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Test Series: October, 2018 

MOCK TEST PAPER – 2 

INTERMEDIATE (NEW) GROUP – II  

PAPER – 6: AUDITING AND ASSURANCE 

Question No. 1 is compulsory. 

Attempt any four questions from the Rest. 

Time Allowed – 3 Hours Maximum Marks – 100 

1. Examine with reasons (in short) whether the following statements are correct or incorrect:  

(i)  Ratio analysis is a commonly used technique in the comparison of current data with the prior period 

balance or with a trend in two or more prior period balances.  

(ii) When we are designing audit procedures to address an inherent risk or “what can go wrong”, we 
do not consider the nature of the risk of material misstatement in order to determine if a substantive 

analytical procedure can be used to obtain audit evidence.  

(iii) Stratified Sampling involves dividing the whole population to be tested in a few separate groups 

called strata and taking a sample from each of them.  

(iv) The fundamental principle of an automated environment is the ability to carry out business with 

less manual intervention and more system driven.  

(v)  Application controls include manual controls only that operate at a business process level.  

(vi)  Misstatements in the financial statements can arise from errors only.    

(vii) The assessment of risks is a matter of professional judgement. 

(viii) The matters which the banks require their auditors to deal with in the long form aud it report have 

been specified by the Central Government. 

(ix) The auditor shall express a qualified opinion when:  

(a) The auditor concludes that misstatements are material but not pervasive to the financial 

statements; or  

(b) The auditor is unable to obtain sufficient appropriate audit evidence but the auditor concludes 

that the possible effects on the financial statements of undetected misstatements, if any, could 

be material but not pervasive  

(x) Other matter paragraph is 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.  

(2 x 10 = 20 Marks) 

2. Discuss the following: 

(a)  The sample size can be determined by the application of a statistically -based formula or through 

the exercise of professional judgment. When circumstances are similar, the effect on sample size 

of factors will be similar regardless of whether a statistical or non-statistical approach is chosen.  

 Explain Stating the examples of factors that the auditor may consider when determining the sample 

size for tests of controls. 

(b)  Planning is not a discrete phase of an audit, but rather a continual and iterative process that often 

begins shortly after (or in connection with) the completion of the previous audit and continues until 
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the completion of the current audit engagement. Discuss stating clearly the broad points you would 

be covering in framing plan to conduct audit in an efficient and effective manner.   

(c)  The engagement partner of SKC & Co., firm of Chartered Accountants appointed as auditor of 

Fabric India Ltd is considering as to management of key resources to be employed to conduct 

audit. Discuss how overall audit strategy would assist the auditor. 

(d) Generally, applying inquiry in combination with inspection gives the most effective and efficient 

audit evidence. However, which audit test to use, when and in what combination  is a matter of 

professional judgement. Discuss stating the different ways testing is performed in an automated 

environment.   (5 x 4 = 20 Marks) 

3.  (a) PACE is proprietorship firm of Mr Abhinav engaged in the manufacturing of textile and handloom 

products. It sells its finished products both in the domestic as well as in the international market. 

The company is making total turnover of Rs. 50 crores. It has also availed cash credit limit of  

Rs. 5 crores from Axis Bank. In the year 2017-18, proprietor of the firm is worried about the financial 

position of the company and is under the impression that since he is out of India, therefore firm 

might run into losses. He approaches CA Mahesh about advantages of getting his accounts audited 

throughout the year so that he may not suffer due to accounting weaknesses. Advise regarding 

advantages of getting accounts audited. (5 Marks) 

(b) Audit documentation provides evidence of the auditor’s basis for a conclusion about the 

achievement of the overall objectives of the auditor. Explain clearly stating the nature and purpose 

of Audit Documentation. (5 Marks) 

(c) On going through the financial statements of ABC Ltd, its auditors Deepa Raj and Associates 

observed that company has taken Loans from banks and financial institutions. Further, the audit 

team discusses the following about Liabilities: 

 “Liabilities are the financial obligations of an enterprise other than owners’ funds. Liabiliti es include 

loans/ borrowings, trade payables and other current liabilities, deferred payment credits and 

provisions.   

 Verification of liabilities is as important as that of assets, for, if any liability is omitted (or 

understated) or over stated, the Balance Sheet would not show a true and fair view of the state of 

affairs of the company.” 
 Advise stating clearly the audit procedures generally required to be undertaken for  verification of 

existence of Borrowings (5 Marks)  

 (d) “Trade receivable are an essential part of any organisation's balance sheet.  Often referred to as 

debtors, these are monies which are owed to an organisation by a customer. The most common 

form of an account receivable is a sale made on credit, via an invoice, to a customer .” 
 It is important to carry out compliance procedures in the sales audit as part of the debtors’ audit 

procedure.  

