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Test Series : October, 2015 

MOCK TEST PAPER – 2 

FINAL COURSE: GROUP – I  

PAPER – 3: ADVANCED AUDITING AND PROFESSIONAL ETHICS 

SUGGESTED ANSWERS/HINTS 
1. (a) Compilation of Financial Information: According to SRS 4410 “Engagements to 

Compile Financial Information”, an accountant would normally have to rely upon the 
management for information to compile the financial statements in a compilation 
engagement. If in the course of compilation of financial statements, it is observed 
that the information supplied by the entity is incorrect, incomplete or otherwise 
unsatisfactory, the accountant should perform following procedures- 
(i) Make any enquiries of management to assess the reliability and completeness 

of the information provided; 
(ii) Assess internal controls prevailing in the entity; and 
(iii) Verify any matters or explanations. 

 The accountant may also request the management to provide additional information. 
This may be asked in the form of management representation letter. If the 
management refuses to provide additional information, the accountant should 
withdraw from the engagement, informing the entity of the reasons for such 
withdrawal. 

 If one or more accounting standards are not complied with, the same should be 
brought to the notice of the management and if the same is not rectified by the 
management, the accountant should include the same in notes to the accounts and 
the compilation report to the management. 

(b) Compliance with Other Laws: As per SA 250, “Consideration of Laws and 
Regulations in an Audit of Financial Statements”, the auditor shall obtain sufficient 
appropriate audit evidence regarding compliance with the provisions of those laws 
and regulations generally recognised to have a direct effect on the determination of 
material amounts and disclosures in the financial statements including tax and labour 
laws. 

 Further, non-compliance with other laws and regulations may result in fines, 
litigation or other consequences for the entity, the costs of which may need to be 
provided for in the financial statements, but are not considered to have a direct 
effect on the financial statements. 

 If the auditor suspects there may be non-compliance, the auditor shall discuss the 
matter with management. If management does not provide sufficient information 
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that supports that the entity is in compliance with laws and regulations and, in the 
auditor’s judgment, the effect of the suspected non-compliance may be material to 
the financial statements, the auditor shall consider the need to obtain legal advice. 

 If the auditor is precluded by management from obtaining sufficient appropriate 
audit evidence to evaluate whether non-compliance that may be material to the 
financial statements has, or is likely to have, occurred, the auditor shall express a 
qualified opinion or disclaim an opinion on the financial statements on the basis of a 
limitation on the scope of the audit. 

 In the instant case, most of the labourers employed in Attire Ltd. are of the age 
between 11-12 years. While enquiring, management denied the fact of boundation 
on child labour and also contends that it was outside the scope of audit to look into 
the compliance with other laws. Here, it seems that the management is deliberately 
involved in the non-compliance of labor laws and hence precluding CA. Zed from 
obtaining sufficient appropriate audit evidence for further evaluation. 

 Thus, CA. Zed should ensure the disclosure of above fact and provision for the cost 
of fines, litigation or other consequences for the entity. In case, the auditor 
concludes that non-compliance has a material effect on the financial statements and 
has not been adequately reflected in the financial statements, the auditor shall 
express a qualified or adverse opinion on the financial statement. 

(c) Identification and Assessment of Risks of Material Misstatements for 
Accounting Estimates: As per SA 540 “Auditing Accounting Estimates, Including 
Fair Value Accounting Estimates, and Related Disclosures”, the auditor shall obtain 
an understanding of the following in order to provide a basis for the identification 
and assessment of the risks of material misstatements for accounting estimates- 
(i) The requirements of the applicable financial reporting framework relevant to 

the accounting estimates, including related disclosures. 
(ii) How Management identifies those transactions, events and conditions that 

may give rise to the need for accounting estimates to be recognised or 
disclosed, in the financial statements. In obtaining this understanding, the 
auditor shall make inquiries of management about changes in circumstances 
that may give rise to new, or the need to revise existing, accounting estimates. 

