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Division B - Descriptive Answers

Incorrect: The opinion of Mr. Z is incorrect because one of the important aspects to be followed
while conducting audit of a company is that a distinction is required to be made properly between
revenue expenditure and capital expenditure.

Incorrect: As per SA 210 “Agreeing the Terms of Audit Engagements”, the Audit engagement letter
is sent by the auditor to his client.

Incorrect. Businesses vary in nature, size and composition; work which is suitable to one business
may not be suitable to others; efficiency and operation of internal controls and the exact nature of
the service to be rendered by the auditor are the other factors that vary from assignment to
assignment. On account of such variations, evolving one audit programme applicable to all
business under all circumstances is not practicable

Incorrect: Assertions refer to representations by management that are embodied in the financial
statements as used by the auditor to consider the different types of the potential misstatements
that may occur.

Incorrect: As per section 138, the internal auditor shall either be a chartered accountant or a cost
accountant (whether engaged in practice or not), or such other professional as may be decided by
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2,

(vi)

the Board to conduct internal audit of the functions and activities of the companies. The internal
auditor may or may not be an employee of the company.

Incorrect: Under Section 177 of Companies Act, 2013 read together with Rule 4 of Companies
(Appointment and qualification of Directors) Rules, 2014 prescribe that audit committee is to be
constituted by every listed public company and following classes of public companies only:-

(i) the Public Companies having paid up share capital of ten crore rupees or more; or
(ii) the Public Companies having turnover of one hundred crore rupees or more; or

(iii) the Public Companies which have, in aggregate, outstanding loans, debentures and deposits,
exceeding fifty crore rupees:

Hence, the statement that all public companies are required to constitute audit committee is
incorrect.

(vii) Incorrect: Under provisions of Section 143 of the companies Act, 2013, auditor has to report

whether the company has adequate internal financial controls with reference to financial
statements in place and operating effectiveness of such controls. The auditor has to report on
adequacy and effectiveness of internal financial controls only and not internal controls.

(viii) Incorrect: Depreciation is a fall in value of asset due to obsolenscene, usage and effluxion of

(a)

(b)

(c)

time, Therefore, depreciation is charged when the asset is ready for use . Active use of asset is
not a mandatory criteria for charge of depreciation.

The Nature of Audit Procedures: There are practical and legal limitations on the auditor’s ability
to obtain audit evidence. For example:

1. There is the possibility that management or others may not provide, intentionally or
unintentionally, the complete information that is relevant to the preparation and presentation
of the financial statements or that has been requested by the auditor.

2. Fraud may involve sophisticated and carefully organised schemes designed to conceal it.
Therefore, audit procedures used to gather audit evidence may be ineffective for detecting
an intentional misstatement that involves, for example, collusion to falsify documentation
which may cause the auditor to believe that audit evidence is valid when it is not. The auditor
is neither trained as nor expected to be an expert in the authentication of documents.

3. An audit is not an official investigation into alleged wrongdoing. Accordingly, the auditor is
not given specific legal powers, such as the power of search, which may be necessary for
such an investigation.

Because of the limitations of an audit, there is an unavoidable risk that some material
misstatements of the financial statements may not be detected, even though the audit is properly
planned and performed in accordance with SAs. Accordingly, the subsequent discovery of a
material misstatement of the financial statements resulting from fraud or error does not by itself
indicate a failure to conduct an audit in accordance with SAs. However, the inherent limitations of
an audit are not a justification for the auditor to be satisfied with less-than-persuasive audit
evidence. Whether the auditor has performed an audit in accordance with SAs is determined by
the audit procedures performed in the circumstances, the sufficiency and appropriateness of the
audit evidence obtained as a result thereof and the suitability of the auditor’s report based on an
evaluation of that evidence in light of the overall objectives of the auditor.

