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INTERMEDIATE: GROUP - I
PAPER - 5: AUDITING AND ETHICS
SUGGESTED ANSWERS / HINTS
Part | - Multiple Choice Questions

Part Il - Descriptive Answers

Audit risk means the risk that the auditor gives an inappropriate audit
opinion when the financial statements are materially misstated. Audit risk
is a function of the risks of material misstatement and detection risk.

Audit risk is a technical term related to the process of auditing; it does not refer
to the auditor’s business risks such as loss from litigation, adverse publicity, or
other events arising in connection with the audit of financial statements.
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For purposes of the SAs, audit risk does not include the risk that the auditor
might express an opinion that the financial statements are materially
misstated when they are not. This risk is ordinarily insignificant.

The assessment of risks is based on audit procedures to obtain information
necessary for that purpose and evidence obtained throughout the audit.

The assessment of risks is a matter of professional judgment, rather than
a matter capable of precise measurement. The distinguishing feature of the
professional judgment expected of an auditor is that it is exercised by an
auditor whose training, knowledge and experience have assisted in
developing the necessary competencies to achieve reasonable judgments.

According to SA 550 on “Related Parties”, the auditor shall inquire of
management regarding:

(ii)

The identity of the entity’s related parties, including changes from the prior
period.

The nature of the relationships between the entity and these related
parties; and

Whether the entity entered into any transactions with these related parties
during the period and, if so, the type and purpose of the transactions.

The auditor shall inquire of management and others within the entity, and perform
other risk assessment procedures considered appropriate, to obtain an
understanding of the controls, if any, that management has established to -

(i)

(ii)

(ii)

Identify, account for, and disclose related party relationships and
transactions in accordance with the applicable financial reporting
framework;

Authorise and approve significant transactions and arrangements with
related parties; and

Authorise and approve significant transactions and arrangements outside
the normal course of business.

It is important for auditor to identify scope of the engagement. Only a well
identified scope can lead to establishment of a sound audit strategy. There are
many characteristics of engagement defining its scope. Some of characteristics
are as under: -

>

Applicable financial reporting framework applicable to the entity
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»  Nature of business segments to be audited including the need for
specialized knowledge

> Industry specific reporting requirements required by industry regulators
> Expected use of audit evidence obtained in previous audits

Audit procedures - To establish the existence of trade payables and other current
liabilities as at the period- end

(i) Check whether there are controls in place to ensure that any purchase/
expense invoice does not get recorded more than once and payable
balances are automatically recorded in the general ledger at the time of
recording of expense.

(i)~ Obtain accounts payable ageing report and trace its balances to the
general ledger. If there are any differences, investigate reconciling items.
Journal entries, specially for large amounts should be carefully examined.

(iii)  Animportant audit activity is to contact vendors directly/independently and
ask them to confirm the amounts of accounts payable as at the end of the
reporting period under audit. This should necessarily be done for all
significant account payable balances as at the period end and for parties
from whom material purchases have been made during the period under
audit even if period-end balance of such parties is not significant.

(iv)  If there are any related party payables, review whether they were properly
authorised and the value of such transactions were reasonable and at
arm’s length.

(v)  Review a trend line of purchases/ expenses and accounts payable, or a
comparison of the two over time, to see if there are any unusual trends.
Make inquiries about reasons for changes in trends from the management.

Verification of liabilities is as important as that of assets because omission,
understatement, or overstatement of liabilities would result in the financial
statements not showing a true and fair view of the entity’s state of affairs.

Engagement Team Discussions: All personnel performing an engagement,
including any experts contracted by the firm in connection with that engagement
are known to be the “Engagement Team”. The engagement team should hold
discussions to gain better understanding of the bank and its environment,
including internal control, and also to assess the potential for material
misstatements of the financial statements. All these discussions should be
appropriately documented for future reference. The discussion between the
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members of the engagement team and the audit engagement partner should be
done on the susceptibility of the bank’s branch financial statements to material
misstatements. These discussions are ordinarily done at the planning stage of an

audit.

The engagement team discussion ordinarily includes a discussion of the
following matters:

(i)
(ii)
(ii)

Errors that may be more likely to occur;
Errors which have been identified in prior years;

Method by which fraud might be perpetrated by bank personnel or others
within particular account balances and/or disclosures;

Audit responses to Engagement Risk, Pervasive Risks, and Specific Risks;

Need to maintain professional skepticism throughout the audit
engagement;

Need to alert for information or other conditions that indicates that a
material misstatement may have occurred (e.g., the bank’s application of
accounting policies in the given facts and circumstances).

Advantages of such a discussion :-

(1)

(ii)

Specific emphasis should be provided to the susceptibility of the bank’s
financial statements to material misstatement due to fraud, that enables
the engagement team to consider an appropriate response to fraud risks,
including those related to engagement risk, pervasive risks, and specific
risks.

