Q-1

Maithili Thakur, a CA student, was perusing audit report of a company. Her eyes fell
on an 18-digit alpha numeric number stated at end of audit report below the
signatures of auditor and membership number. Make her understand objective and
significance of such a randomly generated number. Is it required to be stated in
case of audit reports only?

ANS

The 18-digit alpha numeric number noticed by her at end of audit report is
Unique Document ldentification number (UDIN). It is a system generated
unique number. Its basic objective is to curb the malpractices of non-CAs
impersonating themselves as CAs. It helps in securing reports and documents
issued by practising CAs.

It is required to be stated in case of audit reports and certificates.

Q-2

CA. Maya Memani has conducted audit of a company. She has asked Sana, a CA
student undergoing training in her office, to prepare draft audit report. Sana was
part of engagement team conducting the audit. She has been further told to
prepare draft report expressing unmodified opinion. After drafting para comprising
unmodified opinion, Sana feels no need to provide basis for opinion. Discuss why

her thinking is not proper.
ANS

“Basis for Opinion” is one of basic elements of an audit report in accordance
with SA-700. Even in cases where unmodified opinion is expressed by auditor,
“Basis for opinion” has to be provided by auditor. Basis for opinion section
provides context about auditor's opinion.

Therefore, Sana’s thinking is not proper.

Q-3

CA. Sarasbhai Patel, while conducting audit of an entity, feels that there is an

atmosphere of non-cooperation all around. He has not been provided with
necessary support for attending inventory count process of entity as at year end.
Besides, CFO is not providing him present addresses of customers as well as
suppliers for sending external confirmations. Even mail ids have not been provided

on the pretext of business confidentiality.

He was not able to verify revenues of entity due to lack of complete details. For

verifying expenses, he has been asking for bills on a sample basis, but staff has

been making lame excuses. The matter was brought to knowledge of higher

echelons of management, but of no avail. The auditor feels that there could be




misstatements and their possible effects would be material and affecting many

aspects of financial statements.

Assuming it is not possible to withdraw from engagement, what type of opinion

should be expressed by auditor?

ANS

In the given case, auditor has not been able to obtain sufficient appropriate
audit evidence relating to inventories, debtors, creditors, revenues and
expenses. The matter has brought to knowledge of management but no result
has been achieved. Besides, auditor opines that there could be misstatements
and their possible effects could be both material and pervasive.

In such circumstances, he should make disclaimer of opinion in accordance
with SA 705,

Q-4

CA. Dicky Yadav is auditor of a company having four branches. The four branches
are audited by another auditor CA. Yamini Jain. The reports in respect of accounts
of branches examined by her have already been sent to company auditor. During
the course of audit, CA Dicky Yadav asks the branch auditor to share with her
summary of audit procedures and findings in respect of accounts of branches
examined. CA. Yamini Jain feels it as encroachment of her domain. Discuss the issue.

ANS

As per SA 600 - "Using the Work of Another Auditor”, the principal auditor
might discuss with the other auditor the audit procedures applied or review
a written summary of the other auditor’'s procedures and findings which may
be in the form of a completed questionnaire or check-list. Such review of
audit procedures and findings can be undertaken if principal auditor feels
that it is necessary to apply such procedures to obtain sufficient appropriate

audit evidence. It is not an encroachment of another auditor's domain.

Q-5

CA. Ravi Patnaik is conducting audit of a company for which reporting requirements
under CARO, 2020 are applicable. He finds that cash credit facilities amounting to
¥ 4 crores were released to the company by branch of a bank for meeting its
working capital requirements. He finds that out of abowve funds, ¥ 1 crore have been
used by company for installing effluent treatment plant to meet State pollution

control Board requirements.

Is there any reporting obligation upon him under CARO,20207?

ANS
Clause (ix) (d) of CARO, 2020 whether funds raised on short term basis have

been utilised for long term purposes, if yes, the nature and amount to be
indicated.

In the given situation, funds have been raised for meeting working capital
requirements for ¥ 4 crores. Cash credit facilities for meeting working capital
requirements are, by their very nature, short term borrowings. Out of above,
¥1 crore have been used by the company for investment in effluent treatment
plant which is ostensibly for a long-term purpose.

Hence, the matter needs to be reported in accordance with requirements of
Clause (ix) (d) of CARQO, 2020.




