
3 
Preparation for an Audit 

Question 1 

Indicate the factors which make it appropriate for an auditor to send a new Engagement Letter 
for a recurring audit.  (5 Marks, November, 2014) 

Or 
It is not mandatory to send a new engagement letter in recurring audit, but sometimes it 
becomes mandatory to send new letter. Explain those situations where new engagement letter 
is to be sent.  (5 Marks, November, 2011) 

Answer 

Factors which make it appropriate for sending a New Engagement Letter for Recurring 
Audit: As per SA 210, “Agreeing the Terms of Audit Engagements”, on recurring audits, the 
auditor shall assess whether circumstances require the terms of the audit engagement to be 
revised and whether there is a need to remind the entity of the existing terms of the audit 
engagement.  

The auditor may decide not to send a new audit engagement letter or other written agreement 
each period. However, the following factors may make it appropriate to revise the terms of the 
audit engagement or to remind the entity of existing terms- 

(i) Any indication that the entity misunderstands the objective and scope of the audit. 

(ii) Any revised or special terms of the audit engagement. 

(iii) A recent change in senior management or board of directors. 

(iv) A significant change in ownership. 

(v) A significant change in nature or size of the entity’s business. 

(vi) A change in legal or regulatory requirements. 

(vii) A change in the financial reporting framework adopted in the preparation of the financial 
statements. 

(viii) A change in other reporting requirements. 
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Question 2 

State with reasons (in short) whether the following statements are correct or incorrect:  
(a) Extracts and copies of important legal documents, agreements and minutes relevant to 

the audit is part of current audit file. 

(b) Surprise checks are part of internal check. 

(c) An Auditor is bound to provide copies of the working papers to the CEO of the company. 

 (2 Marks each, November, 2014) 

Answer 

(a) Incorrect: Extracts and copies of important legal documents, agreements and minutes 
relevant to the audit is part of a permanent audit file. Current audit file contains 
information, documents, statements etc. relevant for use only for current period audit 
assignment. 

(b) Incorrect: Surprise checks are part of normal audit procedures and the results of such 
checks are important to the auditor in deciding the scope of his audit and submitting his 
report thereon. 

(c) Incorrect: Working papers are the property of the auditor, thus he is not bound to 
provide copies of the working papers to anyone unless otherwise specified by law or 
regulation. However, the auditor may, at his discretion, make portions of or extracts from 
his working papers available to CEO of the Company or any third party.  

Question 3 

Discuss in brief the types of audit risk and inter relationship of components of audit risk. 

(6 Marks, November, 2014) 

Or 
Write a short note on “Audit Risk”.   (4 Marks, May, 2004) 

Answer 

Audit Risk: Audit risk is the risk that an auditor may give an inappropriate opinion on financial 
information which is materially misstated. For example, an auditor may give an unqualified 
opinion on financial statements without knowing that they are materially misstated. Such risk 
may exist at overall level, while verifying various transactions and balance sheet items.  

Three components of audit risk are: 

 Inherent risk (risk that material errors will occur); 

 Control risk (risk that the client’s system of internal control will not prevent or correct 
such errors); and 

 Detection risk (risk that any remaining material errors will not be detected by the auditor). 
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As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in 
Accordance with Standards on Auditing”, the risks of material misstatement at the assertion 
level consist of two components: inherent risk and control risk. Inherent risk and control risk 
are the entity’s risks; they exist independently of the audit of the financial statements.  

(i) Inherent risk: It is the susceptibility of an account balance or class of transactions to 
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. External circumstances giving rise to business risks may also influence inherent 
risk.  

(ii) Control Risk: It 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. It is a function 
of the effectiveness of the design, implementation and maintenance of internal control by 
management to address identified risks that threaten the achievement of the entity’s 
objectives relevant to preparation of the entity’s financial statements. 

(iii) Detection Risk: It is the risk that the procedures performed by the auditor to reduce 
audit risk to an acceptably low level will not detect a misstatement that exists and that 
could be material, either individually or when aggregated with other misstatements. 
Detection risk relates to the nature, timing, and extent of the auditor’s procedures that 
are determined by the auditor to reduce audit risk to an acceptably low level. It is 
therefore a function of the effectiveness of an audit procedure and of its application by 
the auditor. 

Inter-relationship of components of Audit Risk: Audit risk is a function of the risks of 
material misstatement and detection risk. The inherent and control risks are functions of the 
entity’s business and its environment and the nature of the account balances or classes of 
transactions, regardless of whether an audit is conducted. Even though inherent and control 
risks cannot be controlled by the auditor, the auditor can assess them and design his 
substantive procedures to produce on acceptable level of detection risk, thereby reducing 
audit risk to an acceptably low level. 

As per SA 200, for a given level of audit risk, the acceptable level of detection risk bears an 
inverse relationship to the assessed risks of material misstatement at the assertion level. For 
example, the greater the risks of material misstatement the auditor believes exists, the less 
the detection risk that can be accepted and, accordingly, the more persuasive the audit 
evidence required by the auditor. 

Question 4 

Write a short note on Materiality and audit risk.  (4 Marks, November, 2014) 

Or 
Explain “Relationship between materiality and audit risk”.   (5 Marks, May, 2007) 
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Answer 

Materiality and Audit Risk: SA 320 on 'Materiality in Planning and Performing an Audit' 
requires that the auditor should consider materiality and its relationship with audit risk when 
conducting an audit. Materiality depends on the size and the nature of the items judged in the 
particular circumstances of its misstatement.  

The audit should be planned so that audit risk is kept at an acceptably low level. There is an 
inverse relationship between Materiality and the degree of audit risk. Higher the materiality 
level, the lower the audit risk and vice-versa. After the auditor has assessed the inherent and 
control risks, he should consider the level of detection risk that he is prepared to accept and, 
based upon his judgment, select appropriate substantive audit procedures. If the auditor does 
not perform any substantive procedures, detection risk, that is, the risk that the auditor will fail 
to detect a misstatement, will be high. 

The auditor's assessment of audit risk may change during the course of an audit 
according to the need and development of the circumstances. 

Question 5 

State with reasons (in short) whether the following statement is correct or incorrect:  
There is no difference in terms "Audit Procedure" and "Audit Technique". (2 Marks, May, 2014) 

Answer 

Incorrect: There is distinction between ‘Audit Procedure’ and ‘Audit Technique’. Audit 
Procedure may comprise a number of techniques and represents the broad frame of the 
manner of handling the audit work; Audit techniques stand for the methods employed for 
carrying out the procedure. 

Question 6 

You are the auditor of a company. What precautions you will suggest in adopting test checking 
technique for audit work? (8 Marks, May, 2014) 

Or 
Explain “Precautions to be taken in applying test check technique”.  (6 Marks, November, 2007) 

Answer 

Precautions for adopting Test Checking Technique: While adopting test check technique, 
an auditor should take following precautions- 

(i) Classification: The transactions of the concern should be classified under appropriate 
heads and may be stratified in case of wide variations between the transactions of the 
same kind. 

(ii)  System study in sequential order: Authorisations, documentations, recording of the 
transactions should be studied right from the beginning to end. 

(iii) Evaluation of internal control: Evaluating the system of internal control for its 
efficiency, soundness and capability to produce reliable accounting and financial data. 

© The Institute of Chartered Accountants of India



 Preparation for an Audit 3.5 

(iv) Clarity of test check plan: Preparation of test check plan with clear audit objective 
understood by the audit staff. 

(v) Scientific sample selection: Un-biased selection of the transactions with reference to 
the random number tables or other statistical methods. 

