Case Scenario 1

Test Series: October, 2023
MOCK TEST PAPER 2
INTERMEDIATE: GROUP - i
PAPER - 6: AUDITING AND ASSURANCE
SUGGESTED ANSWERS / HINTS

Division A-Multiple Choice Questions

Question Answer
No.
1.1 (b) Inherent risk for revenue and profit assertions is likely to be higher.
1.2 (b) Unsatisfactory control environment of company
1.3 (b) He is likely to place lower reliance on controls relating to booking of revenue.
1.4 (a) he wants to lower detection risk
1.5 (b) auditor’s business risk

Case Scenario 2

Question Answer

No.

2.1 (@)  No, since the same belongs to Mr. AM and should appear in his books

2.2 (b)  Exchange Rate on the last day of the financial year.

2.3 (d)  Rights and Obligations.

24 (a)  When a possible obligation that arises from past events and whose existence will
be confirmed only by the occurrence or non-occurrence of one or more uncertain
future events not wholly within the control of the entity.

2.5 (d)  payment of income tax on dividends received
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Division B -Descriptive Answers

Correct: Negative assertions are also encountered in the financial statements and the same may
be expressed or implied. For example, if it is stated that there is no contingent liability, it would
be an expressed negative assertion. On the other hand, if in the balance sheet there is no item
as “building”, it would be an implied negative assertion that the entity did not own any building on
the balance sheet date.

Incorrect: The audit procedure used by the auditor of XYZ Ltd. is known as “Inspection”.
Whereas Observation consists of looking at a process or procedure being performed by others.

Incorrect: Statistical sampling is widely accepted way of sampling as it is more scientific, without
personal bias and the result of sample can be evaluated and projected in more reliable way.

Under some audit circumstances, statistical sampling methods may not be appropriate. The
auditor should not attempt to use statistical sampling when another approach is either necessary
or will provide satisfactory information in less time or with less effort. For instance, when exact
accuracy is required or in case of legal requirements etc.

Correct: According to ‘propriety audit’, the auditors try to bring out cases of improper, avoidable,
or ineffective expenditure even though the expenditure has been incurred in conformity with the
existing rules and regulations.

Incorrect: Primary security refers to the security offered by the borrower for bank finance or the
one against which credit has been extended by the bank. This security is the principal security for
an advance.

Collateral security, on the other hand is an additional security.

Incorrect: Depreciation is a fall in value of asset due to obsolescence, usage and effluxion of
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.

(vii) Incorrect: Historical financial information relates to information expressed in financial terms of an

entity about economic events, conditions or circumstances occurring in past periods. Whereas
financial information based on assumptions about occurrence of future events and possible
actions by an entity relates to prospective financial information.

(viii) Incorrect: Inherent risk is the susceptibility of an account balance or class of transactions to

(a)

misstatement that could be material either individually or, when aggregated with misstatements in
other balances or classes, assuming that there were no related internal controls. Control risk, on
the other hand is the risk that a misstatement that could occur in an assertion about a class of
transaction, account balance or disclosure and that could be material, either individually or when
aggregated with other misstatements, will not be prevented, or detected and corrected, on a
timely basis by the entity’s internal control.

The Nature of Audit Procedures: The auditor carries out his work by obtaining audit evidence
through performance of audit procedures. There are practical and legal limitations on the auditor’s
ability to obtain audit evidence. For example:

1. There is 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.
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(b)

(c)

(d)

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.

While obtaining audit evidence about the effective operation of internal controls, the
auditor considers how they were applied, the consistency with which they were applied during the
period and by whom they were applied. The concept of effective operation recognises that some
deviations may have occurred. Deviations from prescribed controls may be caused by such
factors as changes in key personnel, significant seasonal fluctuations in volume of transactions
and human error. When deviations are detected, the auditor makes specific inquiries regarding
these matters, particularly, the timing of staff changes in key internal control functions. The
auditor then ensures that the tests of control appropriately cover such a period of change or
fluctuation.

Based on the results of the tests of control, the auditor should evaluate whether the internal
controls are designed and operating as contemplated in the preliminary assessment of control
risk. The evaluation of deviations may result in the auditor concluding that the assessed level of
control risk needs to be revised. In such cases, the auditor would modify the nature, timing and
extent of planned substantive procedures.