(iii) The estimation making process adopted by the management including- 
(1) The method, including where applicable the model, used in making the 

accounting estimates  
(2) Relevant controls 
(3) Whether management has used an expert? 
(4) The assumption underlying the accounting estimates 
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(5) Whether there has been or ought to have been a change from the prior 
period in the methods for making the accounting estimates, and if so, 
why; and  

(6) Whether and, if so, how the management has assessed the effect of 
estimation uncertainty. 

(d) Engagement to Report on Summary Financial Statements: As per SA 810 
“Engagements to Report on Summary Financial Statements”, before accepting an 
engagement to report on summary financial statements, the auditor shall- 
(i) Determine whether the applied criteria are acceptable;  
(ii) Obtain the agreement of management that it acknowledges and understands its 

responsibility: 
(1) For the preparation of the summary financial statements in accordance with 

the applied criteria; 
(2) To make the audited financial statements available to the intended users of 

the summary financial statements without undue difficulty (or, if law or 
regulation provides that the audited financial statements need not be made 
available to the intended users of the summary financial statements and 
establishes the criteria for the preparation of the summary financial 
statements, to describe that law or regulation in the summary financial 
statements); and 

(3) To include the auditor’s report on the summary financial statements in any 
document that contains the summary financial statements and that 
indicates that the auditor has reported on them. 

(iii) Agree with management the form of opinion to be expressed on the summary 
financial statements. 

2. (a) Appointment of Auditor: Section 139(2) of the Companies Act, 2013 read with 
Companies (Audit and Auditors) Rules, 2014 prescribes the provisions related to 
rotation of auditor which provides that listed company or a company belonging to 
such class or classes of companies (except one person companies and small 
companies) shall not appoint or re-appoint-  
(1)  an individual as auditor for more than one term of 5 consecutive years; and  
(2)  an audit firm as auditor for more than two terms of 5 consecutive years i.e. 10 

years. 
 In the given case, VJ Ltd. is a listed company. Therefore, the provisions relating to 

rotation of auditor shall be applicable to the company. However, 
(i) On recommendation of the Board of Directors of the company, CA. Ramesh is 

appointed as the statutory auditor of the company at the company's Annual 
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General Meeting held on 1st October, 2015 for a consecutive period of 10 
years.  

 As per the provisions of the Companies Act, 2013 discussed above, the 
appointment of CA. Ramesh as auditor of the company for 10 years is not valid 
because an individual can be appointed as an auditor only for one term of  
5 consecutive years subject to ratification by members at every annual general 
meeting.  

(ii) An audit firm can be appointed as an auditor for two terms of 5 consecutive 
years. This means that a firm can be appointed for 5 years and thereafter may 
be appointed/ reappointed for another 5 years. The total period for which a firm 
can be appointed is 10 years subject to ratification by members at every 
annual general meeting. However, a firm cannot be appointed as auditor for 10 
years by a single resolution. Thus, the appointment of M/s Suresh & 
Associates as the company’s auditor for 10 years by a single resolution is not 
valid. 

(b) Accounting for Investments in Associate: As per AS 23 on “Accounting for 
Investments in Associates in Consolidated Financial Statements”, adjustments to 
the carrying amount of investment in an investee arising from changes in the 
investee’s equity that have not been included in the statement of profit and loss of 
the investee are directly made in the carrying amount of investment without routing 
it through the consolidated statement of profit and loss. The corresponding 
debit/credit is made in the relevant head of the equity interest in the consolidated 
balance sheet. For example, in case the adjustment arises because of revaluation 
of fixed assets by the investee, apart from adjusting the carrying amount of 
investment to the extent of proportionate share of the investor in the revalued 
amount, the corresponding amount of revaluation reserve is shown in the 
consolidated balance sheet. 

 In case an associate has made a provision for proposed dividend in its financial 
statements, the investor’s share of the results of operations of the associate is 
computed without taking into consideration the proposed dividend. 

 In the given case, the associate of H Ltd. has made a provision for proposed 
dividend in its financial statements and H Ltd. has computed its share of the results 
of operations of the associate after taking into account the proposed dividend. 

 It may be noted that H Ltd. should have computed its share of the results of 
operations of the associate without taking into consideration the proposed dividend. 
Therefore, treatment made by H Ltd. is not correct. 

