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QNO 
610.01 

Internal audit-Meaning , scope, objectives Old Course -- (M16R) 
New Course -- (M19R/S20M/N20E/S21M) 

 

Explain the meaning, objectives and scope of internal audit functions as per SA 610. Also discuss who can be 
appointed as Internal Auditor? 

OR 
Explain the activities of the Internal Audit function. 

OR 
One of the directors of Stability Establishment Limited was of the view that Internal Audit has no relation 
with Internal Control of a company. Comment 

Answer 
 
 

 Who can be appointed as Internal Auditor? 
As per section 138, the internal auditor shall either be a chartered accountant or a cost accountant 
(whether engaged in practice or not), or such other professional as may be decided by the Board to 
conduct internal audit of the functions and activities of the companies. The internal auditor may or 
may not be an employee of the company.  

 

 Definition 
Internal audit function – A function of an entity that performs Assurance and Consulting activities 
designed to evaluate and improve the effectiveness of the entity’s governance, risk management and 
internal control processes. 

 

 Objective & Scope 
The objectives and scope of internal audit functions typically include assurance and consulting 
activities designed to evaluate and improve the effectiveness of the entity’s governance processes, risk 
management and internal control such as the following: 

 

 Activities Relating to Governance 
The internal audit function may assess the governance process in its accomplishment of objectives 
on: 

 ethics and values,  
 performance management and accountability,  
 communicating risk and control information to appropriate areas of the organization and 

effectiveness of communication among those charged with governance, external and 
internal auditors, and management. 

 

 Activities Relating to Risk Management 
The internal audit function may assist the entity by identifying and evaluating significant 
exposures to risk and contributing to the improvement of risk management and internal control 
(including effectiveness of the financial reporting process). The internal audit function may 
perform procedures to assist the entity in the detection of fraud. 

 

 Activities Relating to Internal Control 
 Review of operating activities: 

 The internal audit function may be assigned to review the economy, efficiency and 
effectiveness of operating activities, including nonfinancial activities of an entity. 
 

 Evaluation of internal control: 
The internal audit function may be assigned specific responsibility for reviewing controls, 
evaluating their operation and recommending improvements thereto. In doing so, the 
internal audit function provides assurance on the control. For example, the internal audit 
function might plan and perform tests or other procedures to provide assurance to 
management and those charged with governance regarding the design, implementation and 
operating effectiveness of internal control, including those controls that are relevant to the 
audit. 

 

 Review of compliance with laws and regulations. 
 The internal audit function may be assigned to review compliance with laws, regulations and 
other external requirements, and with management policies and directives and other internal 
requirements. 
 

Part 3 -- [SA 610] USING THE WORK OF INTERNAL AUDITORS 
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 Examination of financial and operating information.  
The internal audit function may be assigned to review the means used to identify, recognize, 
measure, classify and report financial and operating information, and to make specific inquiry 
into individual items, including detailed testing of transactions, balances and procedures. 

 
TRUE AND FALSE 

 

TNO- SA 610-1 

                    The external auditor may ask direct assistance from internal auditor and discuss fraud risks in the 
organisation. State with reason (in short) whether the following statements are correct or incorrect 

Answer 
 
 

Incorrect 
As per SA 610 “Using the Work of Internal Auditor”, in determining the nature of work that may be assigned 
to internal auditors, the external auditor is careful to limit such work to those areas that would be appropriate 
to be assigned. 
 

Discussion of fraud risks is such an activity that would not be appropriate to use internal auditors to provide 
direct assistance. The external auditors may make only inquiries of internal auditors about fraud risks in the 
organization in accordance with SA 315. 

 
TNO- SA 610-2 
                    The scope of work of an internal auditor may extend even beyond the financial accounting. 
Answer 
 
 

Correct 
The scope of work of an internal auditor may extend even beyond the financial accounting and may include 
cost investigation, inquiries relating to losses and wastages, production audit, performance audit, etc. 
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QNO 
240.01 

Definition & Types of Fraud                                                                                           Old Course -- (M18R) 
New Course -- (S17M/S20M/S21M) 

 

What do you understand by the term ‘fraud’? Provide its meaning  given under Auditing Standard 
240.                                 

OR 
Although fraud is a broad legal concept, for the purposes of the SAs, the auditor is concerned with fraud 
that causes a material misstatement in the financial statements. Explain.                              

Answer 
 
 

 Definition of Fraud: 
 An intentional act by one or more individuals among management, those charged with

governance, employees, or third parties, to deceive, to mislead (Advance received from 
customer shown as sales) or at least to conceal the truth (Contingent Liability not disclosed)
to obtain an unjust or illegal advantage. 

 It follows that other things being equal, they are more serious than unintentional errors
because of the implication of dishonesty which accompanies them. Its auditor’s secondary
/ incidental objective to find out with reasonable assurance whether material frauds & 
errors exists. He may suspect or identify fraud and report it, but it is not his responsibility
to prove it in court of law. 

 Author’s Note 
Refer chart of 240.03 

 
QNO 
240.03 

Fraudulent Financial 
Reporting 

Old Course -- (P16M/N17M/N17R/N18M/ M19R/N19R/N20M/N20E) 
New Course -- (N19M/N20M/S20M/S21M) 

 

Fraudulent financial reporting involves intentional misstatements including omissions of amounts or 
disclosures in financial statements to deceive financial statement users. Explain stating clearly how it can be 
accomplished. 

OR 
Write a short note on Fraudulent financial reporting. 

OR 
Fraudulent financial reporting often involves management override of controls that otherwise may appear 
to be operating effectively. Explain some techniques by which fraud can be committed by management 
overriding controls. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  

 Fraudulent Financial Reporting: Fraudulent financial reporting involves intentional misstatements
including omissions of amounts or disclosures in financial statements to deceive financial statement
users. It can be caused by the efforts of management to manage earnings in order to deceive financial
statement users by influencing their perceptions as to the entity’s performance and profitability. Such
earnings management may start out with small actions or inappropriate adjustment of assumptions
and changes in judgments by management. Pressures and incentives may lead these actions to
increase to the extent that they result in fraudulent financial reporting. 

 

 In some entities, management may be motivated to reduce earnings by a material amount to 
minimize tax or to inflate earnings to secure bank financing. 

 Fraudulent financial reporting may be accomplished by the following: 
 Manipulation, falsification (including forgery), or alteration of accounting records or 

supporting documentation from which the financial statements are prepared. 
 Misrepresentation in or intentional omission from, the financial statements of events, 

transactions or other significant information. 
 Intentional misapplication of accounting principles relating to amounts, classification, 

manner of presentation, or disclosure. 
 

 Fraudulent financial reporting often involves management override of controls that otherwise may
appear to be operating effectively. 
 
 
 

Part 1 -- [SA 240] THE AUDITOR’S RESPONSIBILITIES RELATING TO FRAUD IN AN AUDIT 
OF FINANCIAL STATEMENTS 

http://www.auditguru.in


 

www.auditguru.in                                                               5.2 

Techniques of frauds committed by Management: 
 Fraudulent financial reporting often involves management override of controls that otherwise may 
appear to be operating effectively. Fraud can be committed by management overriding controls using 
such techniques as:  
(1) Recording fictitious journal entries, particularly close to the end of an accounting period, to 
manipulate operating results or achieve other objectives  
(2) Inappropriately adjusting assumptions and changing judgments used to estimate account balances 
(3) Omitting, advancing or delaying recognition in the financial statements of events and transactions 
that have occurred during the reporting period  
(4) Concealing, or not disclosing, facts that could affect the amounts recorded in the financial 
statements  
(5) Engaging in complex transactions that are structured to misrepresent the financial position or 
financial performance of the entity  
(6) Altering records and terms related to significant and unusual transactions. 

 
QNO 
240.05 

Manipulation of Accounts #Unique Old Course -- (M21M/N21R) 
New Course -- (N19R/M21M/N21R) 

Answer Detection of manipulation of accounts with a view to presenting a false state of affairs is a task requiring 
great tact and intelligence. Explain stating clearly how this type of fraud is generally committed. 

  Manipulation of Accounts: Detection of manipulation of accounts with a view to presenting a 
false state of affairs is a task requiring great tact and intelligence because generally management 
personnel in higher management cadre are associated with this type of fraud and this is 
perpetrated in methodical way. This type of fraud is generally committed: 

 Decrease In profit 
(a) to avoid incidence of income-tax or other taxes; 
(b) to withhold declaration of dividend even when there is adequate profit (this is often done 

to manipulate the value of shares in stock market to make it possible for selected persons 
to acquire shares at a lower cost); and 
 

 Increase In profit 
(c) for declaring a dividend when there are insufficient profits; 
(d) for receiving higher remuneration where managerial remuneration is payable by reference 

to profits. 

QNO 
240.06 

Misappropriation of Assets Old Course -- (N21R) 
New Course -- (N20E/N21R) 

 

Misappropriation of assets involves the theft of an entity’s assets and is often perpetrated by employees 
in relatively small and immaterial amounts. However, it can also involve management who are usually 
more able to disguise or conceal misappropriations in ways that are difficult to detect. Misappropriation 
of assets can be accomplished in a variety of ways. Explain those particular ways. 

Answer Misappropriation of assets involves the theft of an entity’s assets and is often perpetrated by 
employees in relatively small and immaterial amounts. However, it can also involve management 
who are usually more able to disguise or conceal misappropriations in ways that are difficult to 
detect. Misappropriation of assets can be accomplished in a variety of ways including: 
➢ Embezzling receipts (for example, misappropriating collections on accounts receivable or diverting 
receipts in respect of written-off accounts to personal bank accounts). 
➢ Stealing physical assets or intellectual property (for example, stealing inventory for personal use 
or for sale, stealing scrap for resale, colluding with a competitor by disclosing technological data in 
return for payment). 
➢ Causing an entity to pay for goods and services not received (for example, payments to fictitious 
vendors, kickbacks paid by vendors to the entity’s purchasing agents in return for inflating prices, 
payments to fictitious employees). 
➢ Using an entity’s assets for personal use (for example, using the entity’s assets as collateral for a 
personal loan or a loan to a related party). 

Showing 
Revenue nature 

expense as 
capital nature 

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

 
QNO 
240.09 

Fraud Risk Factors Old Course -- (M20M) 
New Course -- (M18M/ N18M/ M19M/ M20M) 

 
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. 

Answer 
 
 

 Fraud risk factors: 
Events or conditions that indicate an incentive or pressure to commit fraud or provide an 
opportunity to commit fraud or rationalization 
 

 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 – particularly since 
the consequences to management for failing to meet financial goals can be significant. 
Similarly, individuals may have an incentive to misappropriate assets, for example, because 
the individuals are having habit of living beyond their means. 

 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. 

 
QNO 
240.11 

Fraud Risk Factors-Fraudulent Financial Reporting – 
Opportunities 

New Course -- (S17M/N19E/ S20M/S21M) 

 

Fraud Risk Factors are the events or conditions that indicate an incentive or pressure to commit fraud or 
provide an opportunity to commit fraud.                                                                              
Further, the nature of the industry or the entity’s operations also provides opportunities to engage in 
fraudulent financial reporting. List out some of the cases from where these opportunities may arise. 

OR 
"Inadequate internal control over assets may increase the susceptibility of misappropriation of those 
assets." State any three example of such occurrence of misappropriation of such assets. 

Answer 
 
 

 Fraud Risk Factors may be defined as events or conditions that indicate an incentive or pressure to 
commit fraud or provide an opportunity to commit fraud. 
 

 Types of Fraud  
The fraud risk factors identified here are examples of such factors that may be faced by auditors in a 
broad range of situations. Separately presented are examples relating to the two types of fraud 
relevant to the auditor’s consideration, i.e., 

 fraudulent financial reporting, and 
 misappropriation of assets 

 

 Fraud Risk Factors 
For each of these types of fraud, the risk factors are further classified based on the three conditions 
generally present when material misstatements due to fraud occur: 

 incentives/pressures, 
 opportunities, and 
 attitudes/rationalizations. 

 

 Opportunities 
 Ability to dominate in industry (in appropriate or non- arm’s length transactions)  

  (E.g. Prices are hiked when sales need boost and later on discounts are given) 
 

 Significant operations located across international borders  
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 (E.g. 30% sales are from Australian & European branches, it’s difficult to get information & 
visit this branch)  

 Use of business intermediaries with no justification  
 (E.g. Sales to Russia are done through subsidiary in Dubai which is not audited as audit is not 
compulsory in Dubai) 

 

 Bank accounts & subsidiaries in tax haven. 
 (E.g. 5 bank accounts in Mauritius)  

 Complex or unstable organization structure.  
(E.g. Unnecessary frequent changes are made in managers and employees, before people 
become comfortable in working transfers take place) 

 

 The monitoring of management is not effective (Very short time is allocated for supervision) 
 

 Many assets & liabilities depend on subjective judgment  
 (E.g. In information technology/ industry data / software / website are valued which involves 
subjectivity) 

 

 Internal control components are deficient" 
 

 Significant related party transactions not in ordinary course audited by other or not audited. 
(E.g. When sales need boost goods many transactions with related party are observed and 
they are returned after few months)  

 
 

QNO 
240.12 

Fraud Indicators -- Discrepancies in the accounting 
records 

Old Course -- (M20R) 
New Course -- (M20R) 

 

"Discrepancies in the accounting records, including transactions that are not recorded in a complete or 
timely manner or are improperly recorded as to amount, accounting period, classification, or entity policy 
is one of the examples of circumstances that indicate the possibility of fraud. Explain at least four other 
such examples relating to discrepancies in the accounting records." 

Answer 
 

 

 Discrepancies in the accounting records, including:  
(System Access / Transactions Recording / Unsupported or Unauthorised / Last Minute Adjustments / 
Complaints) 

 Evidence of employees’ access to systems and records inconsistent with that necessary to perform 
their authorized duties.  
 (E.g. entries during odd time, post 9 PM or pre 9 AM)  

 

 Transactions that are not recorded in a complete or timely manner or are improperly recorded as 
to amount, accounting period, classification, or entity policy. 
 (E.g. Some customer details such as PAN number, Addressee not recorded, interest on working 

capital loan capitalised)  
 

 Unsupported or unauthorized balances or transactions.  
 (E.g. Office expenses debited as production expenses, transactions from username which was 

not authorised)  
 

 Last-minute adjustments that significantly affect financial results.  
 (E.g. Adjustment to percentage completion of WIP)  

 

 Tips or complaints to the auditor about alleged fraud. 
 (E.g. Chits in suggestion box alleging fraud)  

 

 
 

QNO 
240.13 

Fraud Indicators --Conflicting or Missing Evidence New Course -- (N18E/M21M) 

 Write any five circumstances of conflicting or missing evidence that indicate the possibility of fraud. 
Answer 
 
 

 Conflicting or missing evidence, including: 
  

 Missing Evidence 
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 Inability to produce evidence of key systems development and program change 
testing and implementation activities for current-year system changes and 
deployments. (Inadequate justification for change in sales software) 

 Unavailability of other than photocopied or electronically transmitted 
documents when documents in original form are expected to exist. (Transport bill 
is available in Xerox) 

 Unavailable or missing electronic evidence, inconsistent with the entity’s record 
retention practices or policies. (Customer tax registration numbers missing) 

 Missing documents. (Transport agreement missing) 
 Documents that appear to have been altered. (Some customer orders have 

different format) 

 Conflicting Evidence 
 Unusual balance sheet changes or changes in trends or important financial 

statement ratios or relationships, for example, receivables growing faster than 
revenues. 