CH 9 Special Features of Audit of different types of entities

Q-1

It is the duty of Comptroller and Auditor General of India to audit and report on all
expenditure from the Consolidated Fund of India and of each State and of each
Union Territory having a Legislative Assembly and to ascertain whether the moneys
shown in the accounts as having been disbursed were legally available for and
applicable to the service or purpose to which they have been applied or charged
and whether the expenditure conforms to the authority which governs it. Discuss,
in above context, what is understood by “"Consolidated Fund of India"? What is its
importance?

Ans

Consolidated Fund of India consists of all the revenue received from direct
and indirect taxes, all the loans taken by the Govt. of India and all the amount
of repayment of loans received by the Govt. of India. Its importance lies in
the fact that all government expenditure is incurred from this fund. No
moneys out of the Consolidated Fund of India shall be appropriated except
in accordance with law and for the purposes and in the manner provided in
the Constitution.

Q-2

CA Akash Virmani is auditor of a partnership firm consisting of 4 partners. During
the year, one of the partners has retired and another partner has joined the next
day. Discuss, any one point, which shall be considered by you to ensure that

financial statements of firm are not misstated due to change of constitution of firm.

Ans

The auditor shall consider provisions of retirement deed/partnership deed for
date of retiring and joining of partners. It should be ensured that profits are
appropriately distributed up to date of retirement. Further, profits after
retirement should have been distributed among partners as per terms of new
partnership deed.

Q-3

You are auditor of a school operating in your city. During audit of a year, it is
noticed that fees concessions to students have been provided in substantial
number of cases. Discuss, how, you as an auditor, would proceed to verify the
same?




Ans

The fees concessions have to be under proper authority of school
management. The auditor would wverify internal controls in this regard.

Besides, detailed checking of few cases needs to be undertaken to ensure
genuineness of fees concessions and proper management approvals.

Q-4

A society has been formed by pan India employees of a public sector bank. The
purpose of society is to promote savings habits of members and to grant loan to
them up to a small specified amount. Small savings are promoted amongst
members by way of compulsory contribution from monthly salary. ldentify type of
society and also discuss nature of books of accounts to be maintained by such a
society.

Ans

The society is in nature of Multi-state cooperative society as it serves interests
of members in more than one state. It accepts small savings from its
members and grants loan to members. As per Multi-State Co-operative

Society Rules 2002, every Multi- State Co-operative society shall keep books
of account with respect to: -

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

the assets and liabilities




CH 10 Audit of Banks

Q-1

The financial statements of a bank are prepared in a specified format. Discuss legal

provisions in this regard as applicable to financial statements of a nationalized
bank.

ANS

Sub-sections (1) and (2) of Section 29 of the Banking Regulations Act, 1949
deal with the form and content of financial statements of a banking company
and their authentication. These provisions are also applicable to nationalised
banks. Every banking company is required to prepare a Balance Sheet and a
Profit and Loss Account in the forms set out in the Third Schedule to the Act
or as near thereto as the circumstances admit. Form A of the Third Schedule
to the Banking Regulation Act, 1949, contains the form of Balance Sheet and
Form B contains the form of Profit and Loss Account.

Q-2

Ranjana Ceramic Private Limited is sanctioned a cash credit facility of ¥100 lacs from
a branch of LMO Bank. Besides, branch has also sanctioned a one-time bank
guarantee of T 10 lacs on behalf of the company in favour of a statutory authority.
Discuss, what type of credit facilities have been sanctioned by branch of LMO bank
to the company along with probable purpose for each of credit facility.

ANS

Cash credit facility sanctioned by bank to company is in nature of funded
credit facility. Its purpose is to meet working capital requirements of business.

Bank guarantee sanctioned to the company is in nature of non-funded credit
facility. Its probable purpose could be requirement of a guarantee by a

statutory authority in exchange of company fulfilling some statutory
obligations.

Q-3

During course of audit of branch of a nationalized bank, you find that system has

generated a report marking ten term loan accounts as SMA. Discuss, meaning of

SMA accounts and significance of such a classification.
ANS

Special Mention Account (SMA) is an account which is exhibiting signs of
incipient stress resulting in the borrower defaulting in timely servicing of debt
obligations, though the account has not yet been classified as NPA as per the
RBI guidelines.




In the given case, ten term loan accounts have been classified as SMA. It
means that there are overdues in the accounts for a period of O to 90 days.
Since period of 90 days has not been exceeded as on the date, such accounts
have not been classified as NPA as per RBI norms.