(c) Internal Controls in a CIS Environment: The reliability of a component is a 
function of control that acts on the component.  In a computer system following are 
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the major types of controls that are used to enhance component reliability which the 
auditor must evaluate- 
(i) Authenticity Control:  They are exercised to verify the identity of the 

individuals or process involved in a system (Password, digital signature etc.). 
(ii) Accuracy Control:  These attempts to ensure the correctness of the data and 

processes in a system (Programme validation check).  
(iii) Completeness Control:  This ensures that no data is missing and all 

processing is carried through to its proper conclusion. 
(iv) Privacy Control:  This ensures the protection of data from inadvertent or 

unauthorised disclosure.  
(v) Audit Trail Controls: This ensures the traceability of all events occurred in a 

system. 
(vi) Redundancy Control: It ensures that processing of data is done only once. 
(vii) Existence Control: It attempts to ensure the ongoing availability of all system 

resources.  
(viii) Asset safeguarding controls: It attempts to ensure that all resources within a 

system are protected from destruction or corruption. 
(ix) Effectiveness Control: It attempts to ensure that the system achieves its 

goals. 
(x) Efficiency Control: It attempts to ensure that a system uses minimum 

resources to achieve its goals. 
3. (a) Reporting for Default in Repayment of Dues: As per the general instructions for 

preparation of Balance Sheet, provided under Schedule III to the Companies Act, 
2013, terms of repayment of term loans and other loans is required to be disclosed 
in the notes to accounts. It also requires specifying the period and amount of 
continuing default as on the balance sheet date in repayment of loans and interest, 
separately in each case. 

 Further, as per clause (ix) of Para 3 of CARO, 2015, the auditor of a company has 
to state in his report whether the Company has defaulted in repayment of dues to a 
financial institution or bank or debentures holders and if yes, the period and amount 
of default to be reported. 

 In the given case, Hamma Ltd. has defaulted in repayments of dues to a Bank 
during the financial year 2014-15 which remain outstanding as at 31st March, 2015. 
However, the company has settled the total outstanding dues including interest on 
30th April, 2015 but, the dues were outstanding as at 31st March, 2015. Therefore, it 
needs to be reported in the notes to accounts.  
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 The draft report for above matter is as under: 
 “The company has taken a loan during the year, from a Bank amounting to  

Rs. XXXX @ X% p.a. which is repayable by monthly installment of Rs. XXXX for XX 
months.  

 The company has defaulted in repayment of dues including interest to a financial 
institution during the financial year 2014-15 amounting to Rs. XXXX which remained 
outstanding as at 31st March, 2015. The period of default is XXX days. However, the 
outstanding sum was settled by the company on 30th April, 2015.” 

(b) Reporting under CARO, 2015: 
(1) As per clause (iii) of Para 3 of CARO, 2015, if the company has granted any 

loans, secured or unsecured to companies, firms or other parties covered in 
the register maintained under section 189 of the Companies Act, 2013, the 
auditor is required to report- 
(I) whether receipt of the principal amount and interest are also regular; and 
(II) if overdue amount is more than Rs. 1 lakh, whether reasonable steps 

have been taken by the company for recovery of the principal and 
interest. 

In the instant case, X Pvt. Ltd. has granted a loan of Rs. 25 crores to its 
associate Y Pvt. Ltd. and it remain outstanding at the year end.  

 Therefore, the auditor should report under CARO, 2015 about the non-receipt 
of loan amount including interest and state whether reasonable steps were 
taken by the company for recovery of the dues. 

(2) As per clause (xi) of Para 3 of CARO, 2015, an auditor need to state in his 
report that whether the term loans were applied for the purpose for which the 
loans were obtained. 

 In the present case, the term loan obtained by LM Ltd. have not been put to 
use for construction activities and temporarily invested the same in short term 
deposit.  

 Here, the auditor should report the fact in his report that pending utilization of 
the term loan for construction of a factory, the funds were temporarily used for 
the purpose other than the purpose for which the loan was sanctioned as per 
clause (xi) of Para 3 of CARO, 2015. 