 Inconsistent, vague, or implausible responses from management or employees
arising from inquiries or analytical procedures. (Management unable to explain 
rapid growth in receivables) 

 Unusual discrepancies between the entity's records and confirmation replies. 

 Inventory 
 Missing inventory or physical assets of significant magnitude. 
 Significant unexplained items on reconciliations. (Reconciliation of actual to system 

stock has long outstanding sales return & GIT) 

 Accounts Receivable 
 Large numbers of credit entries and other adjustments made to accounts 

receivable records. (Many discounts, rebates etc in dealer schemes) 
 Unexplained or inadequately explained differences between the accounts 

receivable subledger and the control account, or between the customer 
statements and the accounts receivable sub-ledger. 

 Fewer responses to confirmations than anticipated or a greater number of 
responses than anticipated. 

 Bank 
 Missing or non-existent cancelled cheques in circumstances where cancelled 

cheques are ordinarily returned to the entity with the bank statement. 
   

 
QNO 
240.14 

Factors which induce management/employees to commit fraud 
(covered in module but not covered in SA 240) #Unique 

New Course -- (S20M/M21E/S21M) 

http://www.auditguru.in


 

www.auditguru.in                                                               5.6 

 Enlist the instances which induce Management/Employees to commit fraud? 

Answer  Following are such certain instances:- 
 Financial obligations/ Pressure. 
 Management’s unrealistic goals. 
 Dissatisfied Employees or Lack of motivation among employees. 
 Name game (e.g. management using power of authority by asking employees to do something 

illegal). 
 Opportunity to commit fraud. 

 
QNO 
240.15 

Fraud Indicators --Problematic or Unusual Relationships Old Course -- (M18E/M19M/M21M) 
New Course -- (M19M) 

 Write the circumstances that indicate the possibility of fraud due to problematic or unusual relationship 
between the auditor and management. 

Answer 
 
 

Problematic or unusual relationships between the auditor and management, including: 
 

 Time 
Undue time pressures imposed by management to resolve complex or contentious issues. 

 

 Denial 
 Denial of access to records, facilities, certain employees, customers, vendors, or others 

from whom audit evidence might be sought. 
 Unwillingness to facilitate auditor access to key electronic files for testing through the use 

of computer-assisted audit techniques. 
 Denial of access to key IT operations staff and facilities, including security, operations, and 

systems development personnel. 
 Delay 

Unusual delays by the entity in providing requested information. 
 

 Management 
 Complaints by management about the conduct of the audit or management intimidation 

of engagement team members, particularly in connection with the auditor’s critical 
assessment of audit evidence or in the resolution of potential disagreements with 
management. 

 An unwillingness to add or revise disclosures in the financial statements to make them 
completer and more understandable. 

 An unwillingness to address identified deficiencies in internal control on a timely basis. 
 
QNO 
240.19 

 Auditor Responsibility- Misstatements Management 
Fraud #Unique 

New Course -- (S17M) 

 

Fraud can be committed by management overriding controls using such techniques as engaging in complex 
transactions that are structured to misrepresent the financial position or financial performance of the 
entity. 
In view of the above-mentioned circumstances of management fraud, explain briefly duties and 
responsibilities of an auditor in case of material misstatement resulting from such Management Fraud. 

Answer 
 
 

 Relevant Standards and Provision: 
 SA 240, The Auditor’s Responsibilities Relating to Fraud in audit of Financial Statement 
 Sec 143 (12) of Companies Act 
 Clause (XI) of CARO 2020 

 

 Explanation: As per SA 240  
 Nature of Management Fraud – Overriding Controls / Complex Transactions / 

Misrepresent Financial Performance 
Fraud can be committed by management overriding controls using such techniques as 
engaging in complex transactions that are structured to misrepresent the financial position 
or financial performance of the entity. 
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 TCWG & Management Responsibility to Prevent, Detect Fraud & Obtain Reasonable 
Assurance that FST are free from MMST 
The primary responsibility for the prevention and detection of fraud rests with those 
charged with the governance and the management of the entity. Further, an auditor 
conducting an audit in accordance with SAs is responsible for obtaining reasonable 
assurance that the financial statements taken as a whole are free from material 
misstatement, whether caused by fraud or error.  

 

 Auditor Objective – Reasonable Assurance regarding MMST 
Auditor’s opinion on the financial statements is based on the concept of obtaining 
reasonable assurance, hence in an audit, the auditor does not guarantee that material 
misstatements will be detected. 
 

 Employee Fraud Vs Management Fraud 
The risk of the auditor not detecting a material misstatement resulting from management 
fraud is greater than for employee fraud, because management is frequently in a position 
to directly or indirectly manipulate accounting records, present fraudulent financial 
information or override control procedures designed to prevent similar frauds by other 
employees 

 

 Because of Inherent Risk in Audit some MMST may not be detected 
Owing to the inherent limitations of an audit, there is an unavoidable risk that some 
material misstatements of the financial statements may not be detected, even though the 
audit is properly planned and performed in accordance with the SAs. 

 

 As per Sec 143 (12) - Reason to Believe – Fraud by of Officer or Employee on the company—
report to CG (if fraud >=1 crore) or to Audit Committee , BOD (if fraud is less than 1 
crore) 
Further, as per section 143(12) of the Companies Act, 2013, if an auditor of a company, in the course 
of the performance of his duties as auditor, has reason to believe that an offence involving fraud is 
being or has been committed against the company by officers or employees of the company, he 
shall immediately report the matter to the Central Government (in case amount of fraud is Rs 1 
crore or above) or Audit Committee or Board in other cases (in case the amount of fraud involved 
is less than Rs 1 crore) within such time and in such manner as may be prescribed. 

 

 Clause (xi) of CARO - Report on the company by officer or employee of the company or 
fraud by company noticed or reported 
The auditor is also required to report as per Clause (xi) of Paragraph 3 of CARO, 2020, whether any 
fraud by the company or any fraud on the company has been noticed or reported during the year, 
if yes, the nature and the amount involved is to be indicated; 

 
 

QNO 
240.21 

Exceptional Circumstances Challenging Ability 
to Continue 

Old Course -- (N20R) 
New Course -- (S17M/M19R/S20M/N20R/N20E/S21M) 

 

Explain how would you deal as an auditor if, as a result of a misstatement resulting from fraud or suspected 
fraud, you encounter exceptional circumstances that bring into question your ability to continue performing 
the audit. 

OR 
You notice a misstatement resulting from fraud or suspected fraud during the audit and conclude that it is 
not possible to continue the performance of audit. As a Statutory Auditor, how would you deal? 

Answer 
 
 

 If, as a result of a misstatement resulting from fraud or suspected fraud, the auditor encounters 
exceptional circumstances that bring into question the auditor’s ability to continue performing the 
audit, the auditor shall: 

 Determine the professional and legal responsibilities applicable in the circumstances, 
including whether there is a requirement for the auditor to report to the person or persons 
who made the audit appointment or, in some cases, to regulatory authorities; 

 Consider whether it is appropriate to withdraw from the engagement, where withdrawal 
is possible under applicable law or regulation; and 

 If the auditor withdraws: 

http://www.auditguru.in


 

www.auditguru.in                                                               5.8 

 Discuss with the appropriate level of management and those charged with 
governance the auditor’s withdrawal from the engagement and the reasons for the 
withdrawal; and 

 Determine whether there is a professional or legal requirement to report to the 
person or persons who made the audit appointment or, in some cases, to 
regulatory authorities, the auditor’s withdrawal from the engagement and the 
reasons for the withdrawal. 

 Author’s Note 
 

Below is a summarized version of the above answer , highlighting key things in the answer. 
 

 Ability to Continue as Auditor 
 Resulting from fraud or expected fraud – encounters exceptional circumstances – not able 

to continue. 
 Report Problem as per legal, professional requirements to appropriate person or  

authorities 
 Consider is it appropriate to withdraw 

 If it is appropriate to withdraw – inform, discuss with management & TCWG with reasons / 
Report decision to persons, authorities as per legal & regulatory requirement 

 
QNO 
240.31 

Fraud Case (Provision without Documentary or Other Evidence) #Unique New Course -- (S17M) 

 

Intelligent Ltd. entered into an agreement with Mr. Intellectual on 15th March, 2017, whereby it agreed to 
pay him Rs 2 lakhs per month as retainership fee for consultation in IT department. However, no amount 
was actually paid and Rs 24 lakhs was provided in the Statement of Profit and Loss for the year ending on 
March 31st, 2017. Management of the company uttered that need-based consultation was obtained 
throughout the year. However, on investigation, no documentary or other evidence of receipt of such 
service was found. As the auditor of Innocent Ltd., what would be your approach? Would your approach be 
different if the amount involved is Rs 1 crore or above? 

Answer 
 
 

Part I -- Relevant Standards & Laws 
 SA 240, The Auditor’s Responsibilities Relating to Fraud in audit of Financial Statements 
 SA 450, Evaluation of Misstatement Identified during the Audit 
 Sec 143 (12) of Companies Act 
 Clause (XI) of CARO 2020 

Part II -- Requirements of Relevant Standards & Laws 
 

COMMON POINTS -- SA 240 & 450 
 

 As per SA 240  
 Circumstances Indicates Possible Misstatement – Consider Potential Effect – If 

Effect could be Material – Perform Modified & Additional Procedures 
SA 240, “The Auditor’s Responsibilities Relating Fraud in an Audit of Financial Statements”, 
requires that if circumstances indicate the possible existence of fraud or error, the auditor 
should consider the potential effect of the suspected fraud or error on the financial 
information. If the auditor believes the suspected fraud or error could have a material effect 
on the financial information, he should perform such modified or additional procedures as 
he determines to be appropriate. 

  

  If actual Misstatement – Evaluate whether Indicative of Fraud – if such Indication 
– Implication on other aspects of audit, E.g. Cannot be isolated occurrence, 
Reliability of WR 
SA 240 also requires that when the auditor identifies a misstatement, the auditor shall 
evaluate whether such a misstatement is indicative of fraud. If there is such an indication, 
the auditor shall evaluate the implications of the misstatement in relation to other aspects 
of the audit, particularly the reliability of management representations, recognizing that an 
instance of fraud is unlikely to be an isolated occurrence. When the auditor confirms that, or 
is unable to conclude whether, the financial statements are materially misstated as a result 
of fraud the auditor shall evaluate the implications for the audit. 
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 As per  SA 450 
After Misstatement Identified – Extend Audit Procedures to know materiality and Ask for 
Adjustment for Misstatements and Must for Material Items –Even after extension unable to 
conclude about materiality given or If rectification not done – give qualified or adverse 
opinion as the case may be 
Further, SA 450, also requires that in such circumstances, the auditor should consider requesting the 
management to adjust the financial information or consider extending his audit procedures. If the 
management refuses to adjust the financial information and the results of extended audit procedures 
do not enable the auditor to conclude that the aggregate of uncorrected misstatements is not 
material, the auditor should express a qualified or adverse opinion, as appropriate.  

 

COMMON POINTS -- ABILITY / SEC 143 / CARO 
 

 Ability to Continue as Auditor- Resulting from fraud or expected fraud – encounters 
exceptional circumstances – not able to continue. 
If, as a result of a misstatement resulting from fraud or suspected fraud, the auditor encounters 
exceptional circumstances that bring into question the auditor’s ability to continue performing the 
audit, the auditor shall: 
 

 Consider is it appropriate to withdraw 
 If it is appropriate to with draw – inform, discuss with management & TCWG with 

reasons / Report decision to persons, authorities as per legal & regulatory 
requirement 
If the auditor withdraws:   

 Discuss with the appropriate level of management and those charged with 
governance, the auditor’s withdrawal from the engagement and the reasons for the 
withdrawal; and 

 Determine whether there is a professional or legal requirement to report to the 
person or persons who made the audit appointment or, in some cases, to regulatory 
authorities, the auditor’s withdrawal from the engagement and the reasons for the 
withdrawal. 

 

 As per Sec 143 (12) -Reason to Believe – Fraud by of Officer or Employee on the company—
report to CG (if fraud >=1 crore) or to Audit Committee , BOD (if fraud is less than 1 
crore) 
Further, as per section 143(12) of the Companies Act, 2013, if an auditor of a company, in the course 
of the performance of his duties as auditor, has reason to believe that an offence involving fraud is 
being or has been committed against the company by officers or employees of the company, he 
shall immediately report the matter to the Central Government (in case amount of fraud is Rs 1 
crore or above) or Audit Committee or Board in other cases (in case the amount of fraud involved 
is less than Rs 1 crore) within such time and in such manner as may be prescribed. 

 

 Clause (xi) of CARO - Report on the company by officer or employee of the company or 
fraud by company noticed or reported 
The auditor is also required to report as per Clause (xi) of Paragraph 3 of CARO, 2020, The auditor is 
also required to report as per Clause (xi) of Paragraph 3 of CARO, 2020, whether any fraud by the 
company or any fraud on the company has been noticed or reported during the year, if yes, the 
nature and the amount involved is to be indicated 
 

 Explanation 
Entered into agreement with Consultant – Charged Fees of Rs 24 lakhs to P&L – No Evidence 
for receipt of services 
In the given case, Intelligent Ltd. has entered into an agreement with Mr. Intellectual, at year-end, 
for consultation in IT department. It also charged yearly fee of Rs 24 lakhs in the Statement of Profit 
and Loss, however, no documentary or other evidence of receipt of such service was found, on 
investigation. 
 

 Conclusion 
Indicates Fictitious Journal Entry – Auditor should Perform Additional Detailed Examination 
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It is clear that company has passed fictitious journal entries, near year-end, to manipulate the 
operating results. 

 

TRUE AND FALSE 
 

TNO- SA 240-1 

 Fraud can be termed as intentional error 

Answer 
 
 

Correct 
Fraud is the word used to mean intentional error. This is done deliberately which implies that there is intent 
to deceive, to mislead or at least to conceal the truth. It follows that other things being equal, they are more 
serious than unintentional errors because of the implication of dishonesty which accompanies them. 

 
TNO- SA 240-2 

 Misappropriation of assets can be accomplished by embezzling receipts only. 

Answer 
 
 

Incorrect 

Misappropriation of assets can be accomplished in a variety of ways including embezzling receipts, stealing 
physicals assets etc. 

 
TNO- SA 240-3 
 Misstatements in the financial statements can arise from fraud only. 

Answer  
 
 

Incorrect 
Misstatements in the financial statements can arise from either fraud or error. The distinguishing factor 
between fraud and error is whether the underlying action that results in the misstatement of the financial 
statements is intentional or unintentional 

 
TNO- SA 240-4 

 
Misstatements in the financial statements can arise from errors only. Examine with reasons (in short) 
whether the following statements are correct or incorrect. 