(vi)  Test check, not applicable prohibited areas: Identification of the areas where test 
check may not be done. 

(vii)  Sample size: Based on degree of reliance and the confidence level required in the audit, 
the number of transactions to be selected for each test plan should be pre-determined. 

(viii)  Materiality: Setting up criteria to judge what constitute material or immaterial errors. 
Further investigation of only material errors be carried out and all immaterial errors may 
be avoided. 

Question 7 

Write a short note on Advantages of Statistical Sampling in Auditing.   

(4 Marks, May, 2014) (4 Marks, November, 2011) (5 Marks, May, 2008) 

Answer 

Advantages of Statistical Sampling in Auditing: The advantages of using statistical 
sampling technique in auditing are- 

(i) Sample size does not increase in proportion to the increase in the size of population. 

(ii) Sample selection is more objective and based on law of probability. 

(iii) This provides a means of estimating the minimum sample size associated with a 
specified risk and precision level. 

(iv) It also provides a means for deriving a calculated risk and corresponding precision. 

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

Question 8 

Discuss the following: 

(a) Despite of several disadvantages, audit programme is required to start an audit.  

(5 Marks, November, 2013) 

(b) Is surprised checks desirable in audit, if so, give important recommendations.  

(5 Marks, May, 2013) 

Answer 

(a) Despite several disadvantages, Audit Programme is required to start an Audit: 
Despite of several disadvantages, the audit programme is required to start an audit due 
to the following considerations- 
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(i) The audit programme lists down areas of audit before commencement. 

(ii) The audit timing is built therein; thereby it becomes a schedule of audit plan. 

(iii) The staff who are entrusted with the audit assignment is also specified. It is a plan 
of resource allocation of the firm. 

(iv) It specifies the procedures to be checked during the audit. 

(v) As the audit work is split into various elements of procedures to be performed, the 
audit programme acts as a guiding chart or check list during the performance of 
audit. 

(vi) Since the staff in charge of each work is specified and they sign the programme, it 
extracts the responsibility from the audit assistants. 

(vii) The working papers of the audit staff can be reviewed against the audit programme 
which helps a base of reference for evaluation of the performance before reporting 
on the financial statements. 

(viii) It also helps in preparing a diary of the performance and plan and also base for 
billing the clients for the time and manpower involved in the audit. 

(b) Need of Surprise Checks: The need for and frequency of surprise checks is obviously a 
matter to be decided having regard to the circumstances of each audit. It would depend 
upon the extent to which the auditor considers the internal control system as adequate, 
the nature of the clients’ transaction, the locations from which he operates and the 
relative importance of items like cash, investments, stores etc. However, wherever 
feasible a surprise check should be made at least once in the course of an audit. 

The following are the important recommendations: 

(i) Surprise checks should be considered as a desirable part of each audit. 

(ii) The areas over which surprise checks should be employed would depend upon the 
circumstances of each audit but should normally include- 

(1) Verification of cash and investments. 

(2) Test-verification of stores and inventories and the records relating thereto. 

(3) Verification of books of prime entry and statutory registers normally required to 
be examined for the purposes of audit. 

(iii) The frequency of surprise checks may be determined by the auditor in the 
circumstances of each audit but should normally be at least once in the course of an 
audit. 

(iv) The results of the surprise checks should be communicated to the management if 
they reveal any weakness in the system of internal control or any fraud or error or 
deficiency in the maintenance of records. 

(v) The auditor should satisfy himself that adequate action is taken by the management 
on the matters communicated by him. 
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(vi) It is not necessary in all cases for the results of the surprise checks to be included 
in the auditors’ report on the accounts. They should, however, be included if in the 
opinion of the auditor they are material and affect a true and fair view of the 
accounts on which he is reporting. 

Question 9 

State with reason (in short) whether the following statement is correct or incorrect.  

Inherent and control risk, and detection risk have same meaning. (2 Marks, November, 2013) 

Answer 

Incorrect: Inherent and control risks differ from detection risk in that they exist independently 
of an audit of financial information. Inherent and control risks are functions of the entity’s 
business and its environment and the nature of the account balances or classes of 
transactions, regardless of whether an audit is conducted. Even though inherent and control 
risks cannot be controlled by the auditor, the auditor can assess them and design his 
substantive procedures to produce an acceptable level of detection risk, thereby reducing 
audit risk to an acceptably low level. 

Question 10 

Write a short note on Importance of audit working papers.     (4 Marks, November, 2013) 

Or 
Write a short note on Importance of working papers.    (4 Marks, November, 2011) 

Or 
Explain in brief, the utility of Working Paper to an auditor.        (3 Marks, May, 2007) 

Answer 

Importance of Audit Working Papers 

(i) It provides guidance to the audit staff with regard to the manner of checking the 
schedules. 

(ii) The auditor is able to fix responsibility on the staff member who signs each schedule 
checked by him. 

(iii) It acts as evidence in the court of law when a charge of negligence is brought against the 
auditor. 

(iv) It acts as the process of planning for the auditor so that he can estimate the time that 
may be required for checking the schedules. 

The auditor should adopt reasonable procedures for custody and confidentiality of his working 
papers and should retain them for a period of time sufficient to meet the needs of his practice 
and satisfy any pertinent legal or professional requirements of record retention. 

Question 11 

Write a short note on Audit Planning & Materiality.     (4 Marks, May, 2013) 
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Answer 

Audit Planning and Materiality: Materiality is an important consideration for an auditor to 
evaluate whether the financial statements reflect a true or fair view or not. SA 320 on 
“Materiality in Planning and Performing an Audit” requires that an auditor should consider 
materiality and its relationship with audit risk while conducting an audit. When planning the 
audit, the auditor considers what would make the financial information materially misstated. 
The auditor’s preliminary assessment of materiality related to specific account balances and 
classes of transactions helps the auditor decide such questions as what items to examine and 
whether to use sampling and analytical procedures. This enables the auditor to select audit 
procedures that, in combination, can be expected to support the audit opinion at an acceptably 
low degree of audit risk. It may be noted that the auditor’s assessment of materiality and audit 
risk may be different at the time of initially planning of the audit as against at the time of 
evaluating the results of audit procedures. 

Question 12 

What is continuous audit and what are the precautions which should be taken to avoid the 
disadvantages of continuous audit?      (8 Marks) (May 2013) 

Answer 

Continuous Audit: A continuous audit is one in which the auditor’s staff is engaged 
continuously in checking the accounts of the client the whole year round or when for this 
purpose the staff attends at intervals, fixed or otherwise, during the currency of the financial 
period. 

The disadvantages of a continuous audit can be avoided if the following precautions are taken: 

(i) During the course of each visit, work should be completed upto a definite stage so as to 
avoid loose ends. 

(ii) At the end of each visit, important balances should be noted down and the same should 
be compared at the time of the next visit. 

(iii) The visits should be at irregular intervals of time so that the client’s staff may not in 
advance know the exact date when the audit would be resumed and thus may be able to 
prepare themselves in advance for the same. 

(iv) The nominal accounts should be checked only at the time of final closing. 

(v) The client’s staff should be instructed not to alter or correct audited figures. The auditor 
should also device a special form of ticks for being placed against figures which have 
been altered and neither its purpose nor significance should be disclosed to the client’s 
staff. 

Question 13 

What are the audit working papers? Discuss various contents of current file. 