(c) Applicability of Provisions related to Cost Records and Audit: Rule 3 of the 
Companies (Cost Records and Audit) Rules, 2014 read with section 148 of the 
Companies Act, 2013 provides the classes of companies, engaged in the production 
of goods or providing services, required to include cost records in their books of 
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account. The said rule includes sugar industry as one of the types of companies to 
maintain cost records. 

 However, the requirement for cost audit under these rules shall not be applicable to 
a company which is covered under Rule 3, and which is operating from a special 
economic zone. 

 In the given case, Mithas Ltd., a sugar manufacturer and exporter in India, is 
operating from Noida Specific Economic Zone, Uttar Pradesh. 

 Therefore, Mithas Ltd. is required to include cost records in their books of account 
in accordance with Rule 3 of the Companies (Cost Records and Audit) Rules, 2014. 
However, the company is not required to conduct cost audit as it is operating from a 
special economic zone. The facts given on revenue are not relevant here. 

4. (a) In respect of Telegraphic Transfers and Demand Drafts, the audit assistant 
would be given the following guidance: 
(i) The bank should have a reliable private code known only to responsible 

officers of its branches, coding and decoding of telegrams should be done only 
by such officers. 

(ii) The signatures on a demand draft should be checked by an officer with the 
Signature Book. 

(iii) All the T.Ts and D.Ds. sold by a branch should be immediately confirmed by 
the advices to the branches concerned. 

(iv) If the paying branch does not receive proper confirmation of any T.T. or D.D. 
from the issuing branch or does not receive credit in its account with that 
branch, it should take immediate steps to ascertain the reasons. 

(b) Audit of a Loan Financing Company: Special points to be kept in mind while 
auditing a loan financing company, an NBFC, are given below- 
(i) Auditor should examine whether each loan or advance has been properly 

sanctioned. He should verify the conditions attached to the sanction of each 
loan or advance i.e. limit on borrowings, nature of security, interest, terms of 
repayment, etc. 

(ii) Auditor should verify the security obtained and the agreements entered into, if 
any, with the concerned parties in respect of the advances given. He must 
ascertain the nature and value of security and the net worth of the 
borrower/guarantor to determine the extent to which an advance could be 
considered realisable. 

(iii) Obtain balance confirmations from the concerned parties. 
(iv) As regards bill discounting, verify that proper records/documents have been 

maintained for every bill discounted/rediscounted by the NBFC. Test check 
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some transactions with reference to the documents maintained and ascertain 
whether the discounting charges, wherever, due, have been duly accounted for 
by the NBFC. 

(v) Check whether the NBFC has not lent/ invested in excess of the specified 
limits to any single borrower or group of borrowers as per NBFC Prudential 
Norms Directions. 

(vi) Check whether the NBFC has not advanced any loans against the security of 
its own shares. 

(vii) In case of companies which are engaged in the business of providing short 
term funds in the ICD market, the auditor should ascertain whether the NBFC 
has a regular system for ascertaining the credit worthiness of the clients prior 
to placed by the company are being rolled over and whether there is any risk 
of non-recovery. In addition, he should ascertain that the NBFC is receiving 
interest regularly in respect of these ICDs. Roll over of ICDs and non-
realisation of interest and principal amounts should be thoroughly checked to 
determine whether the ICD is required to be treated as a NPA. 

(viii) Auditor should verify whether the NBFC has an adequate system of proper 
appraisal and follow up of loans and advances. In addition, he may analyze the 
trend of its recovery performance to ascertain that the NBFC does not have an 
unduly high level of NPAs. 

(ix) Check the classification of loans and advances (including bills purchased and 
discounted) made by an NBFC into Standard Assets, Sub-Standard Assets, 
doubtful assets and loss assets and the adequacy of provision for bad and 
doubtful debts as required by NBFC Prudential Norms Directions. 

(x) An auditor should also verify whether provision for bad and doubtful debts has 
been disclosed separately in the Balance Sheet and the same have not been 
netted off against the income or against the value of assets as required by the 
NBFC Prudential Norms Directions. 