Answer 
 
 

Incorrect 
Misstatements in the financial statements can arise from either fraud or error. The distinguishing factor 
between fraud and error is whether the underlying action that results in the misstatement of the financial 
statements is intentional or unintentional. 

 
TNO- SA 240-5 

 
The risk of not detecting a material misstatement resulting from fraud is higher than the risk of not detecting 
one resulting from error. 

Answer 
 
 

Correct 
The risk of not detecting a material misstatement resulting from fraud is higher than the risk of not detecting 
one resulting from error. This is because fraud may involve sophisticated and carefully organized schemes 
designed to conceal it, such as forgery, deliberate failure to record transactions, or intentional 
misrepresentations being made to the auditor. Such attempts at concealment may be even more difficult to 
detect when accompanied by collusion 

 
TNO- SA 240-6 

 
Fraudulent financial reporting only involve manipulation, falsification or alteration of accounting records or 
supporting documents from which financial statements are prepared. 

Answer Incorrect 
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As per SA 240 “The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial Statements”, fraudulent 
financial reporting may involve manipulation, falsification or alteration of accounting records or supporting 
documents from which  financial statements are prepared, misrepresentation in, or intentional omission from,  
financial statements of events, transactions or other significant information or Intentional misapplication of 
accounting principles relating to amounts, classification, manner of presentation or disclosure. 

 
TNO- SA 240-7 

 The fact that an audit is carried out acts as a deterrent and consequently the auditor can be held responsible 
for the prevention of fraud and error. 

Answer 
 
 

Incorrect 
An audit conducted in accordance with the auditing standards generally accepted in India is designed to 
provide reasonable assurance that the financial statements taken as a whole are free from material 
misstatement, whether caused by fraud or error. The fact that an audit is carried out may act as a deterrent, 
but the auditor is not and cannot be held responsible for the prevention of fraud and error. 

 
TNO- SA 240-8 

 
The primary responsibility for the prevention and detection of fraud rests with both those charge with 
governance 

Answer  
 
 

Correct 
As per SA 240 “The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial Statements”, it is 
important that management, with the oversight of those charged with governance, place a strong emphasis 
on fraud prevention, which may reduce opportunities for fraud to take place, and fraud deterrence, which 
could persuade individuals not to commit fraud because of the likelihood of detection and punishment. This 
involves a commitment to creating a culture of honesty and ethical behaviour which can be reinforced by an 
active oversight by those charged with governance. 

 
TNO- SA 240-9 

 The primary responsibility for the prevention and detection of fraud rests with the auditor. 

Answer 
 
 

Incorrect 
The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial Statements”, the primary responsibility 
for the prevention and detection of fraud rests with both those charged with governance of the entity and 
management. 

 
 
 
TNO- SA 240-10 

 Audit procedures used to gather audit evidence may be effective for detecting an intentional misstatement. 

Answer 
 
 

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

 
TNO- SA 240-11 

 Teeming and lading is one of the techniques of inflating cash payments. 

Answer 
 
 

Incorrect 
Teeming and Lading is one of the techniques of suppressing cash receipts and not of inflating cash payments. 
Money received from one customer is misappropriated and the account is adjusted with the subsequent 
receipt from another customer and so on. 
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TNO- SA 240-12 

 Teeming and lading is one of the techniques of suppressing cash receipts. 

Answer 
 
 

Correct 
Teeming and Lading is one of the techniques of suppressing cash receipts Money received from one customer 
is misappropriated and the account is adjusted with the subsequent receipt from another customer and so 
on. 

 
TNO- SA 240-13 

 
Fraudulent financial reporting does not involves intentional misstatements including omissions of amounts 
or disclosures in financial statements to deceive financial statement users. 

Answer 
 
 

Incorrect 
Fraudulent financial reporting involves intentional misstatements including omissions of amounts or 
disclosures in financial statements to deceive financial statement users. It can be caused by the efforts of 
management to manage earnings in order to deceive financial statement users by influencing their 
perceptions as to the entity’s performance and profitability. 

 
TNO-SA-240-14 

 Unusual delays by the entity in providing requested information shows problematic or unusual 
relationships between the auditor and management. 

Answer 
 
 

Correct 
It is a strong example of circumstances that indicate the possibility of fraud. This happiness only because of 
the Management’s intolerance towards the auditor’s Professional skepticism 

 
TNO-SA-240-15 

 In comparing management fraud with employee fraud, the auditor’s risk of failing to discover the fraud is 
less for management fraud. 

Answer 
 
 

Incorrect 
In comparing management fraud with employee fraud, the auditor’s risk of failing to discover the fraud is 
greater for management fraud because of management’s ability to override existing internal controls 

 
 
 
 
TNO-SA-240-16 

 Excessive interest by management in maintaining or increasing the entity’s inventory price or earnings trend 
is an example of Fraud Risk Factor related to Opportunities. 

Answer 
 
 

Incorrect 
Excessive interest by management in maintaining or increasing the entity’s inventory price or earnings trend 
is an example of Fraud Risk Factor related to Rationalization. 

 
TNO-SA-240-17 

 Misappropriation of Assets involves the theft of an entity’s assets and is often perpetrated by employees 
in relatively large and material amounts. 

Answer 
 
 

Incorrect 
Misstatements in the financial statements can arise from either fraud or error. The distinguishing factor 
between fraud and error is whether the underlying action that results in the misstatement of the financial 
statements is intentional or unintentional. 
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(ICAI module is not having any content from SA 250, in New Course no question has been asked in RTP’s, MTP’s and 
Exams. In Old Course they use to have one question from SA 250. We are strictly following recent ICAI module and New 
Course ICAI questions because they are the base for drafting paper. Hence we excluding concepts from this SA). 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

[SA 250] CONSIDERATION OF LAWS AND REGULATIONS IN AN AUDIT OF FINANCIAL 
STATEMENTS 
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QNO 
240.16 

Primary Responsibility to Prevent & Detect Fraud 
Rests with TCWG & Management 

Old Course -- (M21R) 
New Course -- (M21R) 

 The primary responsibility for the prevention and detection of fraud rests with both those charged with 
governance of the entity and management. Explain 

Answer The primary responsibility for the prevention and detection of fraud  rests with both those charged 
with governance of the entity and management. It is important that management, with the oversight of 
those charged with governance, place a strong emphasis on fraud prevention, which may reduce 
opportunities for fraud to take place, and fraud deterrence, which could persuade individuals not to 
commit fraud because of the likelihood of detection and punishment. This involves a commitment to 
creating a culture of honesty and ethical behaviour which can be reinforced by an active oversight by 
those charged with governance. In exercising oversight responsibility, those charged with governance 
consider the potential for override of controls or other inappropriate influence over the financial 
reporting process, such as efforts by management to manage earnings in order to influence the 
perceptions of analysts as to the entity’s performance and profitability. 

 
QNO 
240.17 

Auditor’s Responsibilities -Detection of Fraud and Error- Books of 
Accounts 

New Course -- (S17M) 

 

While auditing XYZ Ltd., the auditor was told by Mr. Mahesh, the CEO of the company, that he would be 
responsible for the fraud & errors, if any, occurring in the books of accounts of the company. 

OR 
What are the auditor’s responsibilities for detection of Frauds and Errors? 

Answer 
 
 

 Overall Responsibility of Financial Statement 
Auditor’s Responsibilities for Detection of Fraud and Error: As per SA 240 “The Auditor’s 
Responsibilities relating to fraud in an audit of Financial Statements”, an auditor conducting an audit 
in accordance with SAs is responsible for obtaining reasonable assurance that the financial 
statements taken as a whole are free from material misstatement, whether caused by fraud or 
error. 
  

 Inherent limitations 
Owing to the inherent limitations of an audit, there is an unavoidable risk that some material 
misstatements of the financial statements will not be detected, even though the audit is properly 
planned and performed in accordance with the SAs.  
 

 Primary Responsibility of Auditor for Fraud 
When obtaining reasonable assurance, the auditor is responsible for:  

 maintaining an attitude of professional skepticism throughout the audit,  
 considering the potential for management override of controls and recognizing the fact that 

audit procedures that are effective for detecting error may not be effective in detecting 
fraud. 
 

 Secondary Responsibility of Auditor for Fraud 
The auditor also has the responsibility to: 

  communicate the misstatement to the appropriate level of management on a timely basis 
and consider the need to report to it then changed with governance.  

 He may also obtain legal advice before reporting on the financial information or before 
withdrawing from the engagement.  

 The auditor should satisfy himself that the effect of fraud is properly reflected in the 
financial information or the error is corrected in case the modified procedures performed 
by the auditor confirm the existence of the fraud. 
 

 Reporting Responsibility for Fraud 
The auditor should also consider the implications of the frauds and errors and frame his report 
appropriately. In case of a fraud, the same should be disclosed in the financial statement. If 
adequate disclosure is not made, there should be a suitable disclosure in his audit report. 

 
 

Part 3 – OTHER CONCEPTS 
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QNO 
240.23 

Defalcation of Cash- Master Answer Old Course -- (P16M/M16R) 
New Course -- (S20M/S21M) 

 How would you proceed to check the misappropriation of cash in a trading concern? 
Answer 
 
 

 Ways of Defalcation 
Defalcation of cash has been found to perpetrate generally in the following ways: 
 

 By suppressing cash receipts: -  Few Techniques of how receipts are suppressed are: 
 Not accounting for cash sales fully.  

(E.g. Omission, Lower Rates or Quantity on Bill)  
 

 Not accounting for miscellaneous receipts,  
 

(E.g., sale of scrap, quarters allotted to the employees, etc.)  
 Adjusting unauthorised or fictitious rebates, allowances, discounts, etc. to 

customer accounts and misappropriating amount paid by them. 
 Writing off as debts in respect of such balances against which cash has already 

been received but has been misappropriated. 
 Writing down asset values in entirety, selling them subsequently and 

misappropriating the proceeds.  
(E.g. Write-off machine completely, make book value NIL and close account. Then 
sale it but don’t account for cash received and misappropriate it)  

 

 Teeming and Lading: Amount received from a customer being misappropriated; 
also, to prevent its detection the money received from another customer 
subsequently being credited to the account of the customer who has paid earlier. 
Similarly, moneys received from the customer who has paid thereafter being 
credited to the account of the second customer and such a practice is continued so 
that no one account is outstanding for payment for any length of time, which may 
lead the management to either send out a statement of account to him or 
communicate with him. 
(E.g. Money received from A is not accounted, then money received from B is shown 
received from A and so on)  

 

 By inflating cash payments. 
Examples of inflation of payments: 

 Making payments against fictitious vouchers.  
(E.g. Fake bills, Duplicate Bills)  

 

 Making payments against vouchers, the amounts whereof have been inflated. 
 Manipulating totals of wage rolls either by including therein names of dummy 

workers or by inflating them in any other manner.  
(E.g. Inflate over time or reduce leave deduction)  

 

 By casting wrong totals in the cash book.  
 Under casting receipts, Over casting payments. 
 Casting a larger total for petty cash expenditure and adjusting the excess in the totals 

of the detailed columns so that cross totals show agreement. 
 

 Detection of Defalcation 
With a view to check misappropriation of cash, the existence of internal check system is quite 
essential. In particular, the following may be noted- 

 

 Existence of System / Segregation of Duties 
Ascertaining the existence of system of cash receipts and cash sales and disbursements of 
purchases and existence of internal checks at various stages is quite important. In particular, 
the separation of duties and incompatible functions, 
(E.g., an employee who receives and deposits cash and cheques should not prepare sales 
invoices, or reconcile bank accounts, and should not approve vouchers for payment as 
authorised signatory.)  

 

 Verification of cash sales from cash carbon copies & cash sales summary book 
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Verify cash sales with carbon copies of cash memos. If sales are quite voluminous then a 
Cash Sales Summary Book is maintained, and the cash memos are traced into it; the totals of 
the Summary Book are verified, and the daily totals of the Summary book traced into the 
Cash Book. 

 

 Verification of Dates 
One of the matters, to which attention of the auditor should be paid in the process, is that 
the dates on the cash memos should tally with those on which cash collected in respect 
thereof, as entered in the Cash Book. Checking of date of each receipt as it is entered in the 
cash memo or the counterfoil of the receipt issued in respect thereof corresponds with the 
date on which it is entered in the Cash Book. If there is a time lag between them, it is possible 
that the person who had collected the amount had failed to deposit it with the cashier 
immediately thereafter. When such a discrepancy is observed, the cause thereof should be 
ascertained. 

 

 Verification of cash receipts with counter foils / types of frauds / efficient internal check 
Checking of cash receipts with counterfoils of the receipts issued. But the issue of receipts 
with counterfoils in respect of amounts collected by itself would not ensure that all the 
amounts collected have been fully accounted for or have been correctly adjusted. For 
instance, a receipt might be issued for a larger amount than entered on its counterfoils. 
Again, only one receipt might have been issued for two or more amounts collected from a 
party while the counterfoils may show that separate receipts have been issued in respect of 
each amount collected and the one or more receipts forms, thus saved, may have been used 
for issuing a receipt of another amount collected which have been misappropriated. 
Therefore, before accepting counterfoils or receipts as evidence or the correctness of the 
amount collected, the auditor should satisfy himself that there exists an efficient system 
of internal check which would prevent any receipt from being misappropriated. 
(E.g. CCTV or Signature of senior on receipt and counter foil)  

 
 

QNO 
240.25 

Defalcation of Cash- Ways Old Course -- (P16M) 
New Course -- (M19R) 

 
Discuss the different ways in which defalcation of cash may take place. 

OR 
Write a short note on Defalcation of cash with examples. 

Answer 
 
 

 Defalcation of Cash: Defalcation of cash has been found to perpetrate generally in the 
following ways: 
By suppressing cash receipts: - Few Techniques of how receipts are suppressed are: 

 Not accounting for cash sales fully. (Omission, Lower Rates or Quantity on Bill) 
 Not accounting for miscellaneous receipts, e.g., sale of scrap, quarters allotted to the 

employees, etc. 
 Adjusting unauthorised or fictitious rebates, allowances, discounts, etc. to customer 

accounts and misappropriating amount paid by them. 
 Writing off as debts in respect of such balances against which cash has already been 

received but has been misappropriated. 
 Writing down asset values in entirety, selling them subsequently and misappropriating the 

proceeds. (Write-off machine completely, make book value NIL and close account. Then sale 
it but don’t account for cash received and misappropriate it) 

 Teeming and Lading: 
 Amount received from a customer being misappropriated; also, to prevent its detection 
the money received from another customer subsequently being credited to the account of 
the customer who has paid earlier. Similarly, moneys received from the customer who has 
paid thereafter being credited to the account of the second customer and such a practice 
is continued so that no one account is outstanding for payment for any length of time, which 
may lead the management to either send out a statement of account to him or communicate 
with him. (Money received from A is not accounted, then money received from B is shown 
received from A and so on) 
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 By inflating cash payments. 
Examples of inflation of payments: 

 Making payments against fictitious vouchers. (Fake bills, Duplicate Bills) 
 Making payments against vouchers, the amounts whereof have been inflated. 
 Manipulating totals of wage rolls either by including therein names of dummy workers or by 

inflating them in any other manner. (Inflate over time or reduce leave deduction) 
 

 By casting wrong totals in the cash book.  
 Under casting receipts, Over casting payments. 
 Casting a larger total for petty cash expenditure and adjusting the excess in the totals of 

the detailed columns so that cross totals show agreement. 
 