It further enables the audit engagement partner to delegate the work to the
experienced engagement team members and to determine the procedures
to be followed when fraud is identified.

Further, audit engagement partner may review the need to involve
specialists to address the issues relating to fraud.

The auditor shall document: -

the overall audit strategy
the audit plan and

any significant changes made during the audit engagement to the overall
audit strategy or the audit plan, and the reasons for such changes.
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The documentation of the overall audit strategy is a record of the key decisions
considered necessary to properly plan the audit and to communicate significant
matters to the engagement team.

The documentation of the audit plan is a record of the planned nature, timing and
extent of risk assessment procedures and further audit procedures at the
assertion level in response to the assessed risks. It also serves as a record of the
proper planning of the audit procedures that can be reviewed and approved prior
to their performance. The auditor may use standard audit programs and/or audit
completion checklists, tailored as needed to reflect the particular engagement
circumstances.

A record of the significant changes to the overall audit strategy and the audit plan
and resulting changes to the planned nature, timing and extent of audit
procedures, explains why the significant changes were made and the overall
strategy and audit plan finally adopted for the audit. It also reflects the appropriate
response to the significant changes occurring during the audit.

Inspection involves examining records or documents, whether internal or external,
in paper form, electronic form, or other media, or a physical examination of an
asset. Inspection of records and documents provides audit evidence of varying
degrees of reliability, depending on their nature and source and, in the case of
internal records and documents, on the effectiveness of the controls over their
production.

Some documents represent direct audit evidence of the existence of an asset, for
example, a document constituting a financial instrument such as a stock or bond.
Inspection of such documents may not necessarily provide audit evidence about
ownership or value. In addition, inspecting an executed contract may provide audit
evidence relevant to the entity’s application of accounting policies, such as
revenue recognition.

An example of inspection used as a test of controls is inspection of records for
evidence of authorisation.

Inspection of tangible assets may provide reliable audit evidence with respect to
their existence, but not necessarily about the entity’s rights and obligations or the
valuation of the assets. Inspection of individual inventory items may accompany
the observation of inventory counting.

Going concern is one of the fundamental accounting assumptions. The enterprise
is normally viewed as a going concern, that is, as continuing in operation for the
foreseeable future. It is assumed that the enterprise has neither the intention nor
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the necessity of liquidation or of curtailing materially the scale of the operations.
SA 570 requires the auditor to obtain sufficient appropriate audit evidence
regarding and conclude on the appropriateness of management'’s use of the going
concern basis of accounting in the preparation of the financial statements

Under the going concern basis of accounting, the financial statements are
prepared on the assumption that the entity is a going concern and will continue its
operations for the foreseeable future. General purpose financial statements are
prepared using the going concern basis of accounting, unless management either
intends to liquidate the entity or to cease operations, or has no realistic alternative
but to do so. Based on the audit evidence obtained, the auditor also has to
conclude whether any material uncertainty exists that may cast significant doubt
on the entity’s ability to continue as a going concern

The significance of Going Concern is due to its effect on preparation of financial
statements. Ability or otherwise of an enterprise to be viewed as going concern
affects its preparation of financial statements.

When the use of the going concern basis of accounting is appropriate, assets and
liabilities are recorded on the basis that the entity will be able to realize its assets
and discharge its liabilities in the normal course of business.

When an enterprise is not viewed as a going concern, the financial statements are
prepared on liquidation basis. For example, inventories may need to be written
down as these may be sold for a lower price. Assets may have to be recorded at
the likely prices they will fetch.

The auditor must report appropriately as required by SA 570, depending on
whether the going concern basis is appropriate, whether adequate disclosures are
made, and whether a material uncertainty exists.

Audit of Receipts: The audit of receipts is neither all pervasive nor as old as
audit of expenditure but has come to stay in some countries. Such an audit
provides for checking;

() whether all revenues or other debts due to government have been correctly
assessed, realised and credited to government account by the designated
authorities;

(i) whether adequate regulations and procedures have been framed by the
department/agency concerned to secure an effective check on
assessment, collection and proper allocation of cases;

(i) whether such regulations and procedures are actually being carried out;
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whether adequate checks are imposed to ensure the prompt detection and
investigation of irregularities, double refunds, fraudulent or forged refund
vouchers or other loss of revenue through fraud or willful omission or
negligence to levy or collect taxes or to issue refunds; and

review of systems and procedures to see that the internal procedures
adequately secure correct and regular accounting of demands collection
and refunds and pursuant of dues up to final settlement and to suggest
improvement. The basic principle of audit of receipts is that it is more
important to look at the general than on the particular, though individual
cases of assessment, demand, collection, refund, etc. are important within
the area of test check. A review of the judicial decisions taken by tax
authorities is done to judge the effectiveness of the assessment procedure.