There are two interlinked perspectives of independence of auditors, one, independence of mind;
and two, independence in appearance. The Code of Ethics for Professional Accountants issued by
International Federation of Accountants (IFAC) defines the term ‘Independence’ as follows:
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“Independence is: (i) Independence of mind - the state of mind that permits the provision of
an opinion without being affected by influences allowing an individual to act with integrity, and
exercise objectivity and professional skepticism; and

(ii) Independence in appearance - the avoidance of facts and circumstances that are so
significant that a third party would reasonably conclude an auditor’s integrity, objectivity or
professional skepticism had been compromised.”

(d) Professional judgment is essential to the proper conduct of an audit. This is because
interpretation of relevant ethical requirements and the SAs and the informed decisions required
throughout the audit cannot be made without the application of relevant knowledge and experience
to the facts and circumstances. Professional judgment is necessary in particular regarding
decisions about:

()  Materiality and audit risk.

(i)  The nature, timing, and extent of audit procedures used to meet the requirements of the SAs
and gather audit evidence.

(i) Evaluating whether sufficient appropriate audit evidence has been obtained, and whether
more needs to be done to achieve the objectives of the SAs and thereby, the overall objectives
of the auditor.

(iv) The evaluation of management's judgments in applying the entity’s applicable financial
reporting framework.

(v) The drawing of conclusions based on the audit evidence obtained, for example, assessing
the reasonableness of the estimates made by management in preparing the financial
statements.

3. (a) The auditor has to make inquires on following matters under section 143(1) of Companies Act,
2013:-

(@) whether loans and advances made by the company on the basis of security have been
properly secured and whether the terms on which they have been made are prejudicial to the
interests of the company or its members;

(b) whether transactions of the company which are represented merely by book entries are
prejudicial to the interests of the company;

(c) where the company not being an investment company or a banking company, whether so
much of the assets of the company as consist of shares, debentures and other securities have
been sold at a price less than that at which they were purchased by the company;

(d) whether loans and advances made by the company have been shown as deposits;
(e) whether personal expenses have been charged to revenue account;

(f) where it is stated in the books and documents of the company that any shares have been
allotted for cash, whether cash has actually been received in respect of such allotment, and
if no cash has actually been so received, whether the position as stated in the account books
and the balance sheet is correct, regular and not misleading.

(b) Division of Internal Control into Components: The division of internal control into the following
five components provides a useful framework for auditors to consider how different aspects of an
entity’s internal control may affect the audit:

(i)  The control environment;
(i) The entity’s risk assessment process;
(i) Monitoring of controls.
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(iv) Control activities; and

(v) The information system, including the related business processes, relevant to financial
reporting, and communication;

(c) Development of an Overall Plan: The auditor should consider the following matters in developing
his overall plan for the expected scope and conduct of the audit-

»  The terms of his engagement and any statutory responsibilities.

»  The nature and timing of reports or other communication.

»  The applicable legal or statutory requirements.

»  The accounting policies adopted by the client and changes in those policies.

> The effect of new accounting or auditing pronouncements on the audit.

> The identification of significant audit areas.

»  The setting of materiality levels for audit purposes.

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

» The degree of reliance he expects to be able to place on accounting system and internal
control.

> Possible rotation of emphasis on specific audit areas.

» The nature and extent of audit evidence to be obtained.

»  The work of internal auditors and the extent of their involvement, if any, in the audit.

»  The involvement of other auditors in the audit of subsidiaries or branches of the client.

»  The involvement of experts.

»  The allocation of work to be undertaken between joint auditors and the procedures for its

control and review.
»  Establishing and coordinating staffing requirements.

4, (a) For audit of Provisions and contingencies, the auditor should ensure that the compliances for
various regulatory requirements for provisioning as contained in the various circulars have been
fulfilled. The auditor should obtain an understanding as to how the bank computes provision on
standard assets and non-performing assets. It will primarily include checking the basis of
classification of loans and receivables into standard, sub-standard, doubtful, loss and non-
performing assets. The auditor may verify the loan classification on a sample basis.

The auditor should obtain the detailed break up of standard loans, non-performing loans and agree
the outstanding balances with the general ledger. The auditor should obtain the tax provision
computation from the bank’s management and verify the nature of items debited and credited to
profit and loss account to ascertain that the same are appropriately considered in the tax provision
computation. The other provisions for expenses should be examined vis-a-vis the circumstances
warranting the provisioning and the adequacy of the same by discussing and obtaining the
explanations from the bank’s management.