 (8 Marks, November, 2012) 
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Answer 

Audit Working Papers: Working papers are papers prepared and obtained by the auditor and 
retained by him, in connection with the performance of his audit. Working papers are the 
property of the auditor. As per SA 230 “Audit Documentation” refers to the record of audit 
procedures performed, relevant audit evidence obtained, and conclusions the auditor reached 
(terms such as “working papers” or “work papers” are also sometimes used).  

Working papers should record the audit plan, the nature, timing and extent of auditing 
procedures performed, and the conclusions drawn from the evidence obtained. 

Current Audit file: The current file normally includes- 

(i) Correspondence relating to acceptance of annual reappointment. 

(ii) Extracts of important matters in the minutes of Board Meetings and General Meetings, as 
are relevant to the audit. 

(iii) Evidence of the planning process of the audit and audit programme. 

(iv) Analysis of transactions and balances. 

(v) A record of the nature, timing and extent of auditing procedures performed and the 
results of such procedures. 

(vi) Evidence that the work performed by assistants was supervised and reviewed. 

(vii) Copies of communications with other auditors, experts and other third parties. 

(viii) Copies of letters or notes concerning audit matters communicated to or discussed with 
the client, including the terms of the engagement and material weaknesses in relevant 
internal controls. 

(ix) Letters of representation or confirmation received from the client. 

(x) Conclusions reached by the auditor concerning significant aspects of the audit.  

(xi) Copies of the financial information being reported on and the related audit reports. 

Question 14 

Write short notes on the following:  

(a) Initial Engagements. (4 Marks, May, 2012) 

(b) Disadvantages of the use of an audit programme. (4 Marks, May, 2012) 

(c) Audit Techniques. (4 Marks, May, 2012) (5 Marks, May, 2007) 

(d) Simple random sampling. (4 Marks, May, 2012) 

Answer 

(a) Initial Engagements: In conducting an initial engagement, the objective of the auditor 
with respect to opening balances is to obtain sufficient appropriate audit evidence about 
whether opening balances contain misstatements that materially affect the current 
period’s financial statements; and appropriate accounting policies reflected in the 
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opening balances have been consistently applied in the current period’s financial 
statements, or changes thereto are properly accounted for and adequately presented and 
disclosed in accordance with the applicable financial reporting framework. 

(b) Disadvantages of the use of an Audit Programme: There are some disadvantages in 
the use of audit programmes but most of these can be removed by taking some steps 
which otherwise also contribute to the making of a good audit. The disadvantages are- 

(i) The work may become mechanical and particular parts of the programme may be 
carried out without any understanding of the object of such parts in the whole audit 
scheme. 

(ii) The programme often tends to become rigid and inflexible following set grooves; the 
business may change in its operation of conduct, but the old programme may still be 
carried on. Changes in staff or internal control may render precaution necessary at 
points different from those originally decided upon. 

(iii) Inefficient assistants may take shelter behind the programme i.e. defend 
deficiencies in their work on the ground that no instruction in the matter is contained 
therein. 

(iv) A hard and fast audit programme may kill the initiative of efficient and enterprising 
assistants. 

(c) Audit Techniques: For collection and accumulation of audit evidence, certain methods 
and means are available and these are known as audit techniques. Some of the 
techniques commonly adopted by the auditors are the following- 

(i) Posting checking 

(ii) Casting checking 

(iii) Physical examination and count 

(iv) Confirmation 

(v) Inquiry 

(vi) Year-end scrutiny 

(vii) Re-computation 

(viii) Tracing in subsequent period 

(ix) Bank Reconciliation. 

It may be noted that the two terms, procedure and techniques often used 
interchangeably, however, a distinction does exist. Procedure may comprise a number of 
techniques and represents the broad frame of the manner of handling the audit work; 
techniques stand for the methods employed for carrying out the procedure. For example, 
procedure requires an examination of the documentary evidence. This job is performed 
by the procedure known as vouching which would involve technique of inspection and 
checking computation of documentary evidence. 
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(d) Simple Random Sampling: Under this method each unit of the whole population e.g. 
purchase or sales invoice has an equal chance of being selected. The mechanics of 
selection of items may be by choosing numbers from table of random numbers by 
computers or picking up numbers randomly from a drum. It is considered that random 
number tables are simple and easy to use and also provide assurance that the bias does 
not affect the selection. This method is considered appropriate provided the population to 
be sampled consists of reasonably similar units and fall within a reasonable range. For 
example the population can be considered homogeneous, if say, trade receivables 
balances fall within the range of ` 55,000 to ` 2,25,000 and not in the range between  
` 525 to ` 10,50,000. 

Question 15 

Write a short note Stratified sampling.  (4 Marks, May, 2011) 

Answer 

Stratified Sampling: This method involves dividing the whole population to be tested in a few 
separate groups called strata and taking a sample from each of them. Each stratum 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 judgement.  

The reason behind the stratified sampling is that for a highly diversified population, weights 
should be allocated to reflect these differences. This is achieved by selecting different 
proportions from each strata. It can be seen that the stratified sampling is simply an extension 
of simple random sampling. 

Question 16 

R & M Company, a firm of Chartered Accountants, was appointed as statutory auditors of XYZ 
Company Ltd. Draft an engagement letter accepting the appointment as auditors.  

(8 Marks, November, 2010) 

Answer 

Engagement Letter for accepting the Appointment as an Auditor: As per the SA 210, 
“Agreeing the Terms of Audit Engagements”, the draft of Engagement Letter is as follows- 

To, the Board of Directors of XYZ Company Ltd. 

(Address) 

Dear Sir, 

We refer to the letter dated _________ informing us about our appointment as the auditors of 
the Company. You have requested that we audit the financial statements of the Company as 
defined in Section 2(40) of the Companies Act, 2013 (‘2013 Act’), for the financial year(s) 
beginning April 1, 20XX and ending March 31, 20YY. The financial statements of the Company 
include, where applicable, consolidated financial statements of the Company and of all its 
subsidiaries, associate companies and joint ventures. We are pleased to confirm our 
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acceptance and our understanding of this audit engagement by means of this letter. 

Our audit will be conducted with the objective of our expressing an opinion if the aforesaid 
financial statements give the information required by the 2013 Act in the manner so required, 
and give a true and fair view in conformity with the applicable accounting principles generally 
accepted in India, of the state of affairs of the Company as at 31st March, 20YY, and its 
profit/loss and its cash flows for the year ended on that date which, inter alia, includes 
reporting in conjunction whether the Company has an adequate internal financial controls 
system over financial reporting in place and the operating effectiveness of such controls. In 
forming our opinion on the financial statements, we will rely on the work of branch auditors 
appointed by the Company and our report would expressly state the fact of such reliance. 

We will conduct our audit in accordance with the Standards on Auditing (SAs), issued by the 
Institute of Chartered Accountants of India (ICAI) and deemed to be prescribed by the Central 
Government in accordance with Section 143(10) of the 2013 Act. Those Standards require 
that we comply with ethical requirements and plan and perform the audit to obtain reasonable 
assurance about whether the financial statements are free from material misstatements. An 
audit involves performing procedures to obtain audit evidence about the amounts and the 
disclosures in the financial statements. The procedures selected depend on the auditor’s 
judgment, including the assessment of the risks of material misstatement of the financial 
statements, whether due to fraud or error. In making those risk assessments, the auditor 
considers internal financial control relevant to the Company’s preparation of the financial 
statements that give a true and fair view in order to design audit procedures that are 
appropriate in the circumstances. 

The terms of reference for our audit of internal financial controls over financial reporting 
carried out in conjunction with our audit of the Company’s financial statements will be as 
stated in the separate engagement letter for conducting such audit and should be read in 
conjunction with this letter. 