 

QNO 
240.27 

Defalcation of Cash- Techniques-Ways-Suppressing Cash Receipts Old Course -- (M18E/M18R) 
New Course -- 

(S17M/S20M/N20E/S21M) 

 

There are many ways for cash defalcation, one of which by suppressing cash receipts. List out few 
techniques of how cash receipts are suppressed 

OR 
Saburi Yarns Ltd is engaged in manufacturing and trading of yarns of different types. Its huge amount is 
locked up in account receivables. Moreover, Management of Saburi Yarns Ltd is worried about its Internal 
Control system over receipts from account receivables and other receipts. Management wants to 
understand from you as an auditor few techniques as to how receipts can be suppressed resulting into 
frauds and finally incurring losses. 

OR 
Write short notes on Techniques of suppressing cash receipts. 

Answer 
 
 

 Defalcation of Cash: Defalcation of cash has been found to perpetrate generally in the 
following ways: 
By suppressing cash receipts: - Few Techniques of how receipts are suppressed are: 

 Not accounting for cash sales fully. (Omission, Lower Rates or Quantity on Bill) 
 Not accounting for miscellaneous receipts, e.g., sale of scrap, quarters allotted to the 

employees, etc. 
 Adjusting unauthorised or fictitious rebates, allowances, discounts, etc. to customer 

accounts and misappropriating amount paid by them. 
 Writing off as debts in respect of such balances against which cash has already been 

received but has been misappropriated. 
 Writing down asset values in entirety, selling them subsequently and misappropriating the 

proceeds. (Write-off machine completely, make book value NIL and close account. Then sale 
it but don’t account for cash received and misappropriate it) 

 Teeming and Lading: 
 Amount received from a customer being misappropriated; also, to prevent its detection 
the money received from another customer subsequently being credited to the account of 
the customer who has paid earlier. Similarly, moneys received from the customer who has 
paid thereafter being credited to the account of the second customer and such a practice 
is continued so that no one account is outstanding for payment for any length of time, 
which may lead the management to either send out a statement of account to him or 
communicate with him.  
(Money received from A is not accounted, then money received from B is shown received from 
A and so on) 

 
 

QNO 
240.29 

Fraud detected after completion of audit Old Course -- (P16M/N17E/N20M/M21R) 
                 New Course -- (S17M/N20M) 

 

After the completion of statutory audit of ABC Ltd., a fraud was detected at the office of the auditee. The 
management of the company alleged that there is a failure on the part of the auditor to detect fraud and 
that auditor would be responsible for not detecting fraud in the company. 

OR 
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DEF & Co. Chartered Accountants successfully carried out the audit of Shree Garments for the FY 2015-2016. 
After the completion of the audit, there were found material misstatements due to fraud in the financial 
statements which were not noticed and reported by the auditor. Management alleges that it is failure on 
the part of auditor. Comment. 

OR 
‘After the statutory audit has been completed a fraud has been detected at the office of the auditee.’ What 
is your defence as an auditor? 

OR 
Is detection of fraud and error duty of an auditor? 

Answer 
 
 

 TCWG & Management responsibility to prevent & detect frauds  
 As per SA 240, the primary responsibility for the prevention and detection of fraud rests 

with both: 
 those charged with governance of the entity  
 management. 

 It is important that management, with the oversight of those charged with governance, 
place a strong emphasis on fraud prevention, which may reduce opportunities for fraud to 
take place, and fraud deterrence, which could persuade individuals not to commit fraud 
because of the likelihood of detection and punishment. Such a system reduces but does not 
eliminate the possibility of fraud and error. 

 Overall Responsibility & Inherent Limitations 
An auditor conducting an audit in accordance with SAs is responsible for obtaining reasonable 
assurance that the financial statements taken as a whole are free from material misstatement, 
whether caused by fraud or error. Owing to the inherent limitations of an audit, there is an 
unavoidable risk that some material misstatements of the financial statements will not be detected, 
even though the audit is properly planned and performed in accordance with the SAs. 
 

 Fraud Detection Vs Error Detection 
The risk of not detecting a material misstatement resulting from fraud is higher than the risk of not 
detecting one resulting from error. This is because fraud may involve sophisticated and carefully 
organized schemes designed to conceal it, such as forgery, deliberate failure to record transactions, 
or intentional misrepresentations being made to the auditor. Such attempts at concealment may be 
even more difficult to detect when accompanied by collusion. 
 

 Subsequent Discovery Doesn’t Mean Failure of Auditor 
The subsequent discovery of material misstatement of the financial information resulting from 
fraud or error existing during the period covered by the auditor’s report does not, in itself, indicate 
that whether the auditor has adhered to the basic principles governing an audit. The question of 
whether the auditor has adhered to the basic principles governing an audit (such as performance of 
the audit work with requisite skills and competence, documentation of important matters, details of 
the audit plan and reliance placed on internal controls, nature and extent of compliance and 
substantive tests carried out, etc.) is determined by the adequacy of the procedures undertaken in 
the circumstances and the suitability of the auditor’s report based on the results of these 
procedures. 
 

 When is auditor liable for discovery of fraud? 
The liability of the auditor for failure to detect fraud exists only when such failure is clearly due to 
not exercising reasonable care and skill. Thus, in the instant case after the completion of the 
statutory audit, if a fraud has been detected, the same by itself cannot mean that the auditor did 
not perform his duty properly. If the auditor can prove with the help of his papers (documentation) 
that he has followed adequate procedures necessary for the proper conduct of an audit, he cannot 
be held responsible for the same. If, however, the same cannot be proved, he would be held 
responsible. 
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QNO 
AAE.01 

Automated Environments (Meaning and Key Features)-                                                                                                                      New Course -- (M19R/N20R) 

 

Explain the meaning of automated environment. Also discuss the key features of an automated 
environment. 

OR 
With the increasing adoption of information technology, business today relies on software systems and 
applications more than ever. Many of these IT systems generate and process data that is used in the 
preparation of financial statements of a company. The auditors also often rely on the data and reports 
that are generated from these systems. Explain stating clearly the meaning of Automated environment 
with example. 

Answer 
 
 

 Definition 
An automated environment basically refers to a business environment where the 

 Processes, (Purchase Process, Production Process, Sales Process) 
 Operations or Procedures (Raising PRN, Selecting Quotation, Placing Purchase Order, 

Receiving Goods, Storage) 
 Accounting and (Purchase Book, Creditor’s Ledger, Credit or Debit Notes, Periodical 

Reconciliation)  
 Even Decisions (Re-Order Level / Order Size / Frequency etc.) are carried out by using 

computer systems – also known as Information Systems (IS) or Information Technology (IT) 
systems. Nowadays, it is very common to see computer systems being used in almost every 
type of business. 

 

 Example to further support above definition 
Think about how banking transactions are carried out using ATMs (Automated Teller Machines), or 
how tickets can be purchased using “apps” on mobile phones, etc. In these examples, you can see 
how these computer systems enable us to transact business at any time and any day. 

 

 Key features / Fundamental Principles of an Automated Environment 
Some of the key features of an automated environment are as follows: 
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. 
          (Automated Environment = Less Manual Involvement = More Automation = More Complexity)  

 

 Example to support above paragraph 
If a company uses an integrated enterprise resource planning system (ERP) viz., SAP, Oracle etc., then 
it is considered more complex to audit. On the other hand, if a company is using an off-the-shelf 
accounting software, then it is likely to be less automated and hence less complex environment. 
 

 Features of Automated Environment: (LIC FLASH )  
 

 L- Provides Latest information.                                       
 I- Integration between business operations                                                                                                  
 C- Connectivity and Networking capability. 
 F- Enables Faster business operations 
 L- Ability to process large volumes of transactions                                                                          
 A- Accuracy in data processing and computation                                                                                           
 S- Better Security and controls.                                       
 H-Less prone to Human Errors.                

 Author’s Note  
 

CHAPTER 
        6 

AUDIT IN AN AUTOMATED ENVIRONMENT 
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   The shortcut to remember features of automated environment 
 LIC FLASH policy has many automatic features. 

 Text  in ITALICS are examples by author for better understanding of answer.  
 In second question no need to include features of automated environment. 

 
 

QNO 
AAE.05 

Principals of Automated Environment-                                                                                                                        New Course -- (M18M/M19M) 

 The fundamental principle of an automated environment is the ability to carry out business with less 
manual intervention and more system driven. 

Answer 
 
 

 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. (Automated Environment = Less Manual Involvement = More Automation = More 
Complexity)  

 

 Example to support above paragraph 
If a company uses an integrated enterprise resource planning system (ERP) viz., SAP, Oracle etc., then 
it is considered more complex to audit. On the other hand, if a company is using an off-the-shelf 
accounting software, then it is likely to be less automated and hence less complex environment. 

 Author’s Note  
 Text in ITALICS are examples by author for better understanding of answer 
 This answer is also covered in AAE.01 

 
QNO 
AAE.07  

Important IT related terms in brief- #Unique New Course -- (M20M/S20M/S21M) 

 With respect to audit in an automated environment, explain the following: (any four)  
(i) CAATs (ii) Data Analytics (iii) Database (iv) Information Systems (v) Privileged access 

Answer 
 

 

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

(ii) Data Analytics:  
A combination of processes, tools and techniques that are used to tap vast amounts of electronic data 
to obtain meaningful information  
 

(iii)  Database:  
A logical subsystem within a larger information system where electronic data is stored in a predefined 
form and retrieved for use.  
 

(iv)  Information Systems:  
Refers to a collection of electronic hardware, software, networks and processes that are used in a 
business to carry out operations and transactions.  

 

(v) Privileged access:  
A type of super user access to information systems that enforces less or no limits on using that system. 

 
QNO 
AAE.10 

Relevance of IT-                                                                                                                                                           New Course -- 
(S17M/M19R/N19E/S20M/N20R/N21R/S21M) 

 

Discuss the situations in which IT will be relevant to an audit. 
OR 

Briefly mention three reasons why IT should be considered relevant to an audit of financial statements. 
OR 

The auditors responsibility include reporting on Internal Financial Controls over Financial Reporting which 
include and understanding IT environment of the company and relevant risks and control. Mention any 
three situation where IT will be relevant to an audit. 

OR 
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When a business operates in a more automated environment it is likely that we, as auditors, will see several 
business functions and activities happening within the systems. Explain which of the aspect you will consider 
relevant as an auditor. 

Answer 
 
 

Given below are some situations in which IT will be relevant to an audit, 
Shortcut to Remember 
 

Hify CESS at PVR is relevant.  
Text Examples 

Hi-tech nature of business (H) Telecom, e-Commerce 
Complexity of transactions has increased (C) multiple systems, network of systems 

Increases Efficiency and effectiveness of audit. (E)  
Increased use of Systems and Application Software in 
Business (S) 

use of ERPs 
 

Required by Indian and International Standards - (S) ISO, PCI-DSS, SA 315, SOC, ISAE.  
Company Policy (P) Compliance 
Volume of transactions are high (V) Insurance, Banking, Railways ticketing 
Regulatory requirements - (R) Companies Act 2013 IFC, IT Act 2008.  
 

 Relevance changes from company to company 
In some of the above situations it is likely that carrying out audit using traditional substantive audit 
procedures may be difficult or even not feasible if the company prepares, records and conducts 
majority of business activities through IT systems only. 

 

On the other hand, many companies may use less complex IT systems including desktop-based 
accounting or spreadsheets. In such situations, the relevance of IT to an audit could be less. 
However, the auditor is still required to carry out at least an understanding the IT environment of 
the company and document the same. 

 

 Data Analytics 
Another area where IT can be relevant to audit is by using data analytics using computer assisted audit 
techniques (CAATs). By using data analytics, it is possible to improve the effectiveness and efficiency 
of an audit. We will learn more about data analytics in the later sections of this chapter. 

 

From the above, we can see how IT is relevant to an audit under different situations viz., audit, non-
audit and meeting regulatory compliance requirements. We will learn more about understanding 
risks, controls and documentation in further sections of this chapter 

 Author’s Note  
  Shortcut to remember some situations in which IT will be relevant to an audit:    

o H-ify CESS at PVR is relevant 
 Text in ITALICS are examples by author for better understanding of answer. 

 
QNO 
AAE.15 

Understanding and Documenting 
Automated Environment-                                                                                          

New Course -- (M18R/M18E/N19R/N19M/S20M/N21M/S21M) 

 

List any five points that an auditor should consider to obtain an understanding of the Company's automated 
environment. 

OR 
Understanding the entity and its automated environment involves understanding how IT department is 
organised, IT activities, the IT dependencies, relevant risks and controls. Explain stating the points that an 
auditor should consider to obtain an understanding of the company’s automated environment. 

OR 
Give some of the points that an auditor should consider to obtain an understanding of the company’s 
automated environment: 
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Answer 
 
 

 An auditor is required to understand the entity and its business, including IT as per SA 315 
Understanding the entity and its automated environment involves understanding how IT 
department is organized, IT activities, the IT dependencies, relevant risks and controls. 

 

Text Examples 
Location of IT systems -  local vs global. 
Their purpose  financial and non-financial. 
Information systems being used  one or more application systems and what they are.  
Version  functions and risks could vary in different versions of 

same application. 
In-house vs Packaged.   
Architecture  desktop based, client-server, web application, cloud 

based. 
Interfaces within systems  in case multiple systems exist. 
Key persons  CIO, CISO, Administrators. 
Outsourced activities  IT maintenance and support.    

 Author’s Note  
 Text  in ITALICS are examples by author for better understanding of answer. 

 
QNO 
AAE.20 

IT Risks-                                                                                                                Old Course -- (N20E) 
New Course -- (M18E/ N18M/ M19R/ N19R/ S20M/S21M) 

 

IT poses specific risks to an entity’s internal control. Explain 
OR 

The auditor should understand and consider the risks that may arise from the use of Information 
Technology (IT) Systems. 

OR 
Having obtained an understanding of the IT systems and the automated environment of a company, the 
auditor should consider the risks that arise from the use of IT systems. Explain. 

Answer 
 

 

Part I -- Relevant Standards & Laws 
 SA  315, Identifying And Assessing The Risk Of Material Misstatement Through Understanding The 

Entity And Its Environment 
Part II -- Requirements of Relevant Standards & Laws 

 

IT system also poses specific risks to an entity’s Internal Control. They are–  
 

 First Comes IT Personnel 
 IT Personnel gaining access, Privileges beyond necessary  

 The possibility of IT personnel gaining access privileges beyond those necessary to 
perform their assigned duties thereby breaking down segregation of duties. (Approved 
Purchase & Payment) 

 Then comes Data 
 Unauthorised Access to Data leading to destruction, unauthorised transaction, non-

existent transaction / Potential loss of Data 
 Unauthorised access to data that may result in destruction of data or improper 

changes to data, including the recording of unauthorised or non-existent 
transactions, or inaccurate recording of transactions. Particular risks may arise 
where multiple users access a common database. 