 Verify to ensure that the system for receivables has the necessary features.  (5 Marks) 

4. (a) The auditor should be straightforward, honest and sincere in his approach to his professional work. 

He must be fair and must not allow prejudice or bias to override his objectivity. He should maintain 

an impartial attitude and both be and appear to be free of any interest which might be regarded as 

being incompatible with integrity and objectivity. Many different circumstances, or combination of 

circumstances, may be relevant and accordingly it is impossible to define every situation that 

creates threats to independence and specify the appropriate mitigating action that should be taken. 

In addition, the nature of assurance engagements may differ and consequently different threats 

may exist requiring the application of different safeguards.  

 Explain stating clearly the five types of threats as contained in Code of Ethics for Professional 

Accountants, prepared by the International Federation of Accountants (IFAC) .   (7 Marks)  
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(b) Discuss the reporting requirements regarding Fixed Assets under CARO, 2016. (3 Marks) 

(c) The auditor shall identify and assess the risks of material misstatement at both levels to provide a 

basis for designing and performing further audit procedures.  For the purpose of Identifying and 

assessing the risks of material misstatement the auditor shall Identify risks, assess the identified 

risks, relate the identified risks and consider the likelihood of misstatement.  

 Explain the above in detail. (5 Marks) 

(d) ABC Ltd is engaged in manufacturing of different type of yarns. On going  through its financial 

statements for the past years, it is observed that inventory is material to the financial statements. 

You as an auditor of the company wanted to obtain sufficient appropriate audit evidence regarding 

the existence and condition of the inventory as appearing in the financial statements. Discuss, how 

would you proceed as an auditor. (5 Marks) 

5. (a) The auditor evaluated, in respect of T Ltd., whether the financial statements are prepared in 

accordance with the requirements of the applicable financial reporting framework.  

 Auditor’s evaluation included consideration of the qualitative aspects of the entity’s accounting 
practices, including indicators of possible bias in management’s judgments.  

 Advise the qualitative aspects of the ent ity’s accounting practices. (5 Marks) 

(b) The auditor CA Z appointed under section 139 was removed from his office before the expiry of his 

term by an ordinary resolution of the company. Comment explaining clearly the procedure of  

removal of auditor before expiry of term.   (5 Marks) 

(c) The reliability of data is influenced by its source and nature and is dependent on the circumstances 

under which it is obtained. Accordingly, explain the factors that are relevant when determining 

whether data is reliable for purposes of designing substantive analytical procedures.  (5 Marks) 

(d) Fraud, whether fraudulent financial reporting or misappropriation of assets, involves incentive or 

pressure to commit fraud, a perceived opportunity to do so and some rationalization of the act. 

Explain with examples. (5 Marks) 

6. (a) RGS & Co. a firm of Chartered Accountants has three partners,  namely, R, G & S.  The firm is 

allotted the audit of BY Ltd. R, partner in the firm subsequently holds 100 shares in BY Ltd. 

Comment. (5 Marks) 

(b) An NGO operating in Delhi had collected large scale donations for Tsunami victims.  The donations 

so collected were sent to different NGOs operating in Tamil Nadu for relief operations.  This NGO 

operating in Delhi has appointed you to audit its accounts for the year in which it collected and 

remitted donations for Tsunami victims. Draft audit programme for audit of receipts of donations 

and remittance of the collected amount to different NGOs.  Mention six points each, peculiar to the  

situation, which you will like to incorporate in your audit programme for audit of said receipts and 

remittances of donations.  (5 Marks) 

(c) In the case of a nationalised bank, the auditor is required to make a report to the Central 

Government. The report of auditors of State Bank of India is also to be made to the Central 

Government and is almost identical to the auditor’s report in the case of a nationalised bank.  

 Explain what would the auditor state in his report.  (5 Marks) 

(d) Advise any five special points in an audit of hospital. (5 Marks) 

© The Institute of Chartered Accountants of India



1 

Test Series: October, 2018 

MOCK TEST PAPER - 2 

INTERMEDIATE (NEW): GROUP – II   

PAPER – 6: AUDITING AND ASSURANCE 

SUGGESTED ANSWERS / HINTS 

1. (i) Incorrect: Trend analysis is a commonly used technique in the comparison of current data with 

the prior period balance or with a trend in two or more prior period balances. We evaluate whether 

the current balance of an account moves in line with the trend established with previous balances 

for that account, or based on an understanding of factors that may cause the account to change.  

(ii)  Incorrect: When we are designing audit procedures to address an inherent risk or “what can go 
wrong”, we consider the nature of the risk of material misstatement in order to determine if a 
substantive analytical procedure can be used to obtain audit evidence. When inherent risk is higher, 

we may design tests of details to address the higher inherent risk. When significant risks have been 

identified, audit evidence obtained solely from substantive analytical procedures is unlikely to be 

sufficient. 