An audit also includes evaluating the appropriateness of the accounting policies used and the 
reasonableness of accounting estimates made by the Management, as well as evaluating the 
overall presentation of the financial statements.  

Because of the inherent limitations of an audit, including the possibility of collusion or improper 
management override of controls, there is an unavoidable risk that material misstatements due 
to fraud or error may occur and not be detected, even though the audit is properly planned and 
performed in accordance with the SAs. Also, projections of any evaluation of the internal 
financial controls over financial reporting to future periods are subject to the risk that the 
internal financial control over financial reporting may become inadequate because of changes 
in conditions, or that the degree of compliance with the policies or procedures may deteriorate. 

Our audit will be conducted on the basis that the Management and those charged with 
governance (Audit Committee / Board) acknowledge and understand that they have the 
responsibility: 
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(a) For the preparation of financial statements that give a true and fair view in accordance 
with the applicable Financial Reporting Standards and other generally accepted 
accounting principles in India. This includes: 

 Compliance with the applicable provisions of the 2013 Act; 

 Proper maintenance of accounts and other matters connected therewith; 

 The responsibility for the preparation of the financial statements on a going concern 
basis; 

 The preparation of the annual accounts in accordance with, the applicable accounting 
standards and providing proper explanation relating to any material departures from 
those accounting standards; 

 Selection of accounting policies and applying them consistently and making 
judgments and estimates that are reasonable and prudent so as to give a true and fair 
view of the state of affairs of the Company at the end of the financial year and of the 
profit and loss of the Company for that period; 

 Taking proper and sufficient care for the maintenance of adequate accounting records 
in accordance with the provisions of the 2013 Act for safeguarding the assets of the 
Company and for preventing and detecting fraud and other irregularities; 

 Laying down internal financial controls to be followed by the Company and that such 
internal financial controls are adequate and were operating effectively; and 

 Devising proper systems to ensure compliance with the provisions of all applicable 
laws and that such systems were adequate and operating effectively. 

(b) Identifying and informing us of financial transactions or matters that may have any 
adverse effect on the functioning of the Company. 

(c) Identifying and informing us of: 

 All the pending litigations and confirming that the impact of the pending litigations on 
the Company’s financial position has been disclosed in its financial statements; 

 All material foreseeable losses, if any, on long term contracts including derivative 
contracts and the accrual for such losses as required under any law or accounting 
standards; and 

 Any delay in transferring amounts, required to be transferred, to the Investor 
Education and Protection Fund by the Company. 

(d) Informing us of facts that may affect the financial statements, of which Management may 
become aware during the period from the date of our report to the date the financial 
statements are issued. 

(e) Identifying and informing us as to whether any director is disqualified as on March 31, 
20YY from being appointed as a director in terms of Section 164(2) of the 2013 Act. This 
should be supported by written representations received from the directors as on March 
31, 20YY and taken on record by the Board of Directors. 

(f) To provide us, inter alia, with: 
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(i) Access, at all times, to all information, including the books, accounts, vouchers and 
other records and documentation of the Company, whether kept at the Head Office 
or elsewhere, of which the Management is aware that are relevant to the 
preparation of the financial statements such as records, documentation and other 
matters. This will include books of account maintained in electronic mode; 

(ii) Access, at all times, to the records of all the subsidiaries (including associate 
companies and joint ventures as per Explanation to Section 129(3) of the 2013 Act) 
of the Company in so far as it relates to the consolidation of its financial statements, 
as envisaged in the 2013 Act; 

(iii) Access to reports, if any, relating to internal reporting on frauds (e.g., vigil 
mechanism reports etc.), including those submitted by cost accountant or company 
secretary in practice to the extent it relates to their reporting on frauds in 
accordance with the requirements of Section 143(12) of the 2013 Act; 

(iv) Additional information that we may request from the Management for the purposes 
of our audit; 

(v) Unrestricted access to persons within the Company from whom we deem it 
necessary to obtain audit evidence. This includes our entitlement to require from the 
officers of the Company such information and explanations as we may think 
necessary for the performance of our duties as the auditors of the Company; and 

(vi) All the required support to discharge our duties as the statutory auditors as 
stipulated under the Companies Act, 2013/ ICAI standards on auditing and 
applicable guidance. 

As part of our audit process, we will request from the Management written confirmation 
concerning representations made to us in connection with our audit. 

Our report prepared in accordance with relevant provisions of the 2013 Act would be 
addressed to the shareholders of the Company for adoption of the accounts at the Annual 
General Meeting. In respect of other services, our report would be addressed to the Board of 
Directors. The form and content of our report may need to be amended in the light of our audit 
findings. 

In accordance with the requirements of Section 143(12) of the 2013 Act, if in the course of 
performance of our duties as auditor, we have reason to believe that an offence involving 
fraud is being or has been committed against the Company by officers or employees of the 
Company, we will be required to report to the Central Government, in accordance with the 
rules prescribed in this regard which, inter alia, requires us to forward our report to the Board 
or Audit Committee, as the case may be, seeking their reply or observations, to enable us to 
forward the same to the Central Government. 

As stated above, given that we are required as per Section 143(12) of the Act to report on 
frauds, such reporting will be made in good faith and, therefore, cannot be considered as 
breach of maintenance of client confidentiality requirements or be subject to any suit, 
prosecution or other legal proceeding since it is done in pursuance of the 2013 Act or of any 
rules or orders made thereunder. 
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We also wish to invite your attention to the fact that our audit process is subject to 'peer 
review' / ‘quality review’ under the Chartered Accountants Act, 1949. The reviewer(s) may 
inspect, examine or take abstract of our working papers during the course of the peer 
review/quality review. 

We may involve specialists and staff from our affiliated network firms to perform certain 
specific audit procedures during the course of our audit. 

In terms of Standard on Auditing 720 – “The Auditor’s Responsibility in Relation to Other 
Information in Documents Containing Audited Financial Statements” issued by the ICAI and 
deemed to be prescribed by the Central Government in accordance with Section 143(10) of 
the 2013 Act , we request you to provide to us a Draft of the Annual Report containing the 
audited financial statements so as to enable us to read the same and communicate material 
inconsistencies, if any, with the audited financial statements, before issuing the auditor’s 
report on the financial statements. 

Our fees will be billed as the work progresses. 

This letter should be read in conjunction with our letter dated _____ for the Audit of Internal 
Financial Controls Over Financial Reporting under the 2013 Act, in respect of which separate 
fees have been fixed/will be mutually agreed. 

We look forward to full cooperation from your staff during our audit. 

Please sign and return the attached copy of this letter to indicate your acknowledgement of, 
and agreement with, the arrangements for our audit of the financial statements including our 
respective responsibilities. 

Yours faithfully, 

 

(signature) 
(Name of the Member) 
(Designation)1 
R & M Company 
Chartered Accountants 

Date: 
Place: 
 
 
Copy to: Chairman, Audit Committee 

Acknowledged on behalf of ____________Company 
Name and Designation: _________________ 
Date: ______________ 

 

                                                            
1 Partner or proprietor, as the case may be. 
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Question 17 

Write a short note on Audit Working Papers.   (5 Marks, May, 2010) 

Answer 

Audit Working Papers: The audit working papers constitute the link between the auditor’s 
report and the client’s records. SA 230 on “Audit Documentation” refers to the record of audit 
procedures performed, relevant audit evidence obtained, and conclusions the auditor reached. 
The object of Audit working papers is to provide- 

(i) Evidence of the auditor’s basis for a conclusion about the achievement of the overall 
objective of the auditor; and 

(ii) Evidence that the audit was planned and performed in accordance with SAs and 
applicable legal and regulatory requirements. 