Before the conclusion of the audit, based on the results of substantive procedures and other
audit evidence obtained by the auditor, the auditor should consider whether the assessment of
control risk is confirmed. In case of deviations from the prescribed accounting and internal control
systems, the auditor would make specific inquiries to consider their implications. Where, on the
basis of such inquiries, the auditor concludes that the deviations are such that the preliminary
assessment of control risk is not supported, he would amend the same unless the audit evidence
obtained from other tests of control supports that assessment. Where the auditor concludes that
the assessed level of control risk needs to be revised, he would modify the nature, timing and
extent of his planned substantive procedures.

During audit, the auditor should maintain alertness for related party information while reviewing
records and documents. He may inspect the following records or documents that may provide
information about related party relationships and transactions, for example:

Entity’s income tax returns.

Information supplied by the entity to regulatory authorities.

Shareholder registers to identify the entity’s principal shareholders.

Statements of conflicts of interest from management and those charged with governance.
Records of the entity’s investments and those of its pension plans.

Contracts and agreements with key management or those charged with governance.
Significant contracts and agreements not in the entity’s ordinary course of business.
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Specific invoices and correspondence from the entity’s professional advisors.

9. Life insurance policies acquired by the entity.

10. Significant contracts re-negotiated by the entity during the period.

11. Internal auditors’ reports.

12. Documents associated with the entity’s filings with a securities regulator e.g, prospectuses)

(i) Applications: These are computer software programs that provide a medium for recording,
storage and retrieval of business operations or transactions in electronic format.

(ii) Automated: A task or activity that is routinely performed by a computer system and does
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(a)

(b)

not require manual effort

(iii) CAATSs: Short form for Computer Assisted Audit Techniques, are a collection of computer-
based tools and techniques that are used in an audit for analysing data in electronic form to
obtain audit evidence.

(iv) Data Processing: Refers to the systematic recording, storage, retrieval, modification and
transformation of electronic data using information systems.

Risks of Material Misstatement- Greater for Significant Non-Routine Transactions

Risks of material misstatement may be greater for significant non-routine transactions arising
from matters such as the following:

¢ Greater management intervention to specify the accounting treatment.
+ Greater manual intervention for data collection and processing.

¢ Complex calculations or accounting principles.
.

The nature of non-routine transactions, which may make it difficult for the entity to
implement effective controls over the risks.

Risks of material misstatement- Greater for Significant Judgmental Matters

Risks of material misstatement may be greater for significant judgmental matters that require the
development of accounting estimates, arising from matters such as the following:

¢ Accounting principles for accounting estimates or revenue recognition may be subject to
differing interpretation.

¢ Required judgment may be subjective or complex, or require assumptions about the effects
of future events, for example, judgment about fair value.

As per section 139(2), no listed company or a company belonging to such class or classes of
companies, shall appoint or re-appoint

(@) anindividual as auditor for more than one term of five consecutive years; and
(b) an audit firm as auditor for more than two terms of five consecutive years.
Provided that

(i) an individual auditor who has completed his term under clause (a) shall not be eligible for
re-appointment as auditor in the same company for five years from the completion of his
term

(i) an audit firm which has completed its term under clause (b), shall not be eligible for re-
appointment as auditor in the same company for five years from the completion of such
term.

As per rules prescribed in Companies (Audit and Auditors) Rules, 2014, for applicability of
section 139(2), the class of companies shall mean the following classes of companies excluding
one person companies and small companies: -

(i) all unlisted public companies having paid up share capital of rupees ten crore or more
(ii) all private limited companies having paid up share capital of rupees fifty crore or more

(iii) all companies having paid up share capital of below threshold limit mentioned above, but
having public borrowings from financial institutions, banks or public deposits of rupees fifty
crores or more.



(c)

(d)

(a)

In the given situation, although paid up share capital of private company i.e., CXW Private
Limited is less than 50 crores, it has bank borrowings of ¥50 crores clearly triggering provisions
relating to rotation of auditors under section 139(2) of Companies Act,2013.

Since Mr. X is an individual practising Chartered Accountant, he shall not be eligible for re-
appointment as auditor in CXW Private Limited for another term of five years from completion of
his present term.

Auditing is a logical process. An auditor is called upon to assess the actualities of the situation,
review the statements of account and give an expert opinion about the truth and fairness of such
accounts. This he cannot do unless he has examined the financial statements objectively.