(iii)  Correct: Stratified Sampling involves dividing the whole population to be tested in a few separate 

groups called strata and taking a sample from each of them. Each stra tum is treated as if it was a 

separate population and if proportionate of items are selected from each of these stratum. The 

number of groups into which the whole population has to be divided is determined on the basis of 

auditor judgment. 

(iv)  Correct: The fundamental principle of an automated environment is the ability to carry out business 

with less manual intervention and more system driven. The complexity of a business environment 

depends on the level of automation i.e., if a business environment is more automated, it is likely to 

be more complex.  

(v) Incorrect. Application controls include both automated or manual controls that operate at a 

business process level. Automated Application controls are embedded into IT applications viz., 

ERPs and help in ensuring the completeness, accuracy and integrity of data in those systems.  

(vi)  Incorrect: Misstatements in the financial statements can arise from either fraud or error.  The 

distinguishing factor between fraud and error is whether the underlying acti on that results in the 

misstatement of the financial statements is intentional or unintentional  

(vii) Correct: 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.  

(viii) Incorrect: The matters which the banks require their auditors to deal with in the long form audit 

report have been specified by the Reserve Bank of India. 

(ix)  Correct: The auditor shall express a qualified opinion when:  

(a) The auditor, having obtained sufficient appropriate audit evidence, concludes that 

misstatements, individually or in the aggregate, are material, but not pervasive, to the financial 

statements; or  

(b) The auditor is unable to obtain sufficient appropriate audit evidence on which to base the 

opinion, but the auditor concludes that the possible effects on the financial statements of 

undetected misstatements, if any, could be material but not pervasive 

(x) Incorrect: Emphasis of Matter paragraph is 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 
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judgment, is of such importance that it is fundamental to users’ understanding of the financial 
statements.  

2. (a) The level of sampling risk that the auditor is willing to accept affects the sample size required. The 

lower the risk the auditor is willing to accept, the greater the sample size will need to be.  

The sample size can be determined by the application of a statistically-based formula or through 

the exercise of professional judgment. When circumstances are similar, the effect on sample size 

of factors will be similar regardless of whether a statistical or non-statistical approach is chosen.  

Examples of Factors Influencing Sample Size for Tests of Controls: The following are factors 

that the auditor may consider when determining the sample size for tests of controls. These factors, 

which need to be considered together, assume the auditor does not modify the nature or timing of 

tests of controls or otherwise modify the approach to substantive procedures in response to 

assessed risks. 

 When there is an increase in the extent to which the auditor’s risk assessment takes into 
account relevant controls. The more assurance the auditor intends to obtain from the 

operating effectiveness of controls, the lower the auditor’s assessment of the risk of material 
misstatement will be, and the larger the sample size will need to be. When the auditor’s 
assessment of the risk of material misstatement at the assertion level includes an expectation 

of the operating effectiveness of controls, the auditor is required to perform tests of controls. 

Other things being equal, the greater the reliance the auditor places on  the operating 

effectiveness of controls in the risk assessment, the greater is the extent of the auditor’s tests 
of controls (and therefore, the sample size is increased).  Thus, sample size will increase. 

 If there is an increase in the tolerable rate of deviation. Then sample size will decrease, as 

lower the tolerable rate of deviation, larger the sample size needs to be.  

 When there is an increase in the expected rate of deviation of the population to be tested then 

sample size will increase, as higher the expected rate of deviation, larger the sample size 

needs to be so that the auditor is in a position to make a reasonable estimate of the actual 

rate of deviation. Factors relevant to the auditor’s consideration of the expected rate of 
deviation include the auditor’s understanding of the business (in particular, risk assessment 
procedures undertaken to obtain an understanding of internal control), changes in personnel 

or in internal control, the results of audit procedures applied in prior periods and the results 

of other audit procedures. High expected control deviation rates ordinarily warrant little, if any, 

reduction of the assessed risk of material misstatement. 

 An increase in the auditor’s desired level of assurance that the tolerable rate of deviation is 

not exceeded by the actual rate of deviation in the population will increase the sample size. 

Thus, the greater the level of assurance that the auditor desires that the results of the sample 

are in fact indicative of the actual incidence of deviation in the population, the larger the 

sample size needs to be. 

 In case of large populations, the actual size of the population has little, if any, effect on sample 

size. For small populations however, audit sampling may not be as efficient as alternative 

means of obtaining sufficient appropriate audit evidence. Therefore, there will be negligible 

effect on sample size due to increase in the number of sampling units in the population.  