The extent and quantum of audit required to be done under each category
of audit are determined by the C&AG. These are neither negotiable nor
questioned. The prescribed extent and quantum of audit are structured in
accordance with the design of test check, random sampling, general
review, in-depth study of specified areas, etc. as may be warranted by the
nature of transactions, its importance in the scheme of activities of a
department and the totality of its transactions, the frequency of check and
total plan of audit to be executed during a period.

The nature and extent of audit procedures necessary to obtain sufficient appropriate
audit evidence regarding opening balances depend on such matters as:

The accounting policies followed by the entity.

The nature of the account balances, classes of transactions and
disclosures and the risks of material misstatement in the current period’s
financial statements.

The significance of the opening balances relative to the current period’s
financial statements.

Whether the prior period’s financial statements were audited and, if so,
whether the predecessor auditor’s opinion was modified.

In the case of FGH Ltd., the presence of significant inventory and
receivable opening balances along with the prior auditor’s qualification on
receivables increases the risk associated with opening balances.
Therefore, these factors will require you, as the new statutory auditor, to
design more extensive and carefully focused audit procedures in
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accordance with SA 510 to obtain sufficient appropriate audit evidence
before forming your opinion on the current year’s financial statements.

As per SA 210 “Agreeing the Terms of Audit Engagements”, in order to establish
whether the preconditions for an audit are present, the auditor of Wing Ltd, CA G
shall:

(1) Determine whether the financial reporting framework is acceptable; and

(2)  Obtain the agreement of management that it acknowledges and
understands its responsibility:

(i) For the preparation of the financial statements in accordance with
the applicable financial reporting framework;

(i)~ For the internal control as management considers necessary; and
(iii)  To provide the auditor with:

° Access to all information such as records, documentation
and other matters;

. Additional information that the auditor may request from
management for the purpose of the audit; and

. Unrestricted access to persons within the entity from whom
the auditor determines it necessary to obtain audit evidence.

Since the management of Wing Ltd. has not acknowledged its responsibilities and
is restricting access to information and personnel, the preconditions for an audit
are not present as per SA 210. Therefore, CA G should decline the engagement,
unless the management agrees to fulfil all obligations required under SA 210
before the audit begins.

Standard on Auditing (SA) 705 “Modifications to the Opinion in the Independent
Auditor’s Report” deals with the auditor's responsibility to issue an appropriate
report in circumstances when, in forming an opinion in accordance with SA 700
(Revised) “Forming an Opinion and Reporting on Financial Statements”, the
auditor concludes that a modification to the auditor's opinion on the financial
statements is necessary. This SA also deals with how the form and content of the
auditor’s report is affected when the auditor expresses a modified opinion.
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The objective of the auditor is to express clearly an appropriately modified opinion
on the financial statements that is necessary when:

(i) The auditor concludes, based on the audit evidence obtained, that the
financial statements as a whole are not free from material misstatement; or

(i)~ The auditor is unable to obtain sufficient appropriate audit evidence to
conclude that the financial statements as a whole are free from material
misstatement.

The auditor cannot obtain absolute assurance that financial statements are free
from material misstatement because the process of audit suffers from certain
inbuilt or inherent limitations. Preparation of financial statements involves making
many judgments by management. These judgments may involve subjective
decisions or a degree of uncertainty. Therefore, the auditor may not be able to
obtain absolute assurance that financial statements are free from material
misstatements due to frauds or errors.

One of the premises for conducting an audit is that management acknowledges
its responsibility for preparation of financial statements in accordance with the
applicable financial reporting framework and for devising suitable internal
controls. However, such controls may not have operated to produce reliable
financial information due to their own limitations.

In Himani Electronics Ltd., management devised a control that all purchase bills
should reflect stamp and signatures of an authorised person in the “Goods
Receiving Section” stating the date and time of receipt of goods. This control was
meant to ensure that only those purchase bills are processed for payment for
which goods have actually been received.

However, the concerned accountant and authorised person in the “Goods
Receiving Section” colluded, and false bills were stamped and processed. This is
a case of overriding of internal controls due to collusion between two persons.
Such probable collusion is itself a limitation of internal controls.

Because such collusion and control failures can occur, an audit provides only
reasonable assurance. The existence of proper controls does not eliminate the
inherent limitations of audit, nor does it guarantee detection of all frauds or errors.
Hence, the auditor cannot obtain absolute assurance that financial statements are
free from material misstatement.
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Audit procedure for verifying interest income on fixed deposits:

(1)

Obtain a listing of fixed deposits opened during the period under audit
along with the applicable interest rate and the number of days for which
the deposit was outstanding during the period.

Verify the arithmetical accuracy of the interest calculation made by the
entity by recomputing i.e. multiplying the deposit amount with the
applicable rate and number of days during the period under audit.