 Potential loss of data or inability to access data as required. (Ransomware) 
 

 Then happened processing 
 Manual Intervention / Inaccurate Processing / Processing Inaccurate Data 

 Inappropriate manual intervention. 
 Reliance on systems or programs that are inaccurately processing data, processing 

inaccurate data, or both. (TDS Calculator / NPA Calculator) 
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 If required Changes 
 Failure to make Changes / Unauthorised changes to systems / Unauthorised changes 

to Master Files 
 Failure to make necessary changes to systems or programs. (Boss shifted to Office 

365, Rest of the office on Office 2007) 
 Unauthorised changes to systems or programs. 

Unauthorised changes to data in master files. 
 
QNO 
AAE.25 

IT Risks (Impact)-                                                                                                                    New Course -- (S17M/M18R/S20M/ N20E/N21R/N21M/S21M) 

 
Describe how risks in IT systems, if not mitigated, could have an impact on audit. 

Or 
Discuss the impact of IT related risks on Substantive Audit, Controls and Reporting. 

Answer 
 
 

The  risks, if not mitigated, could have an impact on audit in different ways. Let us understand how: 
 Impact on Controls: 

 

Controls 
 cannot rely on automated controls, system calculation and accounting procedures built 

into applications.  
 cannot rely on IT dependent manual controls.  

Data reliability 
 system data and reports should be tested substantively for completeness and accuracy.                 
 more substantive audit work is needed.                   

 

 Impact on Substantive Audit:  
   Data reliability & Effect on Audit Evidence               

 cannot rely on the data obtained from system.                                                                                 
 system data and reports should be tested substantively for completeness and accuracy                                                                   
 more audit evidence is needed.                              

 Impact on Reporting:      
 communication to those charged with governance.  
 modified auditors report. 

 

 In all the above scenarios, it is likely that the auditor will be required to obtain more audit evidence 
and perform additional audit work. The auditor should also be able to demonstrate how the risks 
were identified and what audit evidence was obtained and validated to address these IT risks. 

 

 Here, we should remember that as the complexity, automation and dependence of business 
operations on IT systems increases, the severity and impact of IT risks too increases accordingly. 
The  auditor should apply professional judgement in determining and assessing such risks and plan 
the  audit response appropriately. 
 

 To mitigate the above (and more) risks and maintain the confidentiality, integrity, availability and 
security of data, companies implement IT controls. 

 
QNO 
AAE.28 

General IT Controls (Program Change) New Course -- (S20M/S21M) 

 Explain the objective and enlist the activities involved in the General IT Controls over “Program Change”. 

  Objective  
 To ensure that modified systems continue to meet financial reporting objectives. 

 

 Activities (Similar to Application System ADM)  
 Change Management Process – definition, roles & responsibilities. 
 Change Requests – record, manage, track. 
 Making Changes – analyse, design, develop 
 Test Changes – test plan, test cases, UAT Apply Changes in Production Emergency & Minor 

Changes 
 Documentation – user/technical manuals 
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 User Training 
 
QNO 
AAE.29 

General IT Controls & Activities Performed by Data 
Centre & Network Operations 

New Course -- (M21R) 

 
"Objective of Data Centre and Network Operations is to ensure that production systems are processed to 
meet financial reporting objectives. Discuss the activities performed by Data Centre and Network 
operations. Also explain the meaning of General IT Controls in detail." 

Answer General IT Controls  
“General IT controls are policies and procedures that relate to many applications and support the 
effective functioning of application controls. They apply to mainframe, mini frame, and end-user 
environments.  
 
Components of General IT Controls 
General IT-controls that maintain the integrity of information and security of data commonly include 
controls over the following:” 
(i) Data centre and network operations 
(ii) Program change 
(iii) Access security 
(iv) Application system acquisition, development, and maintenance (Business Applications) 
 
 These are IT controls generally implemented to mitigate the IT specific risks and applied commonly 
across multiple IT systems, applications, and business processes. Hence, General IT controls are known 
as “pervasive” controls or “indirect” controls. Let us now learn about each of the General IT controls 
in more detail. 
 
Data Centre and Network Operations 
 
Objective: To ensure that production systems are processed to meet financial reporting objectives. 
 
Activities: 
1. Overall Management of Computer Operations Activities 
2. Batch jobs – preparing, scheduling and executing 
3. Backups – monitoring, storage & retention 
4. Performance Monitoring – operating system, database and networks 
5. Recovery from Failures – BCP, DRP 
6. Help Desk Functions – recording, monitoring & tracking 
7. Service Level Agreements – monitoring & compliance 
8. Documentation – operations manuals, service reports 

 
QNO 
AAE.35 

Testing Methods in Automated 
Environment-                                                                                                  

                                                                    New Course --                   
(S17M/M18M/N18M/M20R/N20E/S20M/S21M) 

 

Discuss the different ways testing is performed in an automated environment. 
OR 

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. 

OR 
What are the different testing methods used when auditing in an automated environment. Which is the 
most effective and efficient method of testing? 

OR 
Explain some of the commonly used methods for testing in an automated environment. 

Answer 
 
 

 Having learnt about the various IT risks and controls, let us understand the different ways testing is 
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performed in an automated environment.  
 4 Types of Audit Tests 

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

 

 Efficiency Vs Effectiveness 
 

 Inquiry Most Efficient 
As shown in the illustration, 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 most Effective 
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. 
 

 Combination of inquiry & inspection is most efficient and effective 
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 and will vary  
 

 Factors affecting selection 
depending on several factors including; 

 #first 4 are components of ICS# 
o control environment, 
o risk assessment,  
o nature of control activity 
o monitoring of controls 

 #Remaining Points are Logical# 
o History of errors/ misstatements,  
o Complexity of business, 
o Desired level of evidence required,  
o 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. 

 

 Further elaboration of methods / application of methods 
 

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

 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. 

 

 Observation 
 Observe how a user processes transaction under different scenarios. 
 Carry out a test check (negative testing) and observe the error message displayed by 

the application. 
 

 Inspection 
 Inspect technical manual / user manual of systems and applications. 
 Inspect the configuration defined in an application. 
 Inspect the system logs to determine any changes made since last audit testing. 

 

 Reperformance 
 Conduct reperformance using raw source data and independently applying formulae, 

business rules or validations on the source data using CAATs. 
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QNO 
AAE.40 

Uses of Data Analytics-                                                                                            New Course --  (M19M/M20R/N20M/N20E/M21R) 

 

In today’s digital age when companies rely on more and more on IT systems and networks to operate 
business, the amount of data and information that exists in these systems is enormous. Explain stating uses 
of Data analytics. 

OR 
"Data analytics can be used in testing of electronic records and data residing in IT systems using 
spreadsheets and specialised audit tools viz., IDEA and ACL to perform check completeness of data and 
population that is used in either test of controls or substantive audit tests. Explain in detail stating all the 
relevant points." 

Answer  Importance of Data 
In today’s digital age when companies rely on more and more on IT systems and networks to operate 
business, the amount of data and information that exists in these systems is enormous. A famous 
businessman recently said, “Data is the new Oil”. 

 

 Definition of Data Analytics 
The combination of processes, tools and techniques that are used to tap vast amounts of electronic 
data to obtain meaningful information is called data analytics.  

 

 Both Company and Auditors are Benefitted (CAAT) 
While it is true that companies can benefit immensely from the use of data analytics in terms of 
increased profitability, better customer service, gaining competitive advantage, more efficient 
operations, etc., even auditors can make use of similar tools and techniques in the audit process and 
obtain good results. The tools and techniques that auditors use in applying the principles of data 
analytics are known as Computer Assisted Auditing Techniques or CAATs in short. 

 

 Uses of Data Analytics 
( use of data analytics to detect C-A-R2-D-S  F-raud) 

 

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

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

 Selection of audit Samples – random sampling, systematic sampling. 
 Re-computation of balances – reconstruction of trial balance from transaction data. 
 Reperformance of mathematical calculations – depreciation, bank interest calculation. 
 Analysis of Journal entries as required by SA 240. 
 Fraud investigation. 
 Evaluating impact of control Deficiencies. 

 Author’s Note  
 

 Shortcut to remember uses of Data Analytics:   
 (use of data analytics to detect C-A-R2-D-S  F-raud) 

 
QNA 
AAE.50 

Framework for Testing Internal financial control 
over financial reporting (IFCR) #Unique 

New Course --  (S20M/S21M) 

 

The directors and management have primary responsibility of implementing and maintaining an effective 
internal controls framework and auditors are expected to evaluate, validate and report on the design and 
operating effectiveness of internal financial controls. Explain the framework which helps the auditors in 
fulfilling this responsibility. 

  The Guidance note on Audit of Internal Financial Controls over Financial Reporting issued by the 
Institute of Chartered Accountants of India provides a framework that auditors should follow to fulfil 
their responsibility. 

 The below is a summary of this controls based audit approach :- 
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QNO 
AAE.55 

Points to be considered (thought carefully) when you get certain findings & 
exceptions in IT systems  

New Course --(M21E) 

 

Forceful Limited is a company dealing in mobile spare parts and having its showroom in almost all the 
states in the country. For FY 2020-21, the company transferred its accounts from manual to computerized 
system (SAP). PQR & Co, Chartered Accountants have specialization in the system audit and have been 
appointed as the system auditor. PQR & Co, at the end of the audit concludes that there are certain 
findings or exceptions in IT environment and IT controls of the company which needs to be assessed and 
reported. Mention those points of consideration 

Answer At the conclusion of each audit, it is possible that there will be certain findings or exceptions in IT 
environment and IT controls of the company that need to be assessed and reported to relevant 
stakeholders including management and those charged with governance viz., Board of directors, Audit 
committee  
Some points to consider are as follows: 
  Are there any weaknesses in IT controls? 
  What is the impact of these weaknesses on overall audit? 
  Report deficiencies to management – Internal Controls Memo or Management Letter. 
 Communicate in writing any significant deficiencies to Those Charged With Governance. 
The auditor needs to assess each finding or exception to determine impact on the audit and evaluate if 
the exception results in a deficiency in internal control. 

 
 

QNA 
AAE.60 

Definition of multiple terms #Unique New Course --(S20M/S21M) 

 

Explain the following terms in context of the audit of an Automated Environment :- 
(a) Information Systems 
(b) Material Weakness 
(c) Privileged Access 
(d) Segregation of Duties 
(e) Significant Deficiency 

 (a) Information Systems 
Refers to a collection of electronic hardware, software, networks and processes that are used in a 
business to carry out operations and transactions. 
 

(b) Material Weakness 
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A control deficiency or a combination of deficiencies in internal controls that is important enough 
to merit the attention of those charged with governance since there is a reasonable possibility that 
a material misstatement will not be prevented or detected in a timely manner by management. 
 

(c) Privileged Access 
A type of super user access to information systems that enforces less or no limits on using that 
system. 
 
 

(d) Segregation of Duties 
A type of internal control that is implemented in a company to prevent two or more conflicting 
functions from being assigned to or being carried out by the same person. 
 

(e) Significant Deficiency 
A control deficiency or a combination of deficiencies in internal controls that is important enough 
to merit the attention of those charged with governance since there is a reasonable possibility that 
a misstatement will not be prevented or detected in a timely manner by management. 

 Author’s Note:  
Word Significant Deficiency is used in SA 265, word material weakness is not used in standard in 
auditing. Material weakness term is generally in USA. Conceptually both the terms have the same 
meaning. 

 
QNO 
AAE.65 

Definition of Multiple Terms (Second) #Unique New Course -- (M21M) 

 

With respect to audit in an automated environment, explain the following: (any four) 
(i) Data Processing 
(ii) ERP (Enterprise Resource Planning) 
(iii) General IT control 
(iv) Automated 
(v) Direct Data change 

Answer (i) Data Processing: Refers to the systematic recording, storage, retrieval, modification and 
transformation of electronic data using information systems. 
(ii) ERP (Enterprise Resource Planning): 
A type of business application software that provides an integrated platform to automate multiple 
interrelated business processes and operations. 
(iii) General IT Control: Are a type of internal controls that help in mitigating risks that arise due to use 
of information technology and information systems in a business. 
(iv) Automated: A task or activity that is routinely performed by a computer system and does not 
require manual effort. 
(v) Direct Data Change: A backend modification that is made directly to data that is stored in a database 
bypassing business rules built-in to a business application software. 

 
QNO 
AAE.70 

Definition of Multiple Terms (Third) #Unique New Course -- (M21M) 

 

With respect to audit in an automated environment, explain the following: (any four) 
(i) Applications 
(ii) Control Deficiency 
(iii) Data Processing 
(iv) Enterprise Resource Planning 
(v) Software 

Answer (i) Applications: These are computer software programs that provide a medium for recording, storage 
and retrieval of business operations or transactions in electronic format. 
(ii) Control Deficiency: It Exists when an internal control is either missing or not operating effectively 
to prevent or detect a misstatement in a timely manner by management. 
(iii) Data Processing: It Refers to the systematic recording, storage, retrieval, modification and 
transformation of electronic data using information systems. 
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(iv) Enterprise Resource Planning: A type of business application software that provides an integrated 
platform to automate multiple interrelated business processes and operations. 
(v) Software: A computer program or a collection of computer programs that provides an interface to 
a user for performing a specific activity, task, operation or transaction in electronic form through a 
computer or information system. 

 

TRUE AND FALSE 
 

TNO-AAE-T-1 
 All automated environments are complex 
Answer 
 
 

Incorrect  
The complexity of an automated environment depends on various factors including the nature of business, 
level of automation, volume of transactions, use of ERP and so on. There could be environments where 
dependence on IT and automation is relatively less or minimal and hence, considered less complex or even 
non-complex. 

 
TNO-AAE-T-2 
 Application controls include manual controls only that operate at a business process level. 
Answer 
 
 

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. 

 
TNO-AAE-T-3 
 In an audit of financial statements, the auditor should plan response to all IT risks. 
Answer 
 
 

Incorrect 

The auditor should plan response to those IT risks that are relevant to financial reporting and not “all” IT risks. 

 
TNO-AAE-T-4 
  General IT controls support the functioning of Application controls 
Answer 
 
 

Correct 

General IT controls support the functioning of automated application controls and IT dependent controls. 

 
TNO-AAE-T-5 
    Inquiry is often the most efficient audit testing method, but least effective 
Answer 
 
 

Correct 
Inquiry is the most efficient but least effective. Moreover, testing through inquiry alone is not sufficient. 
Inquiry should be corroborated by applying any one or a combination of observation, inspection or 
reperformance. 

 
TNO-AAE-T-6 
 Specialised audit tools like IDEA, ACL are required to perform data analytics. 
Answer 
 
 

Incorrect 
Even though specialised audit tools are very useful, such tools are not always required or necessary to carry 
out data analytics. More commonly available spreadsheet applications like MS-Excel can also be effectively 
used for carrying out data analytics. 
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TNO-AAE-T-7 

 The fundamental principle of an automated environment is the ability to carry out business with less 
manual intervention and more system driven. 