(b) As per SA 706 (Revised) on “Emphasis of Matter Paragraphs and Other Matter Paragraphs In The
Independent Auditor's Report”, the objective of the auditor, having formed an opinion on the
financial statements, is to draw users’ attention, when in the auditor’s judgment it is necessary to
do so, by way of clear additional communication in the auditor’s report, to:
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(@) A matter, although appropriately presented or disclosed in the financial statements, that is of
such importance that it is fundamental to users’ understanding of the financial statements; or

(b) As appropriate, any other matter that is relevant to users’ understanding of the audit, the
auditor’s responsibilities or the auditor’s report.

Emphasis of Matter paragraph — A paragraph included in the auditor’'s report that refers to a
matter appropriately presented or disclosed in the financial statements that, in the auditor’s
judgment, is of such importance that it is fundamental to users’ understanding of the financial
statements.

Other Matter paragraph — A paragraph included in the auditor’s report that refers to a matter other
than those presented or disclosed in the financial statements that, in the auditor's judgment, is
relevant to users’ understanding of the audit, the auditor’s responsibilities or the auditor’s report.

(c) Fact of the Case: In the instant case, Mr. A is holding appointment in 4 companies, whereas
Mr. B is having appointment in 6 Companies and Mr. C is having appointment in 10 Companies. In
aggregate all three partners are having 20 audits.

Provisions and Explanations: Section 141(3)(g) of the Companies Act, 2013 states that the
following persons shall not be eligible for appointment as an auditor of a company i.e. a person
who is in full time employment elsewhere; or a person, or a partner of a firm holding appointment
as its auditor, if such person, or partner is at the date of such appointment, or reappointment
holding appointment as auditor of more than twenty companies other than one person companies,
dormant companies, small companies and private companies having paid-up share capital less
than ¥ 100 crore.

As per section 141(3)(g), this limit of 20 company audits is per person. In the case of an audit firm
having 3 partners, the overall ceiling will be 3 x 20 = 60 company audits. Sometimes, a chartered
accountant is a partner in a number of auditing firms. In such a case, all the firms in which he is
partner or proprietor will be together entitled to 20 company audits on his account.

Conclusion:

(i)  Therefore, ABC & Co. can hold appointment as an auditor of 40 more companies:
Total Number of Audits available to the Firm Number =20*3 =60
of Audits already taken by all the partners
In their individual capacity = 4+6+10 =20
Remaining number of Audits available to the Firm =40

(i) With reference to above provisions an auditor can hold more appointment as auditor = ceiling
limit as per section 141(3)(g)- already holding appointments as an auditor. Hence (1) Mr. A
can hold: 20 - 4 = 16 more audits. (2) Mr. B can hold 20-6 = 14 more audits and (3) Mr. C can
hold 20-10 = 10 more audits.

(iii) In view of above discussed provisions, ABC & Co. can hold appointment as an auditor in all
the 60 private companies having paid-up share capital less than ¥ 100 crore, 2 small
companies and 1 dormant company as these are excluded from the ceiling limit of company
audits given under section 141(3)(g) of the Companies Act, 2013.

(iv) As per fact of the case, ABC & Co. is already having 20 company audits and they can also
accept 40 more company audits. In addition they can also conduct the audit of one person
companies, small companies, dormant companies and private companies having paid up
share capital less than ¥ 100 crores. In the given case, out of the 60 private companies, ABC
& Co. is offered 45 companies having paid-up share capital of ¥ 110 crore each.

Therefore, ABC & Co. can also accept the appointment as an auditor for 2 small companies,
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5. (a)

(b)

1 dormant company, 15 private companies having paid-up share capital less than ¥ 100 crore
and 40 private companies having paid-up share capital of ¥ 110 crore each in addition to
above 20 company audits already holding.
Fraudulent financial reporting often involves management override of controls that otherwise may
appear to be operating effectively. Fraud can be committed by management overriding controls
using such techniques as:

Techniques by which
Management Override
Controls

|
. v v v . .