Objective examination connotes critical examination and scrutiny of the accounting statements of
the undertaking with a view to assessing how far the statements present the actual state of affairs
in the correct context and whether they give a true and fair view about the financial results and
state of affairs. An opinion founded on a rather reckless and negligent examination and
evaluation may expose the auditor to legal action with consequential loss of professional
standing and prestige.

He needs evidence to obtain information for arriving at his judgment.

Audit evidence may be defined as the information used by the auditor in arriving at the
conclusions on which the auditor’s opinion is based. Audit evidence includes both information
contained in the accounting records underlying the financial statements and other information.

Explaining this further, audit evidence includes:-

(1) Information contained in the accounting records: Accounting records include the records
of initial accounting entries and supporting records, such as checks and records of
electronic fund transfers; invoices; contracts; the general and subsidiary ledgers, journal
entries and other adjustments to the financial statements that are not reflected in journal
entries; and records such as work sheets and spreadsheets supporting cost allocations,
computations, reconciliations and disclosures.

(2) Other information that authenticates the accounting records and also supports the
auditor’s rationale behind the true and fair presentation of the financial statements:
Other information which the auditor may use as audit evidence includes, for example
minutes of the meetings, written confirmations from trade receivables and trade payables,
manuals containing details of internal control etc. A combination of tests of accounting
records and other information is generally used by the auditor to support his opinion on the
financial statements.

In the given situation, the auditor is looking for a feature of “audit trail” in software used by
company for maintenance of books of accounts. Under section 143(3) of Companies Act, 2013, it
has to be reported by the auditor as under: -

Whether the company has used such accounting software for maintaining its books of account
which has a feature of recording audit trail (edit log) facility and the same has been operated
throughout the year for all transactions recorded in the software and the audit trail feature has not
been tampered with and the audit trail has been preserved by the company as per the statutory
requirements for record retention.

Basis for Opinion: The auditor’s report shall include a section, directly following the Opinion
section, with the heading “Basis for Opinion”, that:

(a) States that the audit was conducted in accordance with Standards on Auditing;

(b) Refers to the section of the auditor's report that describes the auditor's responsibilities
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(b)

(c)

under the SAs;

(c) Includes a statement that the auditor is independent of the entity in accordance with the
relevant ethical requirements relating to the audit and has fulfilled the auditor’s other ethical
responsibilities in accordance with these requirements.

(d) States whether the auditor believes that the audit evidence the auditor has obtained is
sufficient and appropriate to provide a basis for the auditor’s opinion.

Misappropriation of assets involves the theft of an entity’s assets and is often perpetrated

by employees in relatively small and immaterial amounts. However, it can also involve

management who are usually more able to disguise or conceal misappropriations in ways that

are difficult to detect. Misappropriation of assets can be accomplished in a variety of ways

including:

» Embezzling receipts (for example, misappropriating collections on accounts receivable or
diverting receipts in respect of written-off accounts to personal bank accounts).

»  Stealing physical assets or intellectual property (for example, stealing inventory for personal
use or for sale, stealing scrap for resale, colluding with a competitor by disclosing
technological data in return for payment).

» Causing an entity to pay for goods and services not received (for example, payments to
fictitious vendors, kickbacks paid by vendors to the entity’s purchasing agents in return for
inflating prices, payments to fictitious employees).

> Using an entity’s assets for personal use (for example, using the entity’s assets as collateral
for a personal loan or a loan to a related party).

Misappropriation of assets is often accompanied by false or misleading records or documents in
order to conceal the fact that the assets are missing or have been pledged without proper
authorization.

Depreciation and amortisation generally constitute an entity’s significant part of overall
expenses and have direct impact on the profit/ loss of the entity, hence auditors need to verify
and ensure that such expenditure is appropriate, accurately calculated and has been accounted
as per applicable provisions of Companies Act or other statutes, to the extent applicable on the
respective industry and as per generally accepted accounting principles.

Auditor needs to consider the following attributes while verifying the depreciation and
amortisation expense:

e Obtain the understanding of entity’s accounting policy related to depreciation and
amortisation.

o Ensure the Company’s policy for charging depreciation and amortisation is as per the
relevant provisions of Companies Act/ applicable accounting standards.

o  Whether the depreciation has been calculated after making adjustment of residual value
from the cost of the assets.

o  Whether depreciation and amortisation charges are valid.
o  Whether depreciation and amortisation charges are accurately calculated and recorded.
o  Whether all depreciation and amortisation charges are recorded in the appropriate period.

e  Ensure the parts (components) of each item of property, plant and equipment that are to be
depreciated separately have been properly identified.

e  Whether the most appropriate depreciation method for each separately depreciable
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(d)

(a)

(b)

(ii)

(iii)

component has been used.
Year-end inventory verification:; Existence Assertion.
Depreciation has been properly charged on all assets: Valuation Assertion.