Answer 
 
 

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. 

 
TNO-AAE-T-8 

 When auditing in an automated environment, inquiry is often the most efficient and effective audit testing 
method. State true or false with reason 

Answer 
 
 

Incorrect 
There are basically four types of audit tests that should be used in an automated environment. They are 
inquiry, observation, inspection and re-performance. Inquiry is the most efficient audit test but it 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. Applying inquiry in combination with inspection gives the most 
effective and efficient audit evidence 

 
TNO-AAE-T-9 

 A combination of processes, tools and techniques that are used to tap vast amounts of electronic data to 
obtain meaningful information is known as meaningful data. 

Answer 
 
 

Incorrect 
A combination of processes, tools and techniques that are used to tap vast amounts of electronic data to 
obtain meaningful information is known as Data Analytics. 

 
TNO-AAE-T-10 

 An automated environment basically refers to a business environment where the processes, operations, 
accounting except the decisions are carried out by using computer systems. 

Answer 
 
 

Incorrect 
An automated environment basically refers to a business environment where the processes, operations, 
accounting and even decisions are carried out by using computer systems. 

 
TNO-AAE-T-11 

 Generally, applying inquiry in combination with reperformance as audit testing method gives the most 
effective and efficient audit evidence 

Answer 
 
 

Incorrect 
Generally, applying inquiry in combination with inspection gives the most effective and efficient audit 
evidence. 
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QNO 
530.01 

Sampling Risk Old Course -- (P16M/N17R/M19M/N20R/M21M) 
New Course -- (S17M / M19E/M19M/N20E/ S20M/N20R/M21M/S21M) 

 

While planning the audit of S Ltd. you want to apply sampling techniques. What are the risk factors you 
should keep in mind. 

OR 
The auditor is faced with sampling risk in both tests of control and substantive procedures. Comment on 
this statement with reference to SA 530 on Audit Sampling. 

OR 
"Sampling risk can lead to erroneous conclusions". Justify. 

OR 
Sampling risk is the risk that the auditor’s conclusion based on a sample may be different from the 
conclusion if the entire population were subjected to the same audit procedure. Sampling risk leads to 
erroneous conclusions. Explain in detail distinguishing it from non-sampling risk with examples. 

Answer 
 
 

 Risk Factors while applying Sampling Techniques:  
Definition 

 As per SA 530 “Audit Sampling”, sampling risk is the risk that the auditor’s conclusion based 
on a sample may be different from the conclusion if the entire population were subjected 
to the same audit procedure 
 

 Sampling risk can lead to two types of erroneous conclusions- 
 In the case of a test of controls, that controls are more effective than they actually 

are, or in the case of tests of details, that a material misstatement does not exists 
when in fact it does. The auditor is primarily concerned with this type of erroneous 
conclusion because it affects audit effectiveness and is more likely to lead to an 
inappropriate audit opinion. 

 In the case of test of controls, the controls are less effective than they actually are, 
or in the case of tests of details, that a material misstatement exists when in fact it 
does not. This type of erroneous conclusion affects audit efficiency as it would 
usually lead to additional work to establish that initial conclusions were incorrect. 
 

 Non-Sampling Risk.  
 The risk that the auditor reaches an erroneous conclusion for any reason not 

related to sampling risk. 
 Example: Examples of non-sampling risk include use of inappropriate audit 

procedures, or misinterpretation of audit evidence and failure to recognize a 
misstatement or deviation. 

 Sources of Non Sampling risk are: 
 Human Mistakes 
 Applying audit procedures not appropriate to the objectives of audit 
 Relying on erroneous information e.g. erroneous confirmation 
 Misinterpreting the sample results 

 Non sampling risk can never be mathematically measured. 
 
QNO  
530.03 

Sample Design- Sample Size- Sampling Method- In 
Short 

Old Course -- (P16M/M16E/N18E/ M16R) 
New Course -- (S17M/S20M/S21M) 

 

State the requirements relating to audit sampling, sample design, sample size and selection of items for 
testing. 

OR 
With reference to Standard on Auditing 530, state the requirements relating to audit sampling, sample 
design, sample size and selection of items for testing. 

CHAPTER 
        7 
 

SA 530 -- AUDIT SAMPLING 
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Answer 
 
 

 Audit Sampling:  
 As per SA 530 on “Audit Sampling”, the meaning of the term Audit Sampling is – the 

application of audit procedures to less than 100% of items within a population of audit 
relevance such that all sampling units have a chance of selection in order to provide the 
auditor with a reasonable basis on which to draw conclusions about the entire population. 

 The requirements relating to sample design, sample size and selection of items for testing 
are explained below- 

 Sample design - When designing an audit sample, the auditor shall consider the 
purpose of the audit procedure and the characteristics of the population from which 
the sample will be drawn. 

 Sample Size- The auditor shall determine a sample size sufficient to reduce sampling 
risk to an acceptably low level. 

 Selection of Items for Testing- The auditor shall select items for the sample in such 
a way that each sampling unit in the population has a chance of selection. 

 
QNO 
530.04 

Purpose of Audit Procedure & Characteristic of Population Affects Sample 
Designing 

Old Course -- (N21R) 
New Course -- (N21R) 

 When designing an audit sample, the auditor shall consider the purpose of the audit procedure and the 
characteristics of the population from which the sample will be drawn. Explain in detail 

Answer Audit sampling enables the auditor to obtain and evaluate audit evidence about some characteristic of 
the items selected in order to form or assist in forming a conclusion concerning the population from 
which the sample is drawn. Audit sampling can be applied using either non-statistical or statistical 
sampling approaches. 
 
When designing an audit sample, the auditor’s consideration includes the specific purpose to be 
achieved and the combination of audit procedures that is likely to best achieve that purpose. 
Consideration of the nature of the audit evidence sought and possible deviation or misstatement 
conditions or other characteristics relating to that audit evidence will assist the auditor in defining what 
constitutes a deviation or misstatement and what population to use for sampling. In fulfilling the 
requirement of relevant portion (paragraph 8) of SA 500, when performing audit sampling, the auditor 
performs audit procedures to obtain evidence that the population from which the audit sample is drawn 
is complete. 
 
The auditor’s consideration of the purpose of the audit procedure includes a clear understanding of 
what constitutes a deviation or misstatement so that all, and only, those conditions that are relevant to 
the purpose of the audit procedure are included in the evaluation of deviations or projection of 
misstatements. For example, in a test of details relating to the existence of accounts receivable, such as 
confirmation, payments made by the customer before the confirmation date but received shortly after 
that date by the client, are not considered a misstatement. Also, a mis-posting between customer 
accounts does not affect the total accounts receivable balance. Therefore, it may not be appropriate to 
consider this a misstatement in evaluating the sample results of this particular audit procedure, even 
though it may have an important effect on other areas of the audit, such as the assessment of the risk 
of fraud or the adequacy of the allowance for doubtful accounts. 
 
In considering the characteristics of a population, for tests of controls, the auditor makes an assessment 
of the expected rate of deviation based on the auditor’s understanding of the relevant controls or on 
the examination of a small number of items from the population. This assessment is made in order to 
design an audit sample and to determine sample size. For example, if the expected rate of deviation is 
unacceptably high, the auditor will normally decide not to perform tests of controls. Similarly, for tests 
of details, the auditor makes an assessment of the expected misstatement in the population. If the 
expected misstatement is high, 100% examination or use of a large sample size may be appropriate 
when performing tests of details.  
 
In considering the characteristics of the population from which the sample will be drawn, the auditor 
may determine that stratification or value-weighted selection is appropriate.  
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The decision whether to use a statistical or non-statistical sampling approach is a matter for the 
auditor’s judgment; however, sample size is not a valid criterion to distinguish between statistical and 
non-statistical approaches. 

 
QNO  
530.05 

Factor effecting Sample size Old Course -- (M20M) 
New Course -- (M18M/ N18M/ M19M/ M20M) 

 

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. Explain Stating the 
examples of factors that the auditor may consider when determining the sample size for tests of controls. 

OR 
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 (any four) that the auditor may consider when determining the 
sample size for tests of controls. 

Answer 
 
 

 The auditor shall determine a sample size sufficient to reduce sampling risk to an acceptably low 
level. 

 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.  

Story Situation Impact on Sample Size 
Auditor sent to 
Construction company 
for checking WAGES 
(High Inherent Risk) & 
preliminary 
assessment shows no 
guidance or training 
for payment staff 
(High Control Risk). 
So, resulting RMM is 
High. 

An increase in the 
auditor’s assessment 
of the risk of material 
Misstatement 

The higher the auditor’s assessment of the risk of 
material misstatement, the larger the sample size 
needs to be. The auditor’s assessment of the risk of 
material misstatement is affected by inherent risk and 
control risk. 

He gets call from 
colleague that he will 
not be coming so no 
analytical procedures 
and now things will be 
depending on his 
checking only. 

Decrease in the use 
of other substantive 
procedures directed 
at the same 
assertion. 

The less the auditor is relying on other substantive 
procedures (tests of details or substantive the same 
assertion analytical procedures) to reduce to an 
acceptable level the detection risk regarding a 
particular population, the more assurance the auditor 
will require from sampling and, therefore, the larger 
the sample size can be. 

Last year file shows 
many misstatements. 
Out of 3 supervisors 1 
is on leave & 1 is ill for 
past 9 months. 
After performing test 
of controls, he 
concluded that 
controls are weak. It 
appears expected 
misstatement is high.  

An increase in the 
amount of 
misstatement the 
auditor expects to 
find in the population  

The greater the amount of misstatement the auditor 
expects to find in the population, the larger the sample 
size needs to be in order to make a reasonable estimate 
of the actual amount of misstatement in the 
population. 
 

Factors relevant to the auditor’s consideration of the 
expected misstatement amount include the extent, to 
which item values are determined subjectively, the 
results of risk assessment procedures, the results of 
tests of control, the results of audit procedures applied 
in prior periods, and the results of other substantive 
procedures. 

Senior Accountant 
Says that they cannot 
generate list of 

Stratification of the 
population when 

When there is a wide range (variability) in the monetary 
size of items in the population, it may be useful to 
stratify the population. When a population cannot be 
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workers’ areas wise or 
site-wise or month-
wise joining so 
stratification is not 
possible. 

appropriate 
Decrease 

appropriately stratified, the sample size from the 
population generally will be Higher than the sample 
size that would have been required to attain a given 
level of sampling risk, as compared to aggregate of 
samples from strata. 

His senior calls and 
says he wants higher 
level of assurance & 
lower tolerable 
misstatement 

An increase in the 
auditor’s desired 
level of assurance 
that tolerable 
misstatement is not 
exceeded by actual 
misstatement in the 
Population 
 

Decrease in tolerable 
misstatement 

The greater the level of assurance that the auditor 
requires that the results of the sample are in fact 
indicative of the actual amount of misstatement in the 
population, the larger the sample size needs to be. 
 

The lower the tolerable misstatement, the larger the 
sample size needs to be. 

Further he observes 
number of workers 
has increased from 
1000 to 3000 

Change in the 
number of sampling 
units in the 
Population 

Negligible effect for large populations, the actual size 
of the population has little, if any, effect on sample size. 
Thus, for small populations, audit sampling is often not 
as efficient as alternative means of obtaining sufficient 
appropriate audit evidence. 
 

However, when using monetary unit sampling, an 
increase in the monetary value of the population 
increases sample size, unless this is offset by a 
proportional increase in Materiality. 
 

In MUS  
 

݁ݖ݅ܵ ݈݁݉ܽܵ

=  ܺ ݎݐܿܽܨ ݂݁ܿ݊݁݀݅݊ܥ 
݁ݑ݈ܸܽ ݊݅ݐ݈ܽݑܲ

ݐ݊݁݉݁ݐܽݐݏݏ݅ܯ ݈ܾ݁ܽݎ݈݁ܶ
) 

 

From as Population Value increases and also Tolerable 
Misstatement increases then effect will be nullified. 

 

 Author’s note  
Above points are for factors affecting sample size in case of test of details. Similar points are there for 
factors affecting sample size in case of test on control. Question may be silent on factors affecting sample 
size whether in case of test of details or test of control , so write this common answer. Don’t forget to make 
the necessary changes like substituting test of detail with control or vice versa. 

 
QNO  
530.07 

Statistical and Non-Statistical Sampling Old Course -- (M18R) 
New Course – Relevant, Concept Covered in New Course SM 

 
Whatever may be the approach non-statistical or statistical sampling, the sample must be representative. 
Discuss explaining Statistical and Non Statistical sampling approaches. 
 

Answer 
 
 

 Audit sampling enables the auditor to obtain and evaluate audit evidence about some characteristic 
of the items selected in order to form or assist in forming a conclusion concerning the population 
from which the sample is drawn. 

 

 The approaches to sampling are:  
 Statistical sampling; and 
 Non-statistical sampling. 

 

     Statistical sampling – An approach to sampling that has the following characteristics: 
o Random selection of the sample items; and 
o The use of probability theory to evaluate sample results, including measurement 

of sampling risk. 
  

 Non-statistical sampling 
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A sampling approach that does not have characteristics (i) and (ii) is considered non-
statistical sampling. 

 

 Representative 
Whatever may be the approach non-statistical or statistical sampling, the sample must be 
representative. This means that it must be closely similar to the whole population although not 
necessarily exactly the same.  

 

 Not Sample Size But Way of Selection 
The decision whether to use a statistical or non-statistical sampling approach is a matter for the 
auditor’s judgment; however, sample size is not a valid criterion to distinguish between statistical 
and non-statistical approaches, it is the way we select sample which differentiates 2 approaches. The 
sample must be large enough to provide statistically meaningful results. 

 
QNO 
530.09 

Advantages of Statistical Sampling                                                                                           Old Course -- (P16M/N17M/M19E/N20M/N20E 
New Course -- (S17M /S20M/N20M/S21M) 

 

Advantages of Statistical sampling in Auditing. 
OR 

What are the advantages of Statistical sampling technique in auditing ? 
OR 

CA X is not sure about the kind of Sampling method to be used for audit of a company. Advise him the 
method of sampling to be used. Also explain briefly the advantages of the Sampling to be used by him in 
auditing. 

Answer 
 
 

 
 
 
 
   
 
 
CA. X should obtain the knowledge before using the sampling methods. The principal methods are 
as follows:  

(1) Random selection.  
(2) Systematic selection.  
(3) Monetary Unit sampling.  
(4) Haphazard selection.  
(5) Block selection. 

 The advantages of statistical sampling may be summarized as follows – 
 It provides a means for deriving a “calculated risk” and corresponding precision (sampling 

error) i.e. the probable difference in result due to the use of a sample in lieu of examining all 
the records in the group (universe), using the same audit procedures. 

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

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

 The sample selection is more objective and thereby more defensible. 
 It may provide a better description of a large mass of data than a complete examination of 

all the data, since non-sampling errors such as processing and clerical mistakes are not as 
large. 