Besides above, they serve a number of additional purposes, including the following: 

(a) Assisting the engagement team to plan and perform the audit. 

(b) Assisting members of the engagement team responsible for supervision to direct and 
supervise the audit work, and to discharge their review responsibilities in accordance 
with SA 220 on Quality Control for an Audit of Financial Statements. 

(c) Enabling the engagement team to be accountable for its work. 

(d) Retaining a record of matters of continuing significance to future audits. 

(e) Enabling the conduct of quality control reviews and inspections in accordance with SQC 1. 

(f) Enabling the conduct of external inspections in accordance with applicable legal, 
regulatory or other requirements. 

Working papers should contain audit plan, the nature, timing and extent of auditing procedures 
performed, and the conclusions drawn from the evidence obtained. The auditor shall assemble 
the audit working papers in an audit file and complete the administrative process of 
assembling the final audit file on a timely basis after the date of the auditor’s report. The 
retention period for audit working papers ordinarily is no shorter than seven years from the 
date of the auditor’s report, or, if later, the date of the group auditor’s report. Unless otherwise 
specified by law or regulation, audit working papers are the property of the auditor. He may at 
his discretion, make portions of, or extracts from, audit documentation available to clients. 

Question 18 

State with reasons (in short) whether the following statements are true or false: 

(i) While auditing the accounts of a company, it is obligatory that the auditor must adopt 
sampling technique. 

(ii) The auditee firm has no right to compel the auditor to provide copies of the working 
papers.  (2 Marks each, November, 2009) 
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Answer 

(i) False: It is not obligatory that the auditor must adopt sampling technique in auditing the 
accounts. But he should ensure that the relevant standards on auditing have been 
followed. It is in the interest of the auditor if he decides to form his opinion on the basis of 
audit sample using standards and techniques which are widely followed and recognized. 

(ii) True: Working papers are the property of the auditors. Auditee has no right to compel the 
auditor’s firm to provide it with the copies of working papers. However, the auditors may 
at their discretion make portions of or extracts from their working papers available to the 
Auditee. 

Question 19 

Describe a set of instructions, which an auditor has to give to his client before the start of 
actual audit.  (4 Marks, November, 2009) 

Answer 

Following instructions are given by the Auditor to the Client before the start of Audit: 

(i) The accounts should be totalled up and trial balance and final accounts be kept ready. 

(ii) Vouchers should be serially arranged. 

(iii) Schedule of trade receivables and trade payables should be prepared. 

(iv) Schedule of outstanding expenses, prepaid expenses and accrued income to be kept 
ready. 

(v) A list of bad and doubtful debts should be prepared. 

(vi) Schedule of investments should be prepared. 

(vii) Certified list of goods returned to be prepared. 

(viii) Statement of permanent capital expenditure to be prepared. 

(ix) Schedule of deferred revenue expenditures to be prepared. 

(x) Names and addresses of managers and other officers should be kept ready. 

Alternative answer 

(i) It is the responsibility of the management to prepare the financial statements, to select 
and consistently apply the appropriate accounting policies. 

(ii) Management is responsible for the maintenance of adequate accounting records and 
internal controls for safeguarding assets of the company. 

(iii) Unrestricted access to whatever records, documentation and other information required 
in connection with the audit. 

(iv) Management’s responsibility for making judgements of estimates that are reasonable and 
prudent so as to give a true and fair view of the state of affairs of the entity. 

(v) Management’s responsibility for preparation of the financial statements as a going concern. 
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Question 20 

X, a Chartered Accountant was engaged by PQR & Co. Ltd. for auditing their accounts. He 
sent his letter of engagement to the Board of Directors, which was accepted by the Company. 
In the course of audit of the company, the auditor was unable to obtain appropriate sufficient 
audit evidence regarding receivables. The client requested for a change in the terms of 
engagement. Offer your comments in this regard.   (5 Marks, November, 2009) 

Answer 

Change in Terms of Engagement: According to SA 210 “Agreeing the Terms of Audit 
Engagements”, an auditor who is required to change the engagement which requires lower 
level of assurance before the completion of engagement should consider the appropriateness 
of doing so. But when the terms of engagement are changed, both the auditor and the client 
should agree on the new terms. However, the auditor should not agree to a change in terms 
where there is no reasonable justification for doing so. 

If the auditor is unable to agree to a change of the terms of the audit engagement and is not 
permitted by management to continue the original audit engagement, the auditor shall: 

(i) Withdraw from the audit engagement where possible under applicable law or regulation; 
and 

(ii) Determine whether there is any obligation, either contractual or otherwise, to report the 
circumstances to other parties, such as those charged with governance, owners or 
regulators. 

In the instant case, the auditor was unable to obtain sufficient evidence regarding receivables. 
The client requested him for a change in the terms of the agreement to avoid qualified/adverse 
opinion. Hence there is no reasonable justification for change in the terms of engagement. 

Thus, the auditor should not agree for change in the terms of engagement letter. He may 
withdraw from the engagement if possible under law; and determine any obligation to report 
accordingly. 

Question 21 

Write a short note on “Audit risk at the account balance level and at the class of transactions 
level”. (5 Marks, November, 2009) 
Answer 

Audit Risk at the Account Balance Level and at the Class of Transactions Level: Majority 
of audit procedures are directed to and carried out at the account balance level and the class 
of transactions level. At these levels, the auditor uses professional judgment to evaluate 
numerous factors to assess inherent risk- 

(i) Financial statement of accounts likely to be susceptible to mismanagement. 

(ii) The complexity of underlying transactions which might require the use of the work of an 
expert. 

(iii) The amount of judgment involved in determining account balances. 
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(iv) Susceptibility of assets to loss or misappropriation. 

(v) The completion of unusual and complex transactions, particularly at or near year end. 

Question 22 

State with reasons (in short) whether the following statement is True or False: 

“Taking management representation is a convenient, economical and equally acceptable 
auditing method even where the direct access by auditor to audit evidence is possible”.  

  (2 Marks, June, 2009) 

Answer 

False: Where it is possible for auditor to check the transaction by himself through direct 
access, it is not fair for him to merely rely the management representation as prime audit 
evidence. 

Question 23 

Write a short note on “Knowledge of Client's business”.            (5 Marks, June, 2009) 

Answer 

Knowledge of Client’s Business: As per SA 315 “Identifying and Assessing the Risk of 
Material Misstatement Through Understanding the Entity and its Environment”, an auditor can 
obtain this information from-  

(i) Clients annual report to shareholders; 

(ii) Minutes of shareholders/board of directors; 

(iii) Internal financial management reports of current & previous year; 

(iv) Previous year audit working papers; 

(v) Discussion with client; 

(vi) Clients policy and procedure manual; 

(vii) Publications like trade journals, magazines, newspapers; and  

(viii) Visit to client’s premises. 

Question 24  

State with reasons (in short) whether the following statements are True or False: 

(i) Management Certificate obtained by the Auditor is enough for verification of Inventories. 

(ii) When the auditor uses more Professional Judgement, the Degree of Inherent risk is 
lower. (2 Marks each, November, 2008) 

Answer 

(i) False: SA-580 “Written Representations” deals with the auditor’s responsibility to obtain 
written representations from management and, where appropriate, those charged with 
governance. This SA further states that although written representations provide 
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necessary audit evidence, they do not provide sufficient appropriate audit evidence on 
their own about any of the matters with which they deal. 