Title deed of lands disclosed in the Balance Sheet are held in the name of the Company:
Rights & Obligations Assertion.

All liabilities are properly recorded in the financial statements: Completeness.

The auditor is required to project misstatements for the population to obtain a broad view of
the scale of misstatement but this projection may not be sufficient to determine an amount
to be recorded.

When a misstatement has been established as an anomaly, it may be excluded when
projecting misstatements to the population. However, the effect of any such misstatement, if
uncorrected, still needs to be considered in addition to the projection of the non-anomalous
misstatements.

For tests of details, the auditor shall project misstatements found in the sample to the
population whereas for tests of controls, no explicit projection of deviations is necessary
since the sample deviation rate is also the projected deviation rate for the population as a
whole.

An auditor shall express an adverse opinion, when the auditor having obtained sufficient and
appropriate audit evidence, concludes that misstatements, individually or in aggregate are both
material and pervasive.

Whereas, when the auditor, having obtained sufficient and appropriate audit evidence, concludes
that misstatements are material but not pervasive, shall express a qualified opinion.

SAT705 - “Modifications to the Opinion in the Independent Auditor's Report” deals with the form
and content of both types of report. The following are the draft of the opinion paragraphs of the
reports.

(i)

(i)

Adverse Opinion

We have audited the accompanying consolidated financial statements of ABC Company
Limited (hereinafter referred to as the “Holding Company”) and its subsidiaries (the Holding
Company and its subsidiaries together referred to as “the Group”), its associates and
jointly controlled entities, which comprise the consolidated balance sheet as at March 31,
2023, the consolidated statement of profit and Loss, (consolidated statement of changes in
equity) and the consolidated statement of cash flows for the year then ended, and notes to
the consolidated financial statements, including a summary of significant accounting
policies (hereinafter referred to as the “consolidated financial statements”). In our opinion
and to the best of our information and according to the explanations given to us, because of
the significance of the matter discussed in the Basis for Adverse Opinion section of our
report, the accompanying consolidated financial statements do not give a true and fair view
in conformity with the accounting principles generally accepted in India, of their
consolidated state of affairs of the Group, its associates and jointly controlled entities, as at
March 31, 2023, of its consolidated profit/loss, (consolidated position of changes in equity)
and the consolidated cash flows for the year then ended.

Qualified Opinion

We have audited the standalone financial statements of ABC Company Limited (“the

Company”), which comprise the balance sheet as at March 31, 2023, and the statement of

Profit and Loss, (statement of changes in equity) and the statement of cash flows for the

year then ended, and notes to the financial statements, including a summary of significant
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(c)

(d)

(a)

accounting policies and other explanatory information (in which are included the Returns for
the year ended on that date audited by the branch auditors of the Company’s branches
located at (location of branches)) . In our opinion and to the best of our information and
according to the explanations given to us, except for the effects of the matter described in
the Basis for Qualified Opinion section of our report, the aforesaid financial statements give
a true and fair view in conformity with the accounting principles generally accepted in India,
of the state of affairs of the Company as at March 31st, 2023 and profit/loss, (changes in
equity) and its cash flows for the year ended on that date.

The statutory auditor of Saturn Ltd. should perform the following audit procedures to verify if the
company has valid legal ownership rights over the inventories recorded in the balance sheet as
on 31.03.2023. The auditor should:

e vouch recorded purchases to underlying documentation (purchase requisition, purchase
order, receiving report, vendor invoice and cancelled cheque or payment file).

o evaluate the consigned goods.

« examine client correspondence, sales and receivables records, purchase documents.
o determine existence of collateral agreements.

e review consignment agreements.

e review material purchase commitment agreements.

o examine invoices for evidence of ownership i.e. the invoices shall be in the name of the
client.

« obtain confirmation for significant items of inventory.

For instances of inventory held by third party, the auditor should insist on obtaining declaration
from the third party on its business letterhead and signed by an authorized personnel of that third
party confirming that the items of inventory belong to the entity and are being held by such third
party on behalf of and for the benefit of the entity under audit.