(b) “The auditor should plan his work to enable him to conduct an effective au dit in an efficient and 

timely manner. Plans should be based on knowledge of the client’s business”.  
Plans should be made to cover, among other things: 

(a) acquiring knowledge of the client’s accounting systems, policies and internal control 
procedures; 

(b) establishing the expected degree of reliance to be placed on internal control;  
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(c) determining and programming the nature, timing, and extent of the audit procedures to be 

performed; and 

(d) coordinating the work to be performed. 

Plans should be further developed and revised as necessary during the course of the audit. 

SA-300, “Planning an Audit of Financial Statements” further expounds this principle . According to 

it, planning is not a discrete phase of an audit, but rather a continual and iterative process 

that often begins shortly after (or in connection with) the completion of the previous audit and 

continues until the completion of the current audit engagement. The auditor shall establish an 

overall audit strategy that sets the scope, timing and direction of the audit, and that guides the 

development of the audit plan.  

(c)  The auditor shall establish an overall audit strategy that sets the scope, timing and direction of the 

audit, and that guides the development of the audit plan. 

The process of establishing the overall audit strategy assists the auditor to determine, subject 

to the completion of the auditor’s risk assessment procedures, such matters as:  
1. The resources to deploy for specific audit areas, such as the use of appropriately experienced 

team members for high risk areas or the involvement of experts on complex matters;  

2. The amount of resources to allocate to specific audit areas, such as the number of team 

members assigned to observe the inventory count at material locations, the extent  of review 

of other auditors’ work in the case of group audits, or the audit budget in hours to allocate to 
high risk areas;  

3. When these resources are to be deployed, such as whether at an interim audit stage or at key 

cut-off dates; and  

4. How such resources are managed, directed and supervised, such as when team briefing and 

debriefing meetings are expected to be held, how engagement partner and manager reviews 

are expected to take place (for example, on-site or off-site), and whether to complete 

engagement quality control reviews. 

(d) The following are different ways testing is performed in an automated environment :  

There are basically four types of audit tests that should be used. They are inquiry, observation, 

inspection and reperformance. As shown in the illustration below, Inquiry is the most efficient audit 

test but it is also gives the least audit evidence. Hence, inquiry should always be used in 

combination with any one of the other audit testing methods. Inquiry alone is not sufficient.  

Reperformance is most effective as an audit test and gives the best audit evidence. However, 

testing by reperformance could be very time consuming and least efficient most of the time.  

Generally, applying inquiry in combination with inspection gives the most eff ective and efficient 

audit evidence. However, which audit test to use, when and in what combination is a matter of 

professional judgement and will vary depending on several factors including risk assessment, 

control environment, desired level of evidence required, history of errors/misstatements, 

complexity of business, assertions being addressed, etc. The auditor should document the nature 

of test (or combination of tests) applied along with the judgements in the audit file as required by 

SA 230. 

When testing in an automated environment, some of the more common methods are as follows:  

• Obtain an understanding of how an automated transaction is processed by doing a 

walkthrough of one end-to-end transaction using a combination of inquiry, observation and 

inspection. 

• Observe how a user processes transactions under different scenarios.  
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• Inspect the configuration defined in an application 

3. (a) The chief utility of audit lies in reliable financial statements on the basis of which the state of affairs 

may be easy to understand. Apart from this obvious utility, there are other advantages of audit. 

Some or all of these are of considerable value even to those enterprises and organisations where 

audit is not compulsory, these advantages are given below: 

(a) It safeguards the financial interest of persons  who are not associated with the 

management of the entity, whether they are partners or shareholders,bankers, FI’s, public at 
large etc. 

(b) It acts as a moral check on the employees from committing defalcations or embezzlement. 

(c) Audited statements of account are helpful in settling liability for taxes, negotiating loans 

and for determining the purchase consideration for a business.  

(d) These are also useful for settling trade disputes for higher wages or bonus as well as 

claims in respect of damage suffered by property, by fire or some other calamity.  

(e) An audit can also help in the detection of wastages and losses to show the different ways 

by which these might be checked, especially those that occur due to the absence or 

inadequacy of internal checks or internal control measures. 

(f) Audit ascertains whether the necessary books of account and allied records have been 

properly kept and helps the client in making good deficiencies or inadequacies in this 

respect. 

(g) As an appraisal function, audit reviews the existence and operations of various controls 

in the organisations and reports weaknesses, inadequacies, etc., in them. 

(h) Audited accounts are of great help in the settlement of accounts at the time of admission 

or death of partner. 

(i) Government may require audited and certified statement  before it gives assistance or 

issues a license for a particular trade. 