(ii) True: Detection risk relates to the nature, timing, and extent of the auditor’s procedures 
that are determined by the auditor to reduce audit risk to an acceptably low level. It is 
therefore a function of the effectiveness of an audit procedure and of its application by 
the auditor. The auditor uses his professional judgment to assess inherent risk by 
evaluating different factor relating to the organization. On this basis he tries to ensure 
lower level of inherent risk. 

Question 25 

What points in relevance to AAS-3 should be kept in view while preparing an Audit 
Programme?  (6 Marks, November, 2008) 

Answer 

This Question is redundant in view of the new Standards on Auditing came into force. 

Question 26 

State with reasons (in short) whether the following statements are True or False: 

(i) When inherent and control risks are low, an auditor can accept a lower detection risk. 

(ii) Audit procedure and Audit technique are not one and same thing.   

  (2 Marks each, May, 2008) 

Answer 

(i) False: SA-320 on “Materiality in Planning and Performing an Audit” states that the 
auditor obtains reasonable assurance by obtaining sufficient appropriate audit evidence 
to reduce audit risk to an acceptably low level. After the auditor assesses the inherent and 
control risks, he should consider the level of detection risk that he is prepared to accept and, 
based upon his judgment, select appropriate substantive audit procedures. If the auditor does 
not perform any substantive procedures, detection risk, that is, the risk that the auditor will fail 
to detect a misstatement, will be high. The auditor reduces detection risk by performing 
substantive procedures - the more extensive the procedures performed, the lower the 
detection risk. 

(ii) True: The two terms, procedure and technique are often used interchangeably. However, 
a distinction does exist. Procedure may comprise a number of techniques and represents 
the broad frame of the manner of handling audit work and the technique stands for the 
methods employed for carrying out the procedure. For example, procedure requires an 
examination of the documentary evidence. This job is performed by the procedure known 
as vouching which would involve techniques of inspection and checking computation of 
documentary evidence. 
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Question 27 

Mention any four areas where surprise check can significantly improve the effectiveness of an 
audit. (4 Marks, May, 2008) 

Answer 

Areas where Surprise Check can significantly improve the Effectiveness of an Audit: 
Surprise checks constitute an important part of normal audit procedure. An element of surprise 
both with regard to the time of checking and selection of items, significantly improves the 
effectiveness of an audit. Normally, areas over which surprise check can be employed are- 

(i) Verification of cash and investments.  
(ii) Inventory. 
(iii) Internal control and internal checks. 
(iv) Books of prime entries and statutory registers. 

Question 28 

Write a short note on Contents of Audit Note-book.   (5 Marks, May, 2008) 

Answer 

Contents of Audit Note Book: Audit note book contains large variety of matters observed 
during the course of audit. Significant matters observed during audit which should be recorded 
in audit note book are normally the following- 

(i) Audit queries not cleared immediately. 

(ii) Mistakes or irregularities observed during the course of audit. 

(iii) Unsatisfactory book-keeping arrangements, costing method. 

(iv) Important information about the company which is not apparent from the accounts.  

(v) Special points requiring consideration at the time of verification of annual accounts.  

(vi) Important matters for future reference. 

Question 29 

State with reasons (in short) whether the following statement is True or False: 

“There is a direct relationship between detection risk and combined level of inherent and 
control risk”.  (2 Marks, November, 2007) 

Answer 

False: As the auditor assesses the inherent and control risks, he should consider the level of 
detection risk that he is prepared to accept and, based upon his judgment, select appropriate 
substantive audit procedures. If the auditor does not perform any substantive procedures, 
detection risk, that is, the risk that the auditor will fail to detect a misstatement, will be high. 
The auditor reduces detection risk by performing substantive procedures - the more extensive 
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the procedures performed, the lower the detection risk (SA-320 on Materiality in Planning and 
Performing an Audit). 

Question 30 

Comment on the following situations/statements: 

(a) Auditor of AAS Ltd. was unable to confirm the existence and valuation of imported goods 
lying with the transporter and accepted a certificate from the management without 
obtaining other audit evidence.  (8 Marks, November, 2007) 

(b) M/s Health Zone, a partnership firm, running a nursing home have decided to discontinue 
you as an auditor for the next year and requests you to handover all the relevant working 
papers of the previous year.           (6 Marks, November, 2007) 

Answer 

(a) Accepting Written Representations without obtaining other Audit Evidence: As per 
SA 580 on “Written Representations” in the course of audit, an auditor comes across 
various matters in respect of which he is not able to obtain sufficient appropriate audit 
evidence. In such a situation he may rely on the submission by the management but he 
should seek corroborative audit evidence from sources inside or outside the entity and 
evaluate the representation made by management. 

Management representation is not a substitute for other audit evidence. The auditor 
should seek and apply normal audit procedure. Mere possession of a certificate does not 
absolve the auditor from his liability. He should not seek or accept certificates when 
subject matter is such that it is capable of verification from internal and/or external 
evidences. 

In the instant case, the inventory of imported material lying with the transporter can be 
easily verified with purchase order, invoice, bill of entry, custom document, payment of 
F.C. etc. 

Therefore, the auditor in this instant case has not used available evidences. He should 
not have rested with the certificate obtained from the management and could have 
evaluated other evidences. He may be held liable for negligence and professional 
misjudgment. 

(b) Ownership and Custody of Working Papers: As per SA 230 on “Audit Documentation” 
the working papers are the property of the auditor and the auditor has right to retain 
them. He may at his discretion can make available working papers to his client. The 
auditor should retain them long enough to meet the needs of his practice and legal or 
professional requirement. 

Working papers are the important records of the auditor. They serve as evidence of the 
auditor’s exercise of due care and conclusion reached regarding significant matters. The 
client does not have a right to access the working papers and it is up to the discretion of 
the auditor to make them available or not to others including the client. 
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Hence in the instant case, management of M/s Health Zone can’t insist upon the auditor 
to handover the working papers of the previous year. 

Question 31 

Write a short note on “Quality control for audit work at firm level”.   (5 Marks, November, 2007) 

Answer 

Quality Control for Audit Work at Firm Level: SA 220 on Quality Control for an Audit of 
Financial Statements deals with the specific responsibilities of the auditor regarding quality 
control procedures for an audit of financial statements. Quality control systems, policies and 
procedures are the responsibility of the audit firm. Within the context of the firm’s system of 
quality control, engagement teams have a responsibility to implement quality control 
procedures that are applicable to the audit engagement and provide the firm with relevant 
information to enable the functioning of that part of the firm’s system of quality control relating 
to independence. The requirements are- 

(i) Leadership Responsibilities for Quality on Audits: The engagement partner shall take 
responsibility for the overall quality on each audit engagement to which that partner is 
assigned. 

(ii) Relevant Ethical Requirements: Throughout the audit engagement, the engagement 
partner shall remain alert, through observation and making inquiries as necessary, for 
evidence of non-compliance with relevant ethical requirements by members of the 
engagement team. The engagement partner shall form a conclusion on compliance with 
independence requirements that apply to the audit engagement. 

(iii) Acceptance and Continuance of Client Relationships and Audit Engagements: The 
engagement partner shall be satisfied that appropriate procedures regarding the 
acceptance and continuance of client relationships and audit engagements have been 
followed, and shall determine that conclusions reached in this regard are appropriate. 

(iv) Assignment of Engagement Teams: The engagement partner shall be satisfied that the 
engagement team, and any auditor’s experts who are not part of the engagement team, 
collectively have the appropriate competence and capabilities to perform the audit 
engagement in accordance with professional standards and regulatory and legal 
requirements and enable an auditor’s report that is appropriate in the circumstances to 
be issued. 