For deposits still outstanding as at the period- end, trace the same to the
direct confirmations obtained from the respective bank/ financial institution.

Obtain a confirmation of interest income from the bank and verify that the
interest income as per bank reconciles with the calculation shared by the
entity.

Also, obtain a copy of Form 26AS (TDS withholding by the bank/ financial
institution) and reconcile the interest reflected therein with the calculation
shared by client.

Fee from Students:

(1)

Check names entered in the Students Fee Register for each month or term,
with the respective Class Registers, showing names of students on rolls
and test amount of fees charged; and verify that there operates a system
of internal check which ensures that demands against the students are
properly raised.

Check fees received by comparing counterfoils of receipts granted with
entries in the Cash Book and tracing the collections in the Fee Register to
confirm that the revenue from this source has been duly accounted for.

Total up the various columns of the Fees Register for each month or term
to ascertain that fees paid in advance have been carried forward and that
the arrears that are irrecoverable have been written off under the sanction
of an appropriate authority.

Check admission fees with admission slips signed by the head of the
institution and confirm that the amount has been credited to a Capital fund,
unless the Managing Committee has taken a decision to the contrary.

See that free studentship and concessions have been granted by a person
authorised to do so, having regard to the Rules prepared by the Managing
Committee.

10
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Confirm that fines for late payment or absence, etc. have been either
collected or remitted under proper authority.

Confirm that hostel dues were recovered before student’s accounts were
closed and their deposits of caution money refunded.

Some examples of circumstances where the auditor may consider it
necessary to include an Emphasis of Matter paragraph.

An uncertainty relating to the future outcome of exceptional litigation or
regulatory action.

A significant subsequent event that occurs between the date of the financial
statements and the date of the auditor’s report.

Early application (where permitted) of a new accounting standard that has
a material effect on the financial statements.

A major catastrophe that has had, or continues to have, a significant effect
on the entity’s financial position.

For additions during the period under audit, obtain a listing of all additions from
the management and undertake the following procedures:

For all material additions, verify whether such expenditure meets the
criterion for recognition of an intangible asset as per AS 26.

Ensure that no intangible asset arising from research (or from the research
phase of an internal project) should be recognised. Expenditure on
research (or on the research phase of an internal project) should be
recognised as an expense when it is incurred. Check the certificate or
report or other similar documentation maintained by the entity to verify the
date of use of the intangible which could be linked to date of
commencement of commercial production/ economic use to the entity, for
all additions to intangible assets during the period under audit.

Verify whether the additions (acquisitions) have been approved by
appropriate entity’s personnel.

Verify whether proper internal processes and procedures like inviting
competitive quotations/ proper tenders etc. were followed prior to finalizing

11
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the vendor for procuring item of intangible assets by testing those
documents on a sample basis.

In relation to deletions of intangible assets, understand from the management
the reason and rationale for deletion and the manner of disposal. Obtain the
management approval and disposal note authoring disposal of the asset from its
active use. Verify the process followed for sale of discarded asset, example
inviting competitive quotes, tenders and the basis of calculation of sales proceeds.
Verify that the management has accurately recorded the deletion of intangible
asset (original cost and accumulated amortization up to the date of disposal) and
the resultant gain/ loss on disposal in the entity’s books of account.

The auditor has no obligation to perform any audit procedures regarding the
financial statements after the date of the auditor’s report. However, when, after
the date of the auditor’s report but before the date the financial statements are
issued, a fact becomes known to the auditor that, had it been known to the auditor
at the date of the auditor’s report, may have caused the auditor to amend the
auditor’s report, the auditor shall:

(i) Discuss the matter with management and, where appropriate, those
charged with governance.

(i) Determine whether the financial statements need amendment and, if so,

(i) Inquire how management intends to address the matter in the financial
statements.

OR

Professional skepticism refers to an attitude that includes a questioning mind,
being alert to conditions which may indicate possible misstatement due to error or
fraud, and a critical assessment of audit evidence.

In this situation, several observations such as contradictory sales invoices, altered
documents, evasive responses, and unusual transactions indicate that Rohit must
increase the level of skepticism.

While exercising professional skepticism, an auditor must remain alert to the
following:

o Audit evidence that contradicts other audit evidence obtained. (For
example, dispatch records contradicting sales invoices.)
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. Information that brings into question the reliability of documents and
responses to inquiries used as audit evidence. (Such as altered documents
or evasive explanations by management.)

. Conditions that may indicate possible fraud. (For example, unusual
transactions and modifications in documents.)

o Circumstances that suggest the need for audit procedures in addition to
those required by the SAs. (Given the inconsistencies, Rohit may need to
perform additional procedures.)

Thus, based on the circumstances, CA Rohit should maintain professional
skepticism, perform additional verification, and critically evaluate all evidence
before forming his audit opinion.
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