(b) Nature of Audit Documentation 

Audit documentation provides: 

(a) evidence of the auditor’s basis for a conclusion about the achievement of the overall 

objectives of the auditor; and 

(b) evidence that the audit was planned and performed in accordance with SAs and applicable 

legal and regulatory requirements. 

Purpose of Audit Documentation 

The following are the purpose of Audit documentation: 

1. Assisting the engagement team to plan and perform the audit.  

2.  Assisting members of the engagement team to direct and supervise the audit work, and to 

discharge their review responsibilities. 

3. Enabling the engagement team to be accountable for its work. 

4. Retaining a record of matters of continuing significance to future audits.  

5. Enabling the conduct of quality control reviews and inspections.  

6. Enabling the conduct of external inspections in accordance with applicable legal, regulatory 

or other requirements. 
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(c) Review board minutes for approval of new lending agreements. During review, make sure that any 

new loan agreements or bond issuances are authorized. Ensure that significant debt commitments 

should be approved by the board of directors 

▪ Agree details of loans recorded (interest rate, nature and repayment terms) to the loan 

agreement. Verify that borrowing limits imposed by agreements are not exceeded.  

▪ Agree overdrafts and loans recorded to bank confirmation / confirmation to lenders. 

▪ Agree details of leases and hire purchase creditors recorded to underlying agreement.  

▪ Examine trust deed for terms and dates of redemption, borrowing restrictions and compliance 

with covenants. 

▪ When debt is retired, ensure that a discharge is received on assets securing the debt. 

▪ If we become aware of significant transactions that are outside the normal course of business 

or that otherwise appear to be unusual given our understanding of the entity and its 

environment, perform the following procedures: 

(a) Gain an understanding of the business rationale for such significant unusual transaction.  

(b) Consider whether the transactions involve previously unidentified related parties or 

parties that do not have the substance or the financial strength to support the transaction 

without assistance from the entity we are auditing. 

(d) Trade receivable are an essential part of any organisation's balance sheet.  Often referred to 

as debtors, these are monies which are owed to an organisation by a customer. The most common 

form of an account receivable is a sale made on credit, via an invoice, to a customer. Typically, an 

invoice is raised and issued to the customer with the invoice amount being recorded as a debtor 

balance. Until the invoice is paid, the invoice amount is recorded on the organization’s balance 
sheet as accounts receivable. If balances are not recoverable, then these amounts will need to be 

written off as an expense in the income statement/ profit and loss account.  

It is important to carry out compliance procedures in the sales audit as part of the debtors’ audit 
procedure. In summary, check to ensure that the system for receivables has the following features:  

▪ Only bona fide sales lead to receivables  

▪ All such sales are to approved customers 

▪ All such sales are recorded 

▪ Once recorded, the debts can only be eliminated by receipt of cash or on the authority of a 

responsible official  

▪ Debts are collected promptly  

▪ Balances are regularly reviewed and aged, a proper system of follow up exists and if 

necessary adequate provision for bad debt exists 

▪ Clear segregation of duties relating to identification of debt, receipt of income, reconciliations 

and write off of debts 

4. (a)  The auditor should be straightforward, honest and sincere in his approach to his  

professional work. He must be fair and must not allow prejudice or bias to override his objectivity. 

He should maintain an impartial attitude and both be and appear to be free of any interest which 

might be regarded as being incompatible with integrity and objectivity.  

Many different circumstances, or combination of circumstances, may be relevant and accordingly 

it is impossible to define every situation that creates threats to independence and specify the 

appropriate mitigating action that should be taken. In addition, the nature of assurance 

© The Institute of Chartered Accountants of India



6 

engagements may differ and consequently different threats may exist requiring the application of 

different safeguards.  

Threats to Independence 

The Code of Ethics for Professional Accountants, prepared by the International Federation 

of Accountants (IFAC) identifies five types of threats.  These are: 

1. Self-interest threats, which occur when an auditing firm, its partner or associate could benefit 

from a financial interest in an audit client. Examples include (i) direct financial interest or 

materially significant indirect financial interest in a client, (ii) loan or guarantee to or from the 

concerned client, (iii) undue dependence on a client’s fees and, hence, concerns about losing 
the engagement, (iv) close business relationship with an audit client, (v) potential employment 

with the client, and (vi) contingent fees for the audit engagement.  

2. Self-review threats, which occur when during a review of any judgement or conclusion 

reached in a previous audit or non-audit engagement (Non audit services include any 

professional services provided to an entity by an auditor, other than audit or review of the 

financial statements. These include management services, internal audit, investment advisory 

service, design and implementation of information technology systems etc.), or when a 

member of the audit team was previously a director or senior employee of the client. Instances 

where such threats come into play are (i) when an auditor having recently been a director or 

senior officer of the company, and (ii) when auditors perform services that are themselves 

subject matters of audit.   