(v) Engagement Performance: The engagement partner shall take responsibility for the 
direction, supervision and performance of the audit engagement. He shall take 
responsibility for reviews being performed in accordance with the firm’s review policies 
and procedures and shall take responsibility for the engagement team undertaking 
appropriate consultation on difficult or contentious matters. For audits of financial 
statements of listed entities, and those other audit engagements, if any, for which the 
firm has determined that an engagement quality control review is required, the 
engagement partner shall determine that an engagement quality control reviewer has 
been appointed. Further, if differences of opinion arise within the engagement team, with 
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those consulted or, where applicable, between the engagement partner and the 
engagement quality control reviewer, the engagement team shall follow the firm’s policies 
and procedures for dealing with and resolving differences of opinion. 

(vi) Monitoring: The engagement partner shall consider the results of the firm’s monitoring 
process as evidenced in the latest information circulated by the firm and, if applicable, 
other network firms and whether deficiencies noted in that information may affect the 
audit engagement. 

Question 32 

State with reasons (in short) whether the following statements are True or False: 

(a) Components of Audit Risk does not includes sampling risk. 

(b) Test checks refers to the out of routine checks that are carried out in the normal course 
of audit.  (2 Marks each, May, 2007) 

Answer 

(a) True: As per SA 200 “Overall Objectives of the Independent Auditor and the conduct of 
an Audit in Accordance with Standards on Auditing”, audit risk is a function of the risks of 
material misstatement and detection risk; and risks of material misstatement at the 
assertion level consist of two components viz. inherent risk and control risk. 

(b) False: Test checks refers to an audit procedure wherein only a part is checked to form 
an opinion instead of checking all the transactions. 

Question 33 

Write short notes on the following: 

(a) Management Representations.   (5 Marks, May, 2007) (2 Marks, November, 2005) 

(b) Supervision of Audit work. (5 Marks, May, 2007) 

Answer 

(a) Management Representations: SA 580 “Written Representations” deals with the 
auditor’s responsibility to obtain written representations from management and, where 
appropriate, those charged with governance. Audit evidence is all the information used 
by the auditor in arriving at the conclusions on which the audit opinion is based. Written 
representations are necessary information that the auditor requires in connection with the 
audit of the entity’s financial statements. Accordingly, similar to responses to inquiries, 
written representations are audit evidence. In certain instances such as where knowledge 
of facts is confined to management or where matter is principally of intention, a 
representation by management may be the only audit evidence which can reasonably be 
expected to be available for example, intention of management to hold a specific 
investment for long term. However, it cannot be a substitute for other audit evidences 
expected to be available. 
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(b) Supervision of Audit Work: SA 220 “Quality Control for an Audit of Financial 
Statements” requires that the auditor implement quality control procedures at the 
engagement level that provide the auditor with reasonable assurance. The engagement 
partner shall take responsibility for the direction, supervision and performance of the 
audit engagement in compliance with professional standards and regulatory and legal 
requirements. The supervision includes matters such as- 

(i) Tracking the progress of the audit engagement. 

(ii) Considering the competence and capabilities of individual members of the 
engagement team, including whether they have sufficient time to carry out their 
work, whether they understand their instructions, and whether the work is being 
carried out in accordance with the planned approach to the audit engagement. 

(iii) Addressing significant matters arising during the audit engagement, considering 
their significance and modifying the planned approach appropriately. 

(iv) Identifying matters for consultation or consideration by more experienced 
engagement team members during the audit engagement. 

Question 34 

Write a short note on “Audit Programme”.        (4 Marks, November, 2006) 

Answer 

Audit Programme: An audit programme is a detailed plan of applying the audit procedure in 
the given circumstances with instructions for the appropriate techniques to be adopted for 
accomplishing the audit objectives. It is framed keeping in view the nature, size and 
composition of the business, dependability of the internal control and the given scope of work.  
Audit programme provides sufficient details to serve as a set of instructions to the audit team 
and also helps to control the proper execution of the work. On the basis of experience while 
carrying out the audit work, the programme may be altered to take care of situations which 
were left out originally, but found relevant for the particular audit situation. Similarly, if any 
work originally provided for proves beyond doubt to be unnecessary or irrelevant, that may be 
dropped. There should be periodic review of the audit programme to assess whether the same 
continues to be adequate for obtaining requisite knowledge and evidence about the transactions. 
For the purpose of framing an audit programme the following points should be kept in view- 

(i) Audit objective  

(ii) Audit procedure to be applied  

(iii) Extent of check 

(iv) Timing of check 

(v) Allocation of work amongst the team members 

(vi) Special instructions based on past experience of the auditee. 
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Question 35 

State briefly Audit Procedures and Audit Techniques.        (8 Marks, May, 2006) 

Answer 

Audit Procedures: Selection of the appropriate audit procedure is again a matter of experience 
and judgment. For example, the normal procedure for verification of cash balance is counting but 
this is not practicable in respect of the cash-in-transit. The auditor has to think in advance about the 
possibilities of departure from the normal procedure and the areas likely to be affected thereby. 
The procedure should provide for such situations in the programme. Knowledge about accounting 
may be conveniently used in assembling the procedures in the most rational and natural manner.  

According to SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in 
Accordance with Standards on Auditing”, the matter of difficulty, time, or cost involved is not in itself 
a valid basis for the auditor to omit an audit procedure for which there is no alternative or to be 
satisfied with audit evidence that is less than persuasive. Appropriate planning assists in making 
sufficient time and resources available for the conduct of the audit.  

Audit procedures applied to form an opinion on the financial statements may bring instances of 
non-compliance or suspected non-compliance with laws and regulations to the auditor’s attention. 
For example, such audit procedures may include Inquiring of the entity’s management and in-
house legal counsel or external legal counsel concerning litigation, claims and assessments; and 
performing substantive tests of details of classes of transactions, account balances or disclosures. 

Audit techniques, on the other hand, refers to collection and accumulation of audit evidence. 
Some of the techniques commonly adopted by the auditors are the following: 

(i) Posting checking  

(ii) Casting checking 

(iii) Physical examination and count  

(iv) Confirmation 

(v) Inquiry 

(vi) Year-end scrutiny  

(vii) Re-computation 

(viii) Tracing in subsequent period  

(ix) Bank Reconciliation. 

It may be noted that the two terms, procedure and techniques, are often used interchangeably, 
however, a distinction does exist. Procedure may comprise a number of techniques and 
represents the broad frame of the manner of handling the audit work; techniques stand for the 
methods employed for carrying out the procedure. For example, procedure requires an 
examination of the documentary evidence. This job is performed by the procedure known as 
vouching which would involve techniques of inspection and checking computation of 
documentary evidence. 
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Question 36 

Briefly explain Control Risk.  (2 Marks, November, 2005) 

Answer 

Control Risk: SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an 
Audit in Accordance with Standards on Auditing”, defines the Control Risk as under- 

“Control Risk” 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. 

It is a function of the effectiveness of the design, implementation and maintenance of internal 
control by management to address identified risks that threaten the achievement of the entity’s 
objectives relevant to preparation of the entity’s financial statements. However, internal 
control, no matter how well designed and operated, can only reduce, but not eliminate, risks of 
material misstatement in the financial statements, because of the inherent limitations of 
internal control. These include, for example, the possibility of human errors or mistakes, or of 
controls being circumvented by collusion or inappropriate management override. Accordingly, 
some control risk will always exist. 