(c) Reporting Requirement Under Clause (32)(e) of Form 3CD: BSL Pvt. Ltd. is 
engaged in production business and side by side dealing in buying and selling of 
securities with the intention of speculation. During the current financial year, the 
company has made Speculation Loss of Rs. 12 lakhs. 

 Provisions and Explanations: A tax auditor has to furnish the details of 
speculation loss incurred during the previous year, under Clause 32(e) of Form 
3CD, regarding whether the company is deemed to be carrying on a speculation 
business as referred in explanation to section 73.  

 The Explanation to section 73 provides that where any part of the business of a 
company (other than a company the principal business of which is the business of 
trading in shares or banking or the granting of loans and advances) consists in the 
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purchase and sale of shares of other companies, such company shall, for the 
purposes of this section, be deemed to be carrying on a speculation business to the 
extent to which the business consists of the purchase and sale of such shares.  

 Conclusion: Therefore, the tax auditor of BSL Pvt. Ltd. is required to furnish the 
details under Clause 32(e) of Form 3CD with respect to the speculation loss of  
Rs. 12 lakhs made during the year. 

5. (a) Reliance on Audited Statement of Accounts by Investigator: If the investigation 
has been launched because of some doubt in the audited statement of account, no 
question of reliance on the audited statement of account arises. However, if the 
investigator has been requested to establish value of a business or a share or the 
amount of goodwill payable by an incoming partner, ordinarily the investigator would 
be entitled to put reliance on audited materials made available to him unless, in the 
course of his test verification, he finds the audit to have been carried on very 
casually or unless his terms of appointment clearly require to test everything afresh. 
It is, therefore, desirable for the investigator to ascertain from the client, in advance, 
in writing, whether the audited statements of account produced to him should be 
taken as correct. 

 If the statements of account produced before the investigator were not audited by a 
qualified accountant, then of course there arises a natural duty to get the figures in 
the accounts properly checked and verified. However, when the accounts produced 
to the investigator have been specially prepared by a professional accountant, who 
knows or ought to have known that these were prepared for purposes of the 
investigation, he could accept them as correct relying on the principle of liability to 
third parties. Nevertheless, it would be prudent to see first that such accounts were 
prepared with objectivity and that no bias has crept in to give advantage to the 
person on whose behalf these were prepared. 

(b) Alternative Way to Tackle the Hostile Management: While conducting the 
operational audit the auditor has to come across many irregularities and areas 
where improvement can be made and therefore he gives his suggestions and 
recommendations.  

 These suggestions and recommendations for improvements may not be accepted 
by the hostile managers and in effect there may be cold war between the 
operational auditor and the managers. This would defeat the very purpose of the 
operational audit.  

 The Participative Approach comes to the help of the auditor. In this approach the 
auditor discuses the ideas for improvements with those managers that have to 
implement them and make them feel that they have participated in the 
recommendations made for improvements. By soliciting the views of the operating 
personnel, the operational audit becomes co-operative enterprise.  

© The Institute of Chartered Accountants of India



10 

 This participative approach encourages the auditee to develop a friendly attitude 
towards the auditors and look forward to their guidance in a more receptive fashion. 
When participative method is adopted then the resistance to change becomes 
minimal, feelings of hostility disappear and gives room for feelings of mutual trust. 
Team spirit is developed. The auditors and the auditee together try to achieve the 
common goal. The proposed recommendations are discussed with the auditee and 
modifications as may be agreed upon are incorporated in the operational audit 
report. With this attitude of the auditor it becomes absolutely easy to implement the 
proposed suggestions as the auditee themselves take initiative for implementing 
and the auditor do not have to force any change on the auditee. 

 Hence, Operational Auditor of ABC manufacturing unit should adopt above 
mentioned participative approach to tackle the hostile management of ABC. 

(c) Creation of Deferred Tax Asset: Accounting Standard 22 on “Accounting for Taxes 
on Income” requires that Deferred Tax Asset (DTA) should be recognised for all 
timing differences, subject to the considerations of prudence. The Standard further 
states that unabsorbed losses of the business can be considered for creation of 
DTA provided there is virtual certainty supported by convincing evidence that 
sufficient future taxable income will be available against which such DTA can be 
realised.  