If analytical procedures performed in accordance with SA 520 identify fluctuations or relationships
that are inconsistent with other relevant information or that differ from expected values by a
significant amount, the auditor shall investigate such differences by:

(i) Inquiring of management and obtaining appropriate audit evidence relevant to
management’s responses: Audit evidence relevant to management’s responses may be
obtained by evaluating those responses taking into account the auditor's understanding of
the entity and its environment, and with other audit evidence obtained during the course of
the audit.

(ii) Performing other audit procedures as necessary in the circumstances: The need to
perform other audit procedures may arise when, for example, management is unable to
provide an explanation, or the explanation, together with the audit evidence obtained
relevant to management’s response, is not considered adequate.

In the given situation, CA X has undertaken concurrent audit assignment of KLT Bank which is in
the nature of internal assignments.

In accordance with RBI guidelines, statutory audit assignments should not be undertaken by
auditors while being associated with internal assignments in bank during the same year like
concurrent audits (Internal audits of banks conducted monthly during the year).

As CA X is associated with KLT Bank as concurrent auditor, he should not accept statutory audit
assignment of same bank even though it relates to different branches of the bank.

8



(b)

(c)

(d)

Pilfering is one of the greatest problems in any hotel and the importance of internal control
cannot be undermined. It is the responsibility of management to introduce controls which will
minimise the leakage as far as possible. Evidence of their success is provided by the preparation
of regular perhaps weekly, trading accounts for each sales point and a detailed scrutiny of the
resulting profit percentages, with any deviation from the anticipated form being investigated. The
auditor should obtain these regular trading accounts for the period under review, examine them
and obtain explanations for any apparent deviations.

The auditor should verify a few restaurant bills by reference to K.O.T.s (Kitchen Order Tickets) or
basic record. This would enable the auditor to ensure that controls regarding revenue cycle are in
order.

The auditor should satisfy himself that all taxes collected from occupants on food and occupancy
have been paid over to the proper authorities. If the internal control in a hotel is weak or perhaps
breaks down, then a very serious problem exists for the auditor. As a result of the transient
nature of many of his clients’ records, the auditor must rely to a very large extent on the gross
margin shown by the accounts. As a result, the scope of his audit tests will necessarily be
increased and, in the event of a material margin discrepancy being unexplained, he will have to
consider qualifying his audit report.

Verification of inventories in the nature of food and beverages: The inventories in
any hotel are both readily portable and saleable particularly the food and beverage inventories. It
is therefore extremely important that all movements and transfers of such inventories should be
properly documented to enable control to be exercised over each individual stores’ areas and
sales point. The auditor should carry out tests to ensure that all such documentation is accurately
processed. Therefore, following points may be noted in this regard:

(i)  All movement and transfer of inventories must be properly documented.

(i) Areas where inventories are kept must be kept locked and the key retained by the
departmental manager.

(i) The key should be released only to trusted personnel and unauthorized persons should not
be permitted in the stores area.

(iv) Many hotels use specialized professional valuers to count and value the inventories on a
continuous basis throughout the year.

(v) The auditor should ensure that all inventories are valued at the year end and that he should
himself be present at the year-end physical verification, to the extent practicable, having
regard to materiality consideration and nature and location of inventories.

Powers of C & AG in performance of his duties: The Comptroller and Auditor General's
(Duties, Powers and Condition of Service) Act, 1971 gives the following powers to the C&AG in
connection with the performance of his duties:

(i) To inspect any office accounts under the control of the union or a State Government
including office responsible for creation of initial or subsidiary accounts.

(i) To require that any accounts, books, papers and other documents which deal with or are
otherwise relevant to the transactions under audit be sent to specified places.

(i) To put such questions or make such observations as he may consider necessary to the
person in charge of the office and to call for such information as he may require for
preparation of any account or report, which is his duty to prepare.



(e)

In carrying out the audit, the C&AG has the power to dispense with any part of detailed audit of
any accounts or class of transactions and to apply such limited checks in relation to such
accounts or transaction as he may determine.

RBI norms stipulate that if any advance account becomes NPA as at close of any year, the entire
interest accrued or credited to income account in past periods should be reversed or provided for,
if the same is not realized.

Further, in respect of NPAs, fees, commission and other similar income that have accrued should
cease to accrue in the current period and should be reversed or provided for with respect to past
periods, if uncollected.

In the given case, account has turned Sub-standard asset which is a type of NPA. Therefore,
auditor should make compliance of above norms relating to income recognition.
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