3. Advocacy threats, which occur when the auditor promotes, or is perceived to promote, a 

client’s opinion to a point where people may believe that objectivity is getting compromised, 

e.g. when an auditor deals with shares or securities of the audited company, or becomes the 

client’s advocate in litigation and third party disputes.  
4. Familiarity threats are self-evident, and occur when auditors form relationships with the 

client where they end up being too sympathetic to the client’s interests. This can occur in 
many ways: (i) close relative of the audit team working in a senior position in the client 

company, (ii) former partner of the audit firm being a director or senior employee of the client, 

(iii) long association between specific auditors and their specific client counterparts, and (iv) 

acceptance of significant gifts or hospitality from the client company, its directors or 

employees.   

5. Intimidation threats, which occur when auditors are deterred from acting objectively with an 

adequate degree of professional skepticism. Basically, these could happen because of threat 

of replacement over disagreements with the application of accounting principles, or pressure 

to disproportionately reduce work in response to reduced audit fees.  

(b) Reporting requirements regarding Fixed Assets under CARO, 2016 are : 

(a) Whether the company is maintaining proper records showing full particulars, including 

quantitative details and situation of fixed assets;   

(b) Whether these fixed assets have been physically verified by the management at reasonable 

intervals; whether any material discrepancies were noticed on such verification and if so, 

whether the same have been properly dealt with in the books of account;   

(c) Whether the title deeds of immovable properties are held in the name of the company. If not, 

provide the details thereof; 

(c) Identify and assess the risks of material misstatement 

(i)  The auditor shall identify and assess the risks of material misstatement at:  

(A) the financial statement level -  

© The Institute of Chartered Accountants of India



7 

(B) the assertion level for classes of transactions, account balances, and disclosures

to provide a basis for designing and performing further audit procedures  

(ii)  For the purpose of Identifying and assessing the risks of material misstatement , the auditor 

shall: 

(A) Identify risks throughout the process of obtaining an understanding of the entity and its 

environment, including relevant controls that relate to the risks, and by considering the 

classes of transactions, account balances, and disclosures in the financial statements;  

(B) Assess the identified risks, and evaluate whether they relate more pervasively to the 

financial statements as a whole and potentially affect many assertions;  

(C) Relate the identified risks to what can go wrong at the assertion level, tak ing account of 

relevant controls that the auditor intends to test; and  

(D) Consider the likelihood of misstatement, including the possibility of multiple 

misstatements, and whether the potential misstatement is of a magnitude that could 

result in a material misstatement. 

(d) When inventory is material to the financial statements, the auditor shall obtain sufficient appropriate 

audit evidence regarding the existence and condition of inventory by:  

(a) Attendance at physical inventory counting, unless impracticable, to: 

(i) Evaluate management’s instructions and procedures for recording and controlling the 
results of the entity’s physical inventory counting;  

(ii) Observe the performance of management’s count procedures;  
(iii) Inspect the inventory; and  

(iv) Perform test counts; and  

(b) Performing audit procedures over the entity’s final inventory records to determine whether 
they accurately reflect actual inventory count results. 

5. (a) The auditor shall evaluate whether the financial statements are prepared in accordance with the 

requirements of the applicable financial reporting framework.  

This evaluation shall include consideration of the qualitative aspects of the entity’s accounting 
practices, including indicators of possible bias in management’s judgments.  
Qualitative Aspects of the Entity’s Accounting Practices 

1. Management makes a number of judgments about the amounts and disclosures in the 

financial statements.  

2.  SA 260 (Revised) contains a discussion of the qualitative aspects of accounting practices.  

3. In considering the qualitative aspects of the entity’s accounting practices, the auditor may 
become aware of possible bias in management’s judgments. The auditor may conclude that 
lack of neutrality together with uncorrected misstatements causes the financial statements to 

be materially misstated. Indicators of a lack of neutrality include the following:  

(i)  The selective correction of misstatements brought to management’s attention during the 
audit  

Example  

Correcting misstatements with the effect of increasing reported earnings, but not 

correcting misstatements that have the effect of decreasing reported earnings.  
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The combination of several deficiencies affecting the same significant account or 

disclosure (or the same internal control component) could amount to a significant 

deficiency (or material weakness if required to be communicated in the jurisdiction). 

This evaluation requires judgment and involvement of audit executives.  

(ii) Possible management bias in the making of accounting estimates.  

4. SA 540 addresses possible management bias in making accounting estimates.  

Indicators of possible management bias do not constitute misstatements for purposes of 

drawing conclusions on the reasonableness of individual accounting estimates. They may, 

however, affect the auditor’s evaluation of whether the financial statements as a whole are 
free from material misstatement. 