Recording HEEP o Ceisy Omitting/  Concealing/ Engaging

Fictitious AdJUSt""g Advancing/ Not in Altering
Journal Assumpt.lons/ Delaying Disclosing Complex Records
Entries Changing Recognition Facts Transactions
Judaments

+ Recording fictitious journal entries, particularly close to the end of an accounting period, to
manipulate operating results or achieve other objectives.

+ Inappropriately adjusting assumptions and changing judgments used to estimate account
balances.

¢ Omitting, advancing or delaying recognition in the financial statements of events and
transactions that have occurred during the reporting period.

+ Concealing, or not disclosing, facts that could affect the amounts recorded in the financial
statements.

¢ Engaging in complex transactions that are structured to misrepresent the financial position or
financial performance of the entity.

¢ Altering records and terms related to significant and unusual transactions.

Compile and submit Accounts of Union and States - The Comptroller and Auditor General shall
be responsible for compiling the accounts of the Union and of each State from the initial and
subsidiary accounts rendered to the audit and accounts offices under his control by treasuries,
offices or departments responsible for the keeping of such account. The Comptroller and Auditor
General shall, from the accounts compiled by him or [by the Government or any other person
responsible in that behalf] prepare in each accounts (including, in the case of accounts compiled
by him, appropriation accounts) showing under the respective heads the annual receipts and
disbursements for the purpose of the Union, of each State and of each Union Territory having a
Legislative Assembly, and shall submit those accounts to the President or the Governor of a State
or Administrator of the Union Territory having a Legislative Assembly, as the case may be, on or
before such dates as he may, with the concurrence of the Government concerned, determine.

The C&AG Act of 1971 has provisions for relieving him of this responsibility to give information and
render assistance to the Union and States: The Comptroller and Auditor General shall, in so far as
the accounts, for the compilation or keeping of which he is responsible, enable him so to do, give
to the Union Government, to the State Government or to the Governments of Union Territories
having Legislative Assemblies, as the case may be, such information as they may, from time to
time, require and render such assistance in the preparation of the annual financial statements as
they may reasonably ask for.
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(¢) Some examples of circumstances in which it is appropriate to prepare audit documentation relating
to the use of professional judgment include, where the matters and judgments are significant:

¢ The rationale for the auditor's conclusion when a requirement provides that the auditor ‘shall
consider certain information or factors, and that consideration is significant in the context of
the particular engagement.

+ The basis for the auditor’'s conclusion on the reasonableness of areas of subjective judgments
(for example, the reasonableness of significant accounting estimates).

¢ The basis for the auditor's conclusions about the authenticity of a document when further
investigation (such as making appropriate use of an expert or of confirmation procedures) is
undertaken in response to conditions identified during the audit that caused the auditor to
believe that the document may not be authentic.

(d) No Intangible asset arising from research (or from the research phase of an internal project) shall
be recognised. Expenditure on research shall be recognised as an expense when it is incurred
since in the research phase of an internal project, an entity cannot demonstrate that an intangible
asset exists that will generate probable future economic benefits. Thus, board of directors of PQR
Ltd cannot recognize the expense as internally generated intangible asset.

An intangible asset shall be recognised if, and only if:
(i) the said asset is identifiable;

(i) theentity controls the asset i.e. the entity has the power to obtain the future economic benefits
flowing from the underlying resource and to restrict the access of others to those benefits;

(iii) itis probable that future economic benefits associated with the asset will flow to the entity;
(iv) the cost of the item can be measured reliably.

6. (a) Data analytics can be used in testing of electronic records and data residing in IT systems using
spreadsheets and specialised audit tools viz., IDEA and ACL to perform the following:

¢ Check completeness of data and population that is used in either test of controls or
substantive audit tests.

+ Selection of audit samples — random sampling, systematic sampling.

+ Re-computation of balances - reconstruction of trial balance from transaction data.