 In view of this, the DTA created by the CFO of Sugandh Pan Masala Pvt. Ltd. is not 
in order. Since the company which is in the business of manufacturing of panmasala 
has been incurring heavy losses and in addition to this the State in which the 
company is having its major sales is proposing the ban on sale and manufacture of 
pan masala, the statutory auditor would, therefore, have to qualify his report and 
mention the extent of amounts of loss and reserves which are under and overstated 
respectively. 

6. (a)  Partnership with an Advocate: As per Clause (4) of Part I of the First Schedule to 
the Chartered Accountants Act, 1949, a chartered accountant will be guilty of 
professional misconduct if he enters into partnership with any person other than a 
chartered accountant in practice or a person resident without India who but for his 
residence abroad would be entitled to be registered as a member under Clause (v) 
of Sub-section (1) of Section 4 or whose qualification are recognized by the Central 
Government or the Council for the purpose of permitting such partnership.  

 However, for the purpose of Limited Liability Partnership, Regulation 53B of the 
Chartered Accountants Regulations, 1988 permits a Chartered Accountant in 
practice to enter into partnership with other prescribed Professional Bodies which 
includes an Advocate, a member of Bar Council of India. 

 In the instant case, Ms. Aabha, a chartered accountant in practice, has entered into 
partnership with Mr. Abhay, an advocate.  
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 Thus, she would not be guilty of professional misconduct as per Clause (4) of Part I 
of First Schedule read with Regulation 53B. 

(b) Delegation of Authority to the Employee: As per Clause (12) of Part I of the First 
Schedule to the Chartered Accountants Act, 1949, a Chartered Accountant in 
practice is deemed to be guilty of professional misconduct if he allows a person not 
being a member of the Institute in practice or a member not being his partner to sign 
on his behalf or on behalf of his firm, any balance sheet, profit and loss account, 
report or financial statements. 

 However, the Council has clarified that the power to sign routine documents on 
which a professional opinion or authentication is not required to be expressed may 
be delegated and such delegation will not attract provisions of this clause like issue 
of audit queries during the course of audit, etc. 

 In the given case, CA. ‘P’ proprietor of M/s P & Co., went to abroad and delegated 
the authority to another Chartered Accountant Mr. C, his employee, for taking care 
of routine matters of his office who is not a partner but a member of the Institute of 
Chartered Accountants. Mr. ‘C’ has issued audit queries which were raised during 
the course of audit.  

 Here “C” is right in issuing the query, since the same falls under routine work which 
can be delegated by the auditor. Therefore, there is no misconduct in this case as 
per Clause (12) of Part I of First schedule to the Act. 

(c)  Loan from a Company: As per Clause (1) of Part II of Second Schedule to the 
Chartered Accountants Act, 1949, a chartered accountant is deemed to be guilty of 
professional misconduct if he contravenes any of the provisions of Chartered 
Accountants Act, 1949 or Regulations made thereunder.  

 Regulation 47 of the Chartered Accountant’s Regulations, 1988, prohibits a member 
from accepting any premiums or loans or any deposit in any form from an articled 
clerk directly or indirectly.  

 In the given case, M/s XYZ & Co. has taken loan from a company whose Managing 
Director happens to be father of articled clerk with CA. X, a partner of  
M/s XYZ & Co. Here, the articled trainee has no direct interest in that company. 
There has been a case wherein a chartered accountant was held guilty of 
professional misconduct because he took a loan from a firm in which the articled 
clerk and his father were both interested. But, in this case as per the facts, the 
articled trainee has no direct interest in the company. However, if relationship, direct 
or indirect, can be established in view of relationship of articled trainee with MD of 
the company, CA. X of M/s XYZ & Co. would be held liable for professional 
misconduct. Thus, M/s XYZ & Co. would be guilty of professional misconduct under 
this clause if it is proved that the loan was related to the engagement of the articled 
clerk. 
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(d)  Maintenance of Branch Office: As per section 27 of the Chartered Accountants 
Act, 1949, if a chartered accountant in practice has more than one office in India, 
each one of these offices should be in the separate charge of a member of the 
Institute. However, a member can be in-charge of two offices if the second office is 
located in the same premises or in the same city, in which the first office is located; 
or the second office is located within a distance of 50 Kilometres from the municipal 
limits of a city, in which the first office is located. 