(b) Removal of Auditor before Expiry of Term: According to Section 140 (1) the auditor appointed 

under section 139 may be removed from his office before the expiry of his term only by a special 

resolution of the company, after obtaining the previous approval of the Central Government . 

(1)  The application to the Central Government for removal of auditor shall be made in Form ADT-

2 and shall be accompanied with fees as provided for this purpose under the Companies 

(Registration Offices and Fees) Rules, 2014. 

(2)  The application shall be made to the Central Government within thirty days of the resolution 

passed by the Board. 

(3)  The company shall hold the general meeting within sixty days of receipt of approval of the 

Central Government for passing the special resolution. 

 It may be noted that before taking any action for removal before expiry of terms, the auditor 

concerned shall be given a reasonable opportunity of being heard.  

 By applying the above provisions, it may be concluded that the action of the company for 

removal of the auditor CA Z before expiry of term is not justified and auditor may be removed 

from his office only by following the above mentioned procedure.  

(c) The reliability of data is influenced by its source and nature and is dependent on the circumstances 

under which it is obtained. Accordingly, the following are relevant when determining whether data 

is reliable for purposes of designing substantive analytical procedures:  

(i) Source of the information available. For example, information may be more reliable when it is 

obtained from independent sources outside the entity; 

(ii) Comparability of the information available. For example, broad industry data may need to be 

supplemented to be comparable to that of an entity that produces and sells specialised 

products; 

(iii) Nature and relevance of the information available. For example, whether budgets have been 

established as results to be expected rather than as goals to be achieved; and  

(iv) Controls over the preparation of the information that are designed to ensure its completeness, 

accuracy and validity. For example, controls over the preparation, review and maintenance of 

budgets. 

The auditor may consider testing the operating effectiveness of controls, if any, over the entity’s 
preparation of information used by the auditor in performing substantive analytical procedures in 

response to assessed risks. When such controls are effective, the auditor generally has greater 

confidence in the reliability of the information and, therefore, in the results of analytical procedures. 

The operating effectiveness of controls over non-financial information may often be tested in 

conjunction with other tests of controls. For example, in establishing controls over the processing 

of sales invoices, an entity may include controls over the recording of unit sales. In these 

circumstances, the auditor may test the operating effectiveness of controls over the recording of 
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unit sales in conjunction with tests of the operating effectiveness of controls over the processing 

of sales invoices. Alternatively, the auditor may consider whether the information was subjected to 

audit testing. SA 500 (Revised) establishes requirements and provides guidance in determining 

the audit procedures to be performed on the information to be used for substantive an alytical 

procedures. 

(d)  Fraud, whether fraudulent financial reporting or misappropriation of assets, involves 

incentive or pressure to commit fraud, a perceived opportunity to do so and some 

rationalization of the act. For example: 

➢ Incentive or pressure to commit fraudulent financial reporting may exist when management is 

under pressure, from sources outside or inside the entity, to achieve an expected (and 

perhaps unrealistic) earnings target or financial outcome.  

➢ A perceived opportunity to commit fraud may exist when an individual believes internal control 

can be overridden, for example, because the individual is in a position of trust or has 

knowledge of specific deficiencies in internal control.  

Individuals may be able to rationalize committing a fraudulent act. Some individuals possess an 

attitude, character or set of ethical values that allow them knowingly and intentionally to commit a 

dishonest act. However, even otherwise honest individuals can commit fraud in an environment 

that imposes sufficient pressure on them. 

6. (a) Under sub-section (3) of section 141 along with the Companies (Audit and Auditors) Rule, 2014, a 

person who, or his relative or partner is holding any security of or interest in the company or its 

subsidiary, or of its holding or associate company or a subsidiary of such holding company, shall 

not be eligible for appointment as an auditor of a company. 

It may be noted that the relative may hold security or interest in the company of face value not 

exceeding rupees one lakh. 

Where a person appointed as an auditor of a company incurs any of the disqualifications mentioned 

in sub-section (3) after his appointment, he shall vacate his office as such auditor and such vacation 

shall be deemed to be a casual vacancy in the office of the auditor. 

Applying the above provisions to the given problem, it may be concluded that Firm of RGS, 

Chartered Accountants is not eligible to continue as auditors. Firm shall vacate its office as auditor 

and such vacation shall be treated as casual vacancy. 

(b) Receipt of Donations: 

(i) Internal Control System: Existence of internal control system particularly with reference to 

division of responsibilities in respect of authorised collection of donations, custody of receipt 

books and safe custody of money. 

(ii) Custody of Receipt Books: Existence of system regarding issue of receipt books, whether 

unused receipt books are returned and the same are verified physically including checking of 

number of receipt books and sequence of numbering therein.  