+ Reperformance of mathematical calculations — depreciation, bank interest calculation.
+ Analysis of journal entries as required by SA 240.

¢  Fraud investigation.

+ Evaluating impact of control deficiencies.

(b) Audit testing done through this approach is more scientific than testing based entirely on the
auditor’s own judgment because it involves use of mathematical laws of probability in determining
the appropriate sample size in varying circumstances. Statistical sampling has reasonably wide
application where a population to be tested consists of a large number of similar items and more
in the case of transactions involving compliance testing, trade receivables’ confirmation, payroll
checking, vouching of invoices and petty cash vouchers.
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The advantages of statistical sampling may be summarized as follows -

(1) The amount of testing (sample size) does not increase in proportion to the increase in the
size of the area (universe) tested.

(2) The sample selection is more objective and thereby more defensible.

(3) The method provides a means of estimating the minimum sample size associated with a
specified risk and precision.

(4) It provides a means for deriving a “calculated risk” and corresponding precision (sampling
error) i.e. the probable difference in result due to the use of a sample in lieu of examining all
the records in the group (universe), using the same audit procedures.

(5) It may provide a better description of a large mass of data than a complete examination of all
the data, since non-sampling errors such as processing and clerical mistakes are not as large.

(c¢) Using the Work of another Auditor: When the accounts of the branch are audited by a person
other than the company’s auditor, there is need for a clear understanding of the role of such auditor
and the company’s auditor in relation to the audit of the accounts of the branch and the audit of the
company as a whole; also, there is great necessity for a proper rapport between these two auditors
for the purpose of an effective audit. In recognition of these needs, the Council of the Institute of
Chartered Accountants of India has dealt with these issues in SA 600, “Using the Work of another
Auditor”. It makes clear that in certain situations, the statute governing the entity may confer a
right on the principal auditor to visit a component and examine the books of account and other
records of the said component, if he thinks it necessary to do so. Where another auditor has been
appointed for the component, the principal auditor would normally be entitled to rely upon the work
of such auditor unless there are special circumstances to make it essential for him to visit the
component and/or to examine the books of account and other records of the said component.
Further, it requires that the principal auditor should perform procedures to obtain sufficient
appropriate audit evidence, that the work of the other auditor is adequate for the principal auditor's
purposes, in the context of the specific assignment. When using the work of another auditor, the
principal auditor should ordinarily perform the following procedures:

(a) advise the other auditor of the use that is to be made of the other auditor's work and report
and make sufficient arrangements for co-ordination of their efforts at the planning stage of the
audit. The principal auditor would inform the other auditor of matters such as are as requiring
special consideration, procedures for the identification of inter -component transactions that
may require disclosure and the time-table for completion of audit; and

(b) advise the other auditor of the significant accounting, auditing and reporting requirements and
obtain representation as to compliance with them.

(d) Reduction of Capital
For verifying reduction of capital, the auditor needs to undertake the following procedures:

(i) Verify that the meeting of the shareholders held to pass the special resolution was properly
convened and that the proposal was circularized in advance to all the shareholders;

(i) Verify that the Articles of Association authorises reduction of capital;

(iii) Examine the order of the Tribunal confirming the reduction and verify that a copy of the order
and the minutes have been registered and filed with the Registrar of Companies;

(iv) Check the Registrar’s Certificate as regards to reduction of capital;
8
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(v) Vouch the accounting entries recorded to reduce the capital and to write down the assets by
reference to the resolution of shareholders and other documentary evidence; also check
whether the requirements of Schedule I, Part |, have been complied with in relation to
presentation;

(vi) Confirm whether the revaluation of assets has been properly disclosed in the Balance Sheet;

(vii) Verify the adjustment made in the members’ accounts in the Register of Members and confirm
that either the paid up amount shown on the old share certificates has been altered or new
certificates have been issued in lieu of the old, and the old ones have been cancelled;

(viii) Confirm that the words “and reduced”, if required by the order of the Tribunal, have been
added to the name of the company in the Balance Sheet.

(ix) Verify that the Memorandum of Association of the company has been suitably amended.
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