Question 37 

Write a short note on “Permanent Audit File”.  (4 Marks, November, 2005) 

Answer 

Permanent Audit File: In the case of recurring audits, some working paper files may be 
classified as permanent audit files. Normally, auditor may consider classifying such papers as 
permanent which are required in case of recurring audit assignments. This file contains paper 
of continuing importance to succeeding audits. A permanent audit file normally includes- 

(i) Information concerning the legal and organisational structure of the entity. In the case of 
a company, this includes the Memorandum and Articles of Association. In the case of a 
statutory corporation, this includes the Act and Regulations under which the corporation 
functions. 

(ii) Extracts or copies of important legal documents, agreements and minutes relevant to the 
audit. 

(iii) A record of the study and the evaluation of the internal controls related to the accounting 
system. This might be in the form of narrative descriptions, questionnaires or flow charts, 
or some combination thereof. 

(iv) Copies of audited financial statements for previous years.  

(v) Analysis of significant ratios and trends. 

(vi) Copies of management letters issued by the auditor, if any. 
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(vii) Record of communication with the retiring auditor, if any, before acceptance of the 
appointment as auditor. 

(viii) Notes regarding significant accounting policies.  

(ix) Significant audit observations of earlier years. 

Question 38 

Medical Council of India organised a three-day International Conference of Doctors in Delhi. 
You are asked to audit the accounts of the conference. Draft the audit programme for audit of 
receipt of participation fees from delegates to the conference. Mention any six points, peculiar 
to the situation, which you will like to include in your audit programme. (6 Marks, May, 2005) 

Answer 

Audit of Receipts of Participation Fees: The organization of three-day International 
Conference of Doctors in Delhi by Medical Council of India is a one-time event. Normally, in view 
of mega-size of the event, a special cell is made in the organization to handle the entire event. 
Since few people would be handling the event, the internal controls may not be that strong and, 
thus, more emphasis is required to be given on substantive procedure. Audit of receipt of 
participation fees should be under the following areas- 

(I) Internal Control System 

(i) Examine the organization structure of special cell created for the International 
Conference, if any, and division of responsibilities amongst persons and 
control/custody over receipt books. 

(ii) Verify the internal control system for restricting the participation of unregistered 
delegates. 

(II) Rate of Participation Fees 

(i) Verify with reference to resolution passed by the Organizing Committee/Medical 
Council of India. 

(ii) Also verify the rate from the literature/registration form circulated for promotion of 
conference. 

(III) Receipts of Participation Fees 

(i) Verify counter foil of the receipts issued for individual registration. 

(ii) Ensure that receipts are issued for all the registration received in cash. 

(iii) Trace the receipts in Bank Statement or Cash Book – as the case may be. 

(iv) Verify Bank Reconciliation Statement and list out dishonoured cheques. 

(v) Verify subsequent recovery in respect of dishonoured cheques. 

(IV) Overall Checking 

(i) Verify the total receipts of participation fees shown in the financial statements with 
reference to total number of receipts issued to participants. 
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(ii) Cross check the total number of delegates with reference to the following: 

(a) Kits distributed to participants. 

(b) Bill of caterer for providing meals during conference. 

(c) Capacity of the Hall. 

(d) Participation Certificate if any issued. 

(V) Foreign Delegates: In case of foreign delegates – if registration fees are higher – 
ensure that they are registered at higher fees. 

(VI) Special Issues 

(i) Take out list of absentees and in case of nil absentees, probe the issue further. 

(ii) If certain participants are exempted from payment of fees – obtain the list along with 
proper authorization in this regard. 

Question 39 

(a) Explain with reference to the relevant Auditing and Assurance Standard: 

 Inherent Risk  (5 Marks, May, 2005) 

(b) State the matters to be considered for acquiring knowledge of the business of the client 
by the auditor.  (6 Marks, May, 2005) 

Answer 

(a) Inherent Risk: Inherent risk is the susceptibility of an account balance or class of 
transactions to 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. 

As per SA 330 "The Auditor’s Responses to Assessed Risks", while designing the 
further audit procedures to be performed, the auditor shall consider the reasons for the 
assessment given to the risk of material misstatement at the assertion level for the 
likelihood of material misstatement due to the particular characteristics of the relevant 
class of transactions, account balance, or disclosure (i.e., the inherent risk) and obtain 
more persuasive audit evidence the higher the auditor’s assessment of risk. 

As per SA 315 “Identifying and Assessing the Risk of Material Misstatement 
through Understanding the Entity and its Environment”, for this purpose, the auditor 
shall: 

(i) 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;  

(ii) Assess the identified risks, and evaluate whether they relate more pervasively to the 
financial statements as a whole and potentially affect many assertions;  
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(iii) Relate the identified risks to what can go wrong at the assertion level, taking 
account of relevant controls that the auditor intends to test; and  

(iv) 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. 

(b) Obtaining Knowledge of the Business: The auditor needs to obtain a level of 
knowledge of the client’s business that will enable him to identify the events, transactions 
and practices that, in his judgment, may have significant effect on the financial 
information among other things.  

As per SA 315 “Identifying and Assessing the Risk of Material Misstatement 
through Understanding the Entity and its Environment”, the auditor shall obtain an 
understanding of the following: 

(i) Relevant industry, regulatory, and other external factors including the applicable 
financial reporting framework. 

(ii) The nature of the entity, including: 

(1) its operations; 

(2) its ownership and governance structures; 

(3) the types of investments that the entity is making and plans to make, including 
investments in special-purpose entities; and  

(4) the way that the entity is structured and how it is financed; 

to enable the auditor to understand the classes of transactions, account balances, 
and disclosures to be expected in the financial statements.  

(iii) The entity’s selection and application of accounting policies, including the reasons 
for changes thereto. The auditor shall evaluate whether the entity’s accounting 
policies are appropriate for its business and consistent with the applicable financial 
reporting framework and accounting policies used in the relevant industry.  

(iv) The entity’s objectives and strategies, and those related business risks that may 
result in risks of material misstatement.  

(v) The measurement and review of the entity’s financial performance. 

In addition to the importance of knowledge of the client’s business in establishing the 
overall audit plan, such knowledge helps the auditor to identify areas of special audit 
consideration, to evaluate the reasonableness both of accounting estimates and 
management representations, and to make judgement regarding the appropriateness of 
accounting policies and disclosures. 

Question 40 

Write a short note on “Surprise Check”.   (4 Marks, May, 2005) 
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Answer 

Surprise Check: Surprise checks are a part of normal audit procedures. An element of 
surprise can significantly improve the audit effectiveness. Wherever practical, an element of 
surprise should be incorporated in the audit procedures. 

The element of surprise in an audit may be, both in regard to the time of audit, i.e. selection of 
date, when the auditor will visit the client’s office for audit and selection of areas of audit. 

Surprise checks are mainly intended to ascertain whether the internal control system is 
working effectively and whether the accounting and other records are kept up to date as per 
the statutory regulations.  Surprise checks can exercise good moral check on the client’s staff.  
It helps in determining whether errors or frauds exist and if they exist, brings the matter 
promptly to the management’s attention, so that corrective action can be taken at the earliest.  
Surprise checks are very effective in verification of cash and investments, test checking of 
inventory, verification of accounting records, statutory registers and internal control system.  
The frequency of surprise checks may be determined by the auditor in the circumstances of 
each audit but should normally be at least once in the course of an audit. 

Question 41 

In performing an audit of financial statements, the auditor should have or obtain knowledge of 
the business. Explain in the light of AAS 20.   (8 Marks, May, 2004) 

Answer 

This Question is redundant in view of the new Standards on Auditing came into force.  
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