(iii) Receipt of Cheques: Receipt Book should have carbon copy for duplicate receipt and signed 

by a responsible official.  All details relating to date of cheque, bank’s name, date, amount, 
etc. should be clearly stated. 

(iv) Bank Reconciliation: Reconciliation of bank statements with reference to all cash deposits 

not only with reference to date and amount but also with reference to receipt book.  

(v) Cash Receipts: Register of cash donations to be vouched more extensively. If addresses are 

available of donors who had given cash, the same may be cross-checked by asking entity to 

post thank you letters mentioning amount, date and receipt number.   
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(vi) Foreign Contributions, if any, to receive special attention to compliance with applicable laws 

and regulations. 

Remittance of Donations to Different NGOs: 

(i) Mode of Sending Remittance: All remittances are through account payee cheques. 

Remittances through Demand Draft would also need to be scrutinised thoroughly with 

reference to recipient. 

(ii) Confirming Receipt of Remittance: All remittances are supported by receipts and 

acknowledgements. 

(iii) Identity: Recipient NGO is a genuine entity. Verify address, 80G Registration Number, etc.  

(iv) Direct Confirmation Procedure: Send confirmation letters to entities to whom donations 

have been paid. 

(v) Donation Utilisation: Utilisation of donations for providing relief to Tsunami victims and not 

for any other purpose. 

(vi) System of NGOs’ Selection: System for selecting NGO to whom donations have been sent. 

(c) In the case of a nationalised bank, the auditor is required to make a report to the Central 

Government in which he has to state the following: 

(a) whether, in his opinion, the balance sheet is a full and fair balance sheet containing all the 

necessary particulars and is properly drawn up so as to exhibit a true and fair view of the 

affairs of the bank, and in case he had called for any explanation or information, whether it 

has been given and whether it is satisfactory; 

(b) whether or not the transactions of the bank, which have come to his notice, have been within 

the powers of that bank; 

(c) whether or not the returns received from the offices and branches of the bank have been 

found adequate for the purpose of his audit; 

(d) whether the profit and loss account shows a true balance of profit or loss for the period 

covered by such account; and  

(e) any other matter which he considers should be brought to the notice of the Central 

Government. 

The report of auditors of State Bank of India is also to be made to the Centra l Government and is 

almost identical to the auditor’s report in the case of a nationalised bank.  
(d) Audit of Hospital: The special steps involved in such an audit are stated below- 

(1) Register of Patients: Vouch the Register of patients with copies of bills issued to them. Verify 

bills for a selected period with the patients’ attendance record to see that the bills have been 
correctly prepared. Also see that bills have been issued to all patients from whom an amount 

was recoverable according to the rules of the hospital.  

(2) Collection of Cash: Check cash collections as entered in the Cash Book with the receipts, 

counterfoils and other evidence for example, copies of patients bills, counterfoils of dividend 

and other interest warrants, copies of rent bills, etc. 

(3) Income from Investments, Rent etc.: See by reference to the property and Investment 

Register that all income that should have been received by way of rent on properties, 

dividends, and interest on securities have been collected. 

(4) Legacies and Donations: Ascertain that legacies and donations received for a specific 

purpose have been applied in the manner agreed upon. 
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(5) Reconciliation of Subscriptions: Trace all collections of subscription and donations from 

the Cash Book to the respective Registers. Reconcile the total subscriptions due (as shown 

by the Subscription Register and the amount collected and that still outstanding).  

(6) Authorisation and Sanctions: Vouch all purchases and expenses and verify that the capital 

expenditure was incurred only with the prior sanction of the Trustees or the Managing 

Committee and that appointments and increments to staff have been duly authorised.  

(7) Grants and TDS: Verify that grants, if any, received from Government or local authority has 

been duly accounted for. Also, that refund in respect of taxes deducted at source has been 

claimed. 

(8) Budgets: Compare the totals of various items of expenditure and income with the amount 

budgeted for them and report to the Trustees or the Managing Committee, significant 

variations which have taken place. 

(9) Internal Check: Examine the internal check as regards the receipt and issue of stores; 

medicines, linen, apparatus, clothing, instruments, etc. so as to insure that purchases have 

been properly recorded in the Inventory Register and that issues have been made only against 

proper authorisation. 

(10) Depreciation: See that depreciation has been written off against all the assets at the 

appropriate rates. 

(11) Registers: Inspect the bonds, share scrips, title deeds of properties and compare their 

particulars with those entered in the property and Investment Registers.  

(12) Inventories: Obtain inventories, especially of stocks and stores as at the end of the year and 

check a percentage of the items physically; also compare their total values with respective 

ledger balances. 

(13) Management Representation and Certificate : Get proper Management Representation and 

Certificate with respect to various aspects covered during the course of audit. 
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