Such a classification is significant as early recognition of such accounts
enables banks to initiate timely remedial actions to prevent potential
slippages of such accounts into NPAs.

Q-4

CA P is conducting stock audit of a borrower availing cash credit facility of ¥100
lacs from branch of a bank. The cash credit facility is against security of paid stocks
and debtors up to 90 days. Margin stipulated is 25% for stocks and 40% for debtors.
Following further information is available as on 31.12.22: -

ANS

The computation of Drawing power is as under: -

Value of stocks as on 31.12.22 125 lacs

T
T 5 lacs
T
T

Less: value of damaged stocks
120 lacs
Less: creditors for goods as on 31.12.22 50 lacs

Value of Paid stocks T 70.00 lacs

Less: Margin @ 25% T17.50 lacs

Drawing power (A) T 52.50 lacs
Value of debtors as on 31.12.22 T 50 lacs
Less: debtors exceeding 90 days T 10 lacs
T40 lacs
Less: Margin @ 4095 T 16 lacs
Drawing Power (B) T 24 lacs
Drawing Power (A+B) T 76.50 lacs

The drawing power calculated by CA P is not proper. Drawing Power comes
to T 76.50 lacs.

Q-5

You are verifying interest on deposits paid by branch of a nationalized bank.
Discuss, any two “analytical procedures”, to verify interest on deposits paid by

branch.

ANS

The auditor should obtain from the bank an analysis of various types of
deposits outstanding at the end of each quarter. From such information, the
auditor may work out a weighted average interest rate. The auditor may then
compare this rate with the actual average rate of interest paid on the relevant
deposits as per the annual accounts and enquire into the difference, if
material.

The auditor should also compare the average rate of interest paid on the
relevant deposits with the corresponding figures for the previous years and
analyse any material differences.




CH 11 ETHICS AND TERMS OF AUDIT ENGAGEMENTS

Q-1
CA P. Suryakantam has conducted audit of accounts of an entity for a particular
year. ICAIl has issued a letter to him relating to certain matters concerning audit. He

didn't even bother to reply to the letter despite reminders. Discuss which
fundamental principle governing professional ethics is disregarded by him.

ANS

Failure to reply to professional body smacks of lack of courtesy and
professional responsibility. The principle of “Professional behaviour” is
disregarded.

Q-2

A Chartered accountant in practice issued a certificate showing original cost of
plant and machinery installed in premises of a client for Rs. 9 crores to save some
regulatory fees for his client. However, original cost of plant and machinery was
Rs.15 crore as per records of client. Which fundamental principle governing

professional ethics is violated in this case?

ANS

“Integrity” requires that a professional accountant shall not knowingly be
associated with reports, returns, communications or other information where
the accountant believes that the information contains a materially false or
misleading statement; contains statements or information provided
negligently or omits or obscures required information where such omission
or obscurity would be misleading.

In the given case, a false certificate is knowingly issued showing misstated
original cost of machinery. Therefore, fundamental principle of "integrity” is
violated.

Q-3

CA Raman Gupta is offered appointment as auditor of a company. One of his distant
uncles held some shares in the same company. Holding of such shares, by a distant
relative, is not prohibited under provisions of law nor does it affect his
independence. Before he could accept appointment, he received unfortunate news
of death of his uncle who had died without any children. He came to know that he
was nominee of these shares having substantial value. It landed him in a tricky

situation. What should be proper course of action for him?

ANS

When threats to independence exist, the auditor should either desist from the
task or eliminate the threat or at the very least, put in place safequards which
reduce the threats to an acceptable level.




Holding of shares involves financial interest in the company and is in nature
of self-interest threat. He has come to hold shares due to nomination made
by his distant relative before accepting the appointment. Considering above,
he should take steps to eliminate the threat by selling shares immediately
before accepting appointment. Holding of shares of the same company for

which he is offered appointment as auditor constitutes threat to his
independence.

Q-4

A Chartered accountant receives about 40% of his total audit fees from a single
client. Discuss how it could affect independence of Chartered accountant as
auditor of this client. What are such types of threats referred to as?

ANS

Undue dependence on fees of a client constitutes a threat as there is fear of
losing the client. Such threats are referred to as self-interest threats.

Q-5

CA Murli Madhavan provides accounting and book keeping services to a leading
NGO engaged in environmental protection work. He is also offered audit of the
accounts of NGO. Identify and discuss what kind of threat to independence may be
involved in accepting such an engagement.