 Author’s Note: In ca x question you will also have to explain statistical and non-statistical sampling as given 
in 530.07 

 
QNO 
530.10 

Why auditors use sampling ? #Unique New Course -- (M21R) 

 In most of the circumstances, the evidence available is not conclusive and the auditor always takes a 
calculated risk in giving his opinion. Even by undertaking hundred percent checking of the transactions, the 
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auditor does not derive absolute satisfaction. This state of uneasiness led pragmatic auditors to adopt the 
statistical theory of sampling to derive the necessary satisfaction about the state of affairs by checking only 
a part of the total population of entries. Explain in detail. 

Answer In most of the circumstances, the evidence available is not conclusive and the auditor always takes a 
calculated risk in giving his opinion. Even by undertaking hundred percent checking of the 
transactions, the auditor does not derive absolute satisfaction. This state of uneasiness led pragmatic 
auditors to adopt the statistical theory of sampling to derive the necessary satisfaction about the state 
of affairs by checking only a part of the total population of entries. 
 
Auditors realised that they can derive good satisfaction by undertaking a much lesser checking by 
adoption of this technique in the auditing process. It is a mathematical truth that the sample, if picked 
purely on a random basis would reveal the features and characteristics of the population. 
By adopting the sampling technique, the auditor only checks a part of the whole mass of transactions. 
The satisfaction he used to derive earlier, by checking all the transactions, can be derived by a sample 
checking provided he can put reliance on the internal controls and checks within the client’s 
organisation because they provide the reliability of the records. Sampling is used as a part of Test of 
controls. Auditor will check few internal controls and their operating effectiveness. Based on the 
conclusion derived, he can then design the sample size for test of details (i.e., checking of transactions 
and balances) 
 
If the internal control is satisfactory in its design and implementation, a much smaller sample can give 
the auditor the necessary reliability of the result he obtains. 
On the other hand, if in certain areas controls are slack or not properly implemented, the auditor may 
have to take a much larger sample for getting satisfactory result. 
Another truth about the sampling technique should be noted. It can never bring complete reliability; 
it cannot give precisely accurate results. It is a process of estimation. It may have some error. What 
error is tolerable for a particular matter under examination is a matter of the individual’s judgment in 
that particular case. 

 
QNO 
530.11 

Methods of Sampling- 
Master Answer 

Old Course -- (P16M/M16E/N16R/M17E/N17R) 
New Course -- (S17M/N19R/S20M/M20R/M21R/S21M) 

 

Random selection ensures that all items in the population or within each stratum have a known chance of 
selection. Explain. 

OR 
What is the meaning of Sampling? Also discuss the methods of Sampling. Explain in the light of SA 530 Audit 
Sampling. 

OR 
The extent of the checking to be undertaken is primarily a matter of judgment of the auditor. 
It is in the interest of the auditor that if he decides to form his opinion on the basis of a part checking, he 
should adopt standards and techniques which are widely followed Explain. Discuss the methods of Sampling 
in the light of SA 530. 

OR 
Write a short note on Random sampling. 

OR 
Stratified sampling 

OR 
Haphazard sampling 

OR 
Explain the sampling method which involves selection of a block(s) of contiguous items from within the 
population. Also give example. 

Answer 
 
 

 Methods of Sampling:   
There are many methods of selecting samples. The principal methods are as follows – 

 

 Random Sampling:  
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Random selection ensures that all items in the population or within each stratum have a 
known chance of selection. It may involve use of random number tables. Random sampling 
includes two very popular methods which are discussed below– 
 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 Rs 5,000 to Rs 25,000 and not in the 
range between Rs 25 to Rs 2,50,000 
 

 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 judgment. For 
example in the above case, trade receivables balances may be divided into four groups 
as follows – 

o balances in excess of Rs 1,00,000; 
o balances in the range of Rs 75,000 to Rs 1,00,000; 
o balances in the range of Rs 25,000 to Rs 75,000; and 
o balances below Rs 25,000.  

 

 Systematic selection, in which the number of sampling units in the population is divided by 
the sample size to give a sampling interval, for example 50, and having determined a starting 
point within the first 50, each 50th sampling unit thereafter is selected. Although the starting 
point may be determined haphazardly, the sample is more likely to be truly random if it is 
determined by use of a computerised random number generator or random number tables. 
When using systematic selection, the auditor would need to determine that sampling units 
within the population are not structured in such a way that the sampling interval corresponds 
with a particular pattern in the population. 

 

 Monetary Unit Sampling is a type of value-weighted selection in which sample size, selection 
and evaluation results in a conclusion in monetary amounts. 

 

 Haphazard selection, in which the auditor selects the sample without following a structured 
technique. Although no structured technique is used, the auditor would nonetheless avoid 
any conscious bias or predictability (for example, avoiding difficult to locate items, or always 
choosing or avoiding the first or last entries on a page) and thus attempt to ensure that all 
items in the population have a chance of selection. Haphazard selection is not appropriate 
when using statistical sampling. 

 

 Block selection involves selection of a block(s) of contiguous items from within the 
population. Block selection cannot ordinarily be used in audit sampling because most 
populations are structured such that items in a sequence can be expected to have similar 
characteristics to each other, but different characteristics from items elsewhere in the 
population. Although in some circumstances it may be an appropriate audit procedure to 
examine a block of items, it would rarely be an appropriate sample selection technique when 
the auditor intends to draw valid inferences about the entire population based on the 
sample. 
 Example 

Take the first 200 sales invoices from the sales daybook in the month of September; 
alternatively take any four blocks of 50 sales invoices. Therefore, once the first item in 
the block is selected, the rest of the block follows items to the completion 
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QNO 
530.13 

Selection of Audit Sample done on a 
random basis 

Old Course -- (P16M/M16R/M18R/N18M) 
New Course – Relevant, Concept Covered in New Course SM 

 In cases where audit sample selection has been done on a random basis, no statistical process for selection 
of samples needs to be followed. 

Answer 
 
 

 Selection of Audit Sample:   
 Audit Sampling means the application of audit procedures to less than 100% of the items 

within an account balance or class of transactions to enable the auditor to obtain and 
evaluate audit evidence about some characteristics of the items selected in order to form or 
assist in forming a conclusion concerning the population. 

 

 The audit sample collection on a random basis ensures that all items in the population have 
an equal chance of selection, for example, by use of random number tables. This method is 
considered appropriate, provided the population to be sampled consists of reasonably 
similar units and fall within a reasonable range. 

 

 Thus, strictly speaking, in case of selection of an audit sample on the basis of random tables 
there is no need to follow any other statistical process for selection of sample. In fact, 
selection of an audit sample on random basis is the pre-requisite for application of statistical 
techniques.  

 

 However, certain methods such as Haphazard Sampling and Block Sampling may result in 
selection of a sample, which is not free from bias. Therefore, whenever audit sample 
selection has been done on a random basis i.e. selection of a representative sample, no 
statistical process for selection of sample needs to be followed. 

 Author’s Note 
Covered in 530.11 

 
CNO 
530.15 

Projecting Misstatements for Population                                                                                      New Course – (M19R/M20R/N20E) 

 

The auditor is required to project misstatements for the population to obtain a broad view of the scale of 
misstatement. Explain 

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

Answer 
 
 

 For tests of controls, no explicit projection of deviations is necessary since the sample deviation 
rate is also the projected deviation rate for the population as a whole. SA 330 provides guidance 
when deviations from controls upon which the auditor intends to rely are detected. 
 

 For tests of details, the auditor shall project misstatements found in the sample to the population. 
 The auditor is required to project misstatements for the population to obtain a broad view 

of the scale of misstatement, but this projection may not be sufficient to determine an 
amount to be recorded. 

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

 
QNO 
530.16 

Multiple Definitions #Unique New Course – (M21R) 

 

Explain the following terms with reference to Audit Sampling : 
(i) Stratification 
(ii) Tolerable misstatement 
(iii) Tolerable rate of deviation 

Answer (i) Stratification – The process of dividing a population into sub-populations, each of which is a group of 
sampling units which have similar characteristics (often monetary value). 
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(ii) Tolerable misstatement – A monetary amount set by the auditor in respect of which the auditor 
seeks to obtain an appropriate level of assurance that the monetary amount set by the auditor is not 
exceeded by the actual misstatement in the population. 
 
(iii) Tolerable rate of deviation – A rate of deviation from prescribed internal control procedures set by 
the auditor in respect of which the auditor seeks to obtain an appropriate level of assurance that the rate of 
deviation set by the auditor is not exceeded by the actual rate of deviation in the population. 

 
QNO 
530.17 

Evaluating Results of Sampling                                                                                            New Course –(N18M) 

 The auditor shall evaluate the results of the sample and whether the use of audit sampling has provided a 
reasonable basis for conclusions about the population that has been tested. Analyse and explain. 

Answer 
 
 

 The auditor shall evaluate- 
 The results of the sample; and 
 Whether the use of audit sampling has provided a reasonable basis for conclusions about the 

population that has been tested. 
 

 For tests of controls, an unexpectedly high sample deviation rate may lead to an increase in the 
assessed risk of material misstatement, unless further audit evidence substantiating the initial 
assessment is obtained. For tests of details, an unexpectedly high misstatement amount in a sample 
may cause the auditor to believe that a class of transactions or account balance is materially misstated, 
in the absence of further audit evidence that no material misstatement exists. 

 

 Special Case 
In the case of tests of details, the projected misstatement plus anomalous misstatement, if any, 
is the auditor’s best estimate of misstatement in the population. When the projected misstatement 
plus anomalous misstatement, if any, exceeds tolerable misstatement, the sample does not provide a 
reasonable basis for conclusions about the population that has been tested. The closer the projected 
misstatement plus anomalous misstatement is to tolerable misstatement, the more likely that actual 
misstatement in the population may exceed tolerable misstatement. Also, if the projected 
misstatement is greater than the auditor’s expectations of misstatement used to determine the sample 
size, the auditor may conclude that there is an unacceptable sampling risk that the actual misstatement 
in the population exceeds the tolerable misstatement. 

 

 Considering the results of other audit procedures helps the auditor to assess the risk that actual 
misstatement in the population exceeds tolerable misstatement, and the risk may be reduced if 
additional audit evidence is obtained. 
 

 What if no reasonable Basis? 
In case the auditor concludes that audit sampling has not provided a reasonable basis for conclusions 
about the population that has been tested, the auditor may request management to investigate 
misstatements that have been identified and the potential for further misstatements and to make any 
necessary adjustments; or tailor the nature, timing and extent of those further audit procedures to 
best achieve the required assurance. For example, in the case of tests of controls, the auditor might 
extend the sample size, test an alternative control or modify related substantive procedures. 
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QNO 
530.19 

Stratified sampling and Value weighted Sampling Old Course -- (N19MN21R) 
New Course -- (N19M/N21R) 

 

XYZ Ltd is engaged in trading of electronic goods and having huge accounts receivables. For analysing the 
whole accounts receivables, auditor wanted to use sampling technique. In considering the characteristics 
of the population from which the sample will be drawn, the auditor determines that stratification or value-
weighted selection technique is appropriate. SA 530 provides guidance to the auditor on the use of 
stratification and value - weighted sampling techniques. Advise the auditor in accordance with SA 530. 

Answer 
 
 

 Stratification and Value-Weighted Selection:  
 

Depends on population 
In considering the characteristics of the population from which the sample will be drawn, the 
auditor may determine that stratification or value-weighted selection technique is appropriate. 
SA 530 provides guidance to the auditor on the use of stratification and value-weighted sampling 
techniques. 
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 Stratification:  
 Improves Efficiency 

Audit efficiency may be improved if the auditor stratifies a population by dividing 
it into discrete sub-populations which have an identifying characteristic. The 
objective of stratification is to reduce the variability of items within each stratum 
and therefore allow sample size to be reduced without increasing sampling risk. 
 

Examples 
 When performing tests of details, the population is often stratified by monetary 

value. This allows greater audit effort to be directed to the larger value items, as 
these items may contain the greatest potential misstatement in terms of 
overstatement. Similarly, a population may be stratified according to a particular 
characteristic that indicates a higher risk of misstatement, for example, when 
testing the allowance for doubtful accounts in the valuation of accounts 
receivable, balances may be stratified by age. 

 

 Computation  
The results of audit procedures applied to a sample of items within a stratum 
can only be projected to the items that make up that stratum. To draw a 
conclusion on the entire population, the auditor will need to consider the risk of 
material misstatement in relation to whatever other strata make up the entire 
population. 

o For example, 20% of the items in a population may make up 90% of the 
value of an account balance. The auditor may decide to examine a 
sample of these items. The auditor evaluates the results of this sample 
and reaches a conclusion on the 90% of value separately from the 
remaining 10% (on which a further sample or other means of gathering 
audit evidence will be used, or which may be considered immaterial). 

 

 Projections 
If a class of transactions or account balance has been divided into strata, the 
misstatement is projected for each stratum separately. Projected misstatements 
for each stratum are then combined when considering the possible effect of 
misstatements on the total class of transactions or account balance. 

 

 Value-Weighted Selection:  
 When performing tests of details it may be efficient to identify the sampling unit 

as the individual monetary units that make up the population. Having selected 
specific monetary units from within the population,  

o for example, the accounts receivable balance, the auditor may then 
examine the particular items, for example, individual balances, that 
contain those monetary units.  

 One benefit of this approach to defining the sampling unit is that audit effort is 
directed to the larger value items because they have a greater chance of 
selection and can result in smaller sample sizes. 

 This approach may be used in conjunction with the systematic method of sample 
selection and is most efficient when selecting items using random selection. 

 
QNO 
530.21 

Extent of Checking On a Sampling Basis                                                              Old Course -- (N20R) 
New Course -- (N18E/M19R/S20M/N20R/S21M) 

 
Discuss the factors that should be considered for deciding upon the extent of checking on a sampling plan. 

OR 
Factors that should be considered for deciding upon the extent of checking on a sampling plan. 

Answer 
 
 

  The factors that should be considered for deciding upon the extent of checking on a sampling plan 
are following: 

 Size of the organisation under audit. (Big) 
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 State of the internal control. (Strong) 
 Adequacy and reliability of books and records. (Accurate & Reliable) 
 Tolerable error range. (Not very small) 
 Degree of the desired confidence. (Not very high) 

(Then higher reliance on sampling) 
 
QNO 
530.23 

Sampling- Traditional Approach- Extensive Checking 
– All Entities #Unique 

New Course -- (N19R) 

 There is a growing realisation that the traditional approach to audit is economically wasteful because all 
efforts are directed to check all transactions without exception. Explain 

Answer 
 
 

 By routine checking we traditionally think of extensive checking and vouching of all entries. 
 This invariably leads to more emphasis on routine checking, which often is not necessary in view of 

the time and the cost involved.  
 No conscious effort in human society is divested of economic considerations and auditing is no 

exception. There is a growing realization that the traditional approach to audit is economically 
wasteful because all efforts are directed to check all transactions without exception.  