ANS

In this case, Chartered Accountant is already rendering accounting and book
keeping services to an NGO. If he accepts audit, he would be involved in
reviewing own work. Therefore, the same constitutes “self-review” threat.

Q-6

The auditors of a company have only relied upon management representation
letter regarding treatment of certain tax matters under appeal by the company. The
auditors have not carried out any other audit procedures to justify management's
treatment of the said tax matters under appeal in the financial statements. What is

lacking on part of auditors in such a situation?
ANS

In the given case, auditors have relied only upon management representation
letter regarding treatment of certain tax matters under appeal by the
company. No other audit procedures to verify management's treatment of
such matters under appeal have been performed by auditors. It shows lack of
"professional skepticism” on part of auditors.




Q-7

Chirag, as part of articled training, is part of an engagement team conducting audit
of a company. He has read somewhere that engagement letter issued by auditor to
client also includes expected form and content of the auditor’s report. He was at a
loss to understand how could an auditor include form and content of the report
beforehand. Try to help Chirag by making things clear to him.

ANS

Engagement letter includes reference to expected form and content of audit
report. It merely states that auditor would provide opinion in this form.
However, engagement letter also includes statement that the form and
content of report may need to be amended in the light of audit findings.
Therefore, if in light of audit findings, auditor needs to give a modified

opinion, he shall do so.

Q-8

The management of an entity feels that it is not necessary for it to give in writing
explicitly to the auditor that it understands its responsibilities for preparation of
financial statements in accordance with applicable financial reporting framework.
Discuss, whether, it is necessary for the management to do so. In case management
refuses, why should an auditor not accept the proposed engagement?

ANS

It is necessary for management to give in writing explicitly to the auditor that
it understands its responsibilities for preparation of financial statements In
accordance with applicable financial reporting framework. It is a necessary
precondition for an audit in accordance with SA 210.

If the preconditions for an audit are not present, the auditor shall discuss the
matter with management. Unless required by law or regulation to do so, the
auditor shall not accept the proposed audit engagement: -

If the auditor has determined that the financial reporting framework to
be applied in the preparation of the financial statements s
unacceptable or

If the agreement of management is not obtained on matters relating to
understanding of responsibility of management on preparation of
financial statements, internal controls for preparation of financial
statements, providing access to all information to auditor and
unrestricted access to persons within the entity.




Unless required by law or regulation to do so, such a refusal on the part of
auditor is necessary as management is not willing to accept its responsibility
for preparation of financial statements in accordance with applicable financial
reporting framework. An audit is conducted on this basic premise according
to SA 210 When basic premise on which audit is conducted is not fulfilled,
refusal by auditor is necessary.

Q-9

CA PK Nair is offered appointment as auditor of a company engaged in providing
tourism services. While making due diligence of the proposed client, he comes to
know that there have been raids on premises of the company and residences of its
directors by National Investigation Agency (NIA) on suspicion of links with terror
outfits. It has been followed up with searches by Enforcement Directorate hunting

for illicit money trail. There is a strong suspicion of tourism services provided by

company being facade of terror funds. Should proposed offer be accepted by him?

ANS

Integrity of principal owners has to be considered before accepting an audit
engagement in accordance with SA 220. In this regard, SA 220 states
requirements on lines of SQC 1. SQC 1 clearly states that in cases where there
are indications that the client might be involved in money laundering or other
criminal activities, appointment should not be accepted.

In the instant case, there have been raids of NIA on suspected links with terror
outfits which is a criminal activity. Further, raids by Enforcement Directorate
also point towards money laundering. Therefore, proposed offer should not
be accepted.

Q-10

CA Arpita has joined a mid-sized CA firm recently. She finds that partners remain
too busy and the firm is proposing to accept audit work in areas in which it has no
experience or capabilities. The firm is proposing to accept audit of some entities
engaged in emerging “fin-tech” sector. Such audits may be requiring extensive use
of technology and data analytics. However, the said firm has no such capabilities
and trained personnel. Discuss, whether, firm should accept such audits with

reason.

ANS

SQC 1 requires that before accepting an engagement, competence (including
capabilities, time and resources) to perform engagement have to be

considered.

In the given case, the proposed engagements involve use of technology and
data analytics. The firm has no prior experience of audits in emerging "fin-
tech” sector. The firm does not have trained personnel to carry out these
audits. Hence, offer for these audits should not be accepted.