 With the shift in favour of formal internal controls in the management of affairs of organizations, the 
possibilities of routine errors and frauds have greatly diminished, and auditors often find extensive 
routine checking as nothing more than a ritual because it seldom reveals anything material.  

 Now the approach to audit and the extent of checking are undergoing a progressive change in favour 
of more attention towards the questions of principles and controls with a curtailment of non-
consequential routine checking.  

 
QNO 
530.24 

Precautions of Test Check #Unique New Course -- (S20M/M21E/S21M) 

 What precautions should be taken by the auditor while applying test check techniques? 
Answer 
 
 

Precautions to be taken while applying test check techniques are 
 Thorough study of accounting system should be done before adopting Sampling. 
 Proper study of internal control systems. 
 Areas which are not suitable for sampling should be carefully considered. E.g.: compliance with 

statutory provisions, transactions of unusual nature etc. 
 Proper planning for Sampling methods to be used and explaining the staff, 
 Transactions and balances have to be properly classified (stratified) 
 Sample size should be appropriately determined. 
 Sample should be chosen in unbiased way, 
 Errors located in the sample should be analyzed properly. 

 

TRUE AND FALSE 
 

TNO- SA 530-1 

                    The method which involves dividing the population into groups of items is knows as block sampling. 

Answer 
 
 

Incorrect 
The method which involves dividing the population into groups of items is known as cluster sampling whereas 
block sampling involves the selection of a defined block of consecutive items. 

 
 

TNO- SA 530-2 

                    
Non-Statistical sampling is an approach to sampling that has the random selection of the sample items; and 
the use of probability theory to evaluate sample results, including measurement of sampling risk 
characteristics. 

Answer 
 
 

Incorrect 
Statistical sampling is an approach to sampling that has the random selection of the sample items; and the 
use of probability theory to evaluate sample results, including measurement of sampling risk characteristics. 

http://www.auditguru.in


 

www.auditguru.in                                                               7.13 

 
 
 
 
 
 

TNO- SA 530-3 

                    Sample need not be representative 

Answer 
 
 

Incorrect 
Whatever may be the approach non-statistical or statistical sampling, the sample must   be representative. 
This means that it must be closely similar to the whole population although not necessarily exactly the same. 
The sample must be large enough to provide statistically meaningful results. 

 
 

TNO- SA 530-4 

                    
According to SA 530 “Audit sampling”, ‘audit sampling’ refers the application of procedures to 100% of 
items within a population audit relevance. 

Answer 
 
 

Incorrect 
According to SA 530 “Audit sampling”, ‘audit sampling’ refers to the application of audit procedures to less 
than 100% of items within a population of audit relevance such that all sampling units have a chance of 
selection in order to provide the auditor with a reasonable basis on which to draw conclusions about the 
entire population. 

 
TNO- SA 530-5 

               
Universe refers to the entire set of data from which a sample is selected and about which the auditor wishes 
to draw conclusions. 

Answer 
 
 

Incorrect 
Population refers to the entire set of data from which a sample is selected and about which the auditor wishes 
to draw conclusions. 

 
TNO- SA 530-6 
                    Sample size is not a valid criterion to distinguish between statistical and non-statistical approaches. 

Answer 
 
 

Correct 
The decision whether to use a statistical or non-statistical sampling approach is a matter for the auditor’s 
judgment; however, sample size is not a valid criterion to distinguish between statistical and non-statistical 
approaches. Whatever may be the approach non-statistical or statistical sampling, the sample must be 
representative. This means that it must be closely similar to the whole population although not necessarily 
exactly the same. The sample must be large enough to provide statistically meaningful results. 

 
TNO- SA 530-7 

                    
When statistical sampling is used to select a sample, sample need not be representative because the 
statistical sampling takes care of the representation. Examine with reasons (in short) whether the following 
statements are correct or incorrect 

Answer 
 
 

Incorrect 
Whatever may be the approach non-statistical or statistical sampling, the sample must be representative. This 
means that it must be closely similar to the whole population although not necessarily exactly the same. The 
sample must be large enough to provide statistically meaningful results.  

 
TNO- SA 530-8 

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

Answer 
 
 

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 stratum is treated as if it was a separate population and if 
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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. 

 
TNO- SA 530-9 

                    The objective of stratification is to increase the variability of items within each stratum and therefore allow 
sample size to be reduced without increasing sampling risk. 

Answer 
 
 

Incorrect 
The objective of stratification is to reduce the variability of items within each stratum and therefore allow 
sample size to be reduced without increasing sampling risk. 

 

 
TNO- SA 530-10 
                    The non-statistical sampling in criticized on the grounds that it is neither objective nor scientific. 
Answer 
 
 

Correct 
The non-statistical sampling is criticized on the grounds that it is neither objective nor scientific. The expected 
degree of objectivity cannot be assured in non-statistical sampling because the risk of personal bias in 
selection of sample items cannot be eliminated. The closeness of the qualities projected by the sample results 
with that of the whole population cannot be measured because the sample has not been selected in 
accordance with the mathematically based statistical techniques. 

 
TNO- SA 530-11 

 
Statistical sampling has narrower application where a population to be tested consists of a large number 
of similar items. 

Answer 
 
 

Incorrect: 
Statistical sampling has reasonably wide application where a population to be tested consists of a large 
number of similar items and more in the case of transactions involving compliance testing, trade 
receivables’ confirmation, payroll checking, vouching of invoices and petty cash vouchers. 

 
TNO-SA-530-12 
 Stratified Sampling is used for homogeneous population. 
Answer 
 
 

Incorrect 
Stratified sampling is used when the population is diversified i.e heterogeneous. The population is divided into 
sub population having similar characteristics. Sample are then chosen from these sub populations which are 
called as Stratum. Therefore, stratified sampling is not useful in case of homogeneous population. 

 
TNO-SA-530-13 
 In case of Statistical sampling, auditor’s bias in choosing sample is involved. 
Answer 
 
 

Incorrect 
Statistical sampling uses scientific method choosing samples from a given population. The use of probability 
theory is involved in statistical sampling so that every sampling unit has an equal chance of getting selected. 
In the non-statistical sampling, auditor’s judgment and past experience is used to choose samples without and 
scientific method. Hence, personal bias is involved in Non statistical sampling and not Statistical. 

 
TNO-SA-530-14 

 In stratified sampling, the conclusion drawn on each stratum can be directly projected to the whole 
population. 

Answer 
 

Incorrect 
In case of stratified sampling, the conclusions are drawn on the stratum. The combination of all the 
conclusions on stratum together will be used to determine the possible effect of misstatement or deviation. 
Hence the samples are used to derive conclusion only on the respective stratum from where they are drawn 
and not the whole population. 
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TNO-SA-530-15 
 Low acceptable sampling risk requires larger sample size. 
Answer 
 
 

Correct 
Sampling risk arises from possibility that the auditor’s conclusion based upon sample may be different from 
conclusion that would have been reached if same audit procedures were applied on the entire population. If 
acceptable sampling risk is low, large sample size is needed. 
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QNO 
520.01 

Analytical Procedures- Master Answer Old Course -- (P16M /M17M/M18R/N18R) 
New Course -- (S17M/N19R/S20M/N21R/S21M) 

 

Define Analytical Procedures. 
OR 

What do you mean by Analytical procedures? How such procedures are helpful in auditing? 
OR 

Routine checks cannot be depended upon to disclose all the mistakes or manipulation that may exist in 
accounts, certain other procedures also have to be applied like trend and ratio analysis. Analyse and Explain 
stating clearly the meaning of analytical procedures. 

Answer 
 
 

 Definition 
The term “analytical procedures” means evaluation of financial information through analysis of plausible 
relationships among both financial and non-financial data.  Analytical procedures also encompass such 
investigation as is necessary of identified fluctuations or relationships that are inconsistent with other 
relevant information or that differ from expected values by a significant amount.  

 

Thus, analytical procedures include the consideration of comparisons of the entity’s financial 
information with as well as consideration of relationships. 

 Examples of Comparison of Financial Data 
 

 4 types of Comparisons as explained above 
Thus, we can say that Analytical Procedures may be segregated into these major types as comparison of 
client and industry data, comparison of client data with similar prior period data, comparison of client 
data with client-determined expected results, comparison of client data with auditor-determined 
expected results and comparison of client data with expected results, using non-financial data. 

 

 Simple Comparisons to Complex Analysis 
Various methods may be used to perform analytical procedures. These methods range from performing 
simple comparisons to performing complex analyses using advanced statistical techniques. (Correlation 
& Regression) Analytical procedures may be applied to consolidated financial statements, components 
and individual elements of information. 

 

 Routine checks V/s Analytical Procedures  
Since routine checks cannot be depended upon to disclose all the mistakes or manipulation that may 
exist in accounts, certain other procedures also have to be applied like trend and ratio analysis in 
addition to reasonable tests. These collectively are known as overall tests. With the passage of tests, 
analytical procedures have acquired lot of significance as substantive audit procedure. SA-520 on 
Analytical Procedures discusses the application of analytical procedures during an audit. 

Text Examples 
Analytical procedures include the consideration of comparisons of 
the entity’s financial information with, for example: 

 Comparable information for prior periods. 
 

 Anticipated results of the entity, such as budgets or 
forecasts, or expectations of the auditor, such as an 
estimation of depreciation.  
 

 Auditor’s own estimate 
  

Similar industry information, such as a comparison of the entity’s 
ratio of sales to accounts receivable with industry averages or 
with other entities of comparable size in the same industry. 

 
 
 

(Trend Analysis) 
 

(Comparative Analysis) 
 
 

(Predictive Analysis) 
 

(Intern Firm Analysis) 

 
 

Author’s Note 
 
 

CHAPTER 
        8 

SA 520 – ANALYTICAL PROCEDURES 
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Summarized Answer 
 

 Definition: -  
 Evaluation of financial information (TBD) 

Through analysis of plausible relationships among financial & non-financial data 
 Step-1 Studying suitable plausible (probable) interrelationships in financial and non-financial 

data, 
 Step-2 Collecting reliable data  
 Step-3 May or may not performing calculations, computing ratios percentages etc.  
 Step-4 Then comparing them with relevant data or expected values and investigating unusual 

differences 
 

 Examples of Relationships – Among Elements of Financial Info / Between Elements of Financial & 
Non-Financial Info  

 

 Simple Comparisons to Complex Analysis 
 

 Examples of various comparisons: - Prior Period, Trend Analysis / Budgets, Comparative Analysis / 
Auditor’s Estimate, Predictive Analysis / Others in Industry, Inter Firm Analysis) 

 
 
 
 
 
 
 

QNO 
520.03 

Substantive Analytical 
Procedures- Techniques 

Old Course -- (M18R /M20R) 
New Course -- (M18E/N18M/N19M/M19R/N20E/S20M/M20R/M21R/S21M) 

 

Explain techniques available as substantive analytical procedures. 
OR 

Ratio analysis is useful for analysing asset and liability accounts as well as revenue and expense accounts. 
An individual balance sheet account is difficult to predict on its own, but its relationship to another account 
is often more predictable (e.g., the trade receivables balance related to sales). Explain stating the 
techniques available as substantive analytical procedures. 

OR 
The design of a substantive analytical procedure is limited only by the availability of reliable data and the 
experience and creativity of the audit team. Explain clearly stating the techniques available as substantive 
analytical procedures. 

OR 
Discuss the techniques available as Substantive Analytical Procedures. 

OR 
Explain the 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. 

Answer 
 
 

 Creativity / Experience / Reliable Data required for SAP 
The design of a substantive analytical procedure is limited only by the availability of reliable data and 
the experience and creativity of the audit team.  

 

 Substantive analytical procedures generally take one of the following forms: 
 Trend Analysis (Data Comparisons with previous year) 

A commonly used technique is 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. 
 

 Ratio Analysis (Ratio Comparisons with other firms, like Inter firm analysis) 
Ratio analysis is useful for analyzing asset and liability accounts as well as revenue and expense 
accounts. An individual balance sheet account is difficult to predict on its own, but its 
relationship to another account is often more predictable (e.g., the trade receivables balance 
related to sales). Ratios can also be compared over time or to the ratios of separate entities 
within the group, or with the ratios of other companies in the same industry. 

 Financial ratios may include: 
Trade receivables or inventory turnover 
Freight expense as a percentage of sales revenue 
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 Structural modelling (Correlation, Regression to construct equation and then use it to Predict 
Current Year) 
A modelling tool constructs a statistical model from financial and/or non-financial data of prior 
accounting periods to predict current account balances (e.g., linear regression). 

 

 Reasonableness Tests (Comparison with expected Data, Like Predictive Analysis) 
Unlike trend analysis, this analytical procedure does not rely on events of prior periods, but 
upon non-financial data for the audit period under consideration (e.g., occupancy rates to 
estimate rental income or interest rates to estimate interest income or expense). These tests are 
generally more applicable to income statement accounts and certain accrual or prepayment 
accounts. 

 Author’s Note:     
Shortcut: TR-SR techniques for SAP 
Students may be asked a question on specific part of the answer like the last question of this CNO in which 
only Trend analysis is asked. Students should read the question carefully. 

 
QNO 
520.03.20 

Financial Statement Based -- Common Used Ratios 
#Unique 

New Course -- (N21R) 

 Analysis by computation of ratios includes the study of relationships between financial statement amounts. 
State Commonly used ratios 

Answer Analysis by computation of ratios includes the study of relationships between financial statement 
amounts. Commonly used ratios include: 
• Elements of income or loss as a percentage of sales 
• Gross profit turnover 
• Accounts receivable turnover 
• Inventory turnover 
• Profitability, leverage, and liquidity 

 
QNO 
520.03.50 

Analytical procedures (Planning phase) New Course -- (S20M/N20R/S21M/N21M) 

 

Explain how a statutory auditor of a company can apply analytical procedures at the planning phase of 
audit. 

OR 
In the planning stage, analytical procedures assist the auditor in understanding the client’s business and 
in identifying areas of potential risk. Explain 

Answer  Analytical Procedures are required in the planning phase and it is often done during the testing 
phase. In addition, these are also required during the completion phase. 

 

 Analytical Procedures in Planning the Audit: In the planning stage, analytical procedures assist the 
auditor in understanding the client’s business and in identifying areas of potential risk by indicating 
aspects of and developments in the entity’s business of which he was previously unaware. This 
information will assist the auditor in determining the nature, timing and extent of his other audit 
procedures. 

 

 Analytical procedures in planning the audit use both financial data and nonfinancial information, 
such as number of employees, square feet of selling space, volume of goods produced and similar 
information. 

 

 For example, analytical procedures may help the auditor during the planning stage to determine 
the nature, timing and extent of audit procedures that will be used to obtain audit evidence for 
specific account balances or classes of transactions. 

 
QNO 
520.04 

SUBSTANTIVE ANALYTICAL PROCEDURES 
-- STEPS 

Old Course -- (M20R) 
New Course – Relevant, Concept Covered in New Course SM 

 
"When designing and performing substantive analytical procedures, either alone or in combination with 
tests of details, as substantive procedures in accordance with SA 330, the auditor shall determine the 
suitability of particular substantive analytical procedures for given assertions, taking account of the 
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