 In the given case, CA. Panash has a sole proprietorship in the name of M/s P & 
Associates at Chennai Office and due to increase in the work he opened another 
branch near the income tax office. His new office is within a distance of 46 
Kilometres from the municipal limits of his first office. He also employed the income 
tax commissioner to run the new office.  

 Therefore, there will be no misconduct if CA. Panash will be in-charge of both the 
offices, however, he will be liable to declare which of the two offices is the main 
office.   

7. (a) Haphazard Sampling: In haphazard selection, 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. 

 Haphazard selection of sample, may be an acceptable alternative to random 
selection of sample, provided the auditor attempts to draw a representative sample 
from the entire population with no intention to either include or exclude specific 
units. 

 When the auditor uses this method, care needs to be taken to guard against making 
a selection that is biased, for example, towards items which are easily located, as 
they may not be representative. 

(b) Objectives of the Internal Check System: Following are the objectives of the 
internal check system- 
(i) To detect error and frauds with ease. 
(ii) To avoid and minimize the possibility of commission of errors and fraud by 

any staff. 
(iii) To increase the efficiency of the staff working within the organization. 
(iv) To locate the responsibility area or the stages where actual fraud and error 

occurs. 
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(v) To protect the integrity of the business by ensuring that accounts are always 
subject to proper scrutiny and check. 

(vi) To prevent and avoid the misappropriation or embezzlement of cash and 
falsification of accounts. 

(c) Areas Excluded from the Scope of Peer Reviewer: 
(i) Management Consultancy Engagements; 
(ii) Representation before various Authorities; 
(iii) Engagements to prepare tax returns or advising clients in taxation matters; 
(iv) Engagements for the compilation of financial statements; 
(v) Engagements solely to assist the client in preparing, compiling or collating 

information other than financial statements; 
(vi) Testifying as an expert witness; 
(vii) Providing expert opinion on points of principle, such as Accounting Standards 

or the applicability of certain laws, on the basis of facts provided by the client; 
and  

(viii) Engagement for Due diligence. 
(d)  General Steps in the Conduct of Risk-Based Audit: Risk-based audit (RBA) is an 

approach to audit that analyzes audit risks, sets materiality thresholds based on 
audit risk analysis and develops audit programmes that allocate a larger portion of 
audit resources to high-risk areas. 

 RBA consists of four main phases starting with the identification and prioritization of 
risks, to the determination of residual risk, reduction of residual risk to acceptable 
level and the reporting to auditee of audit results. These are achieved through the 
following: 
(i) Understanding auditee operations involves processes for reviewing and 

understanding the audited organization’s risk management processes for its 
strategies, framework of operations, operational performance and information 
process framework, in order to identify and prioritize the error and fraud risks 
that impact the audit of financial statements. The environment in which the 
auditee operates, the information required to monitor changes in the 
environment, and the process or activities integral to the audited entity’s 
success in meeting its objectives are the key factors to an understanding of 
agency risks. Likewise, a performance review of the audited entity’s delivery of 
service by comparing expectations against actual results may also aid in 
understanding agency operations. 

(ii) Assessment of management risk strategies and controls is the determination 
as to how controls within the auditee are designed. The role of internal audit in 
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promoting a sound accounting system and internal control is recognized, thus 
the SAI should evaluate the effectiveness of internal audit to determine the 
extent to which reliance can be placed upon it in the conduct of substantive 
tests. 

(iii)  Management of residual risk requires the design and execution of a risk 
reduction approach that is efficient and effective to bring down residual audit 
risk to an acceptable level. This includes the design and execution of 
necessary audit procedures and substantive testing to obtain evidence in 
support of transactions and balances. More resources should be allocated to 
areas of high audit risks, which were earlier known through the analytical 
procedures undertaken. 

(iv) The results of audit shall be communicated by the auditor to the audited entity. 
The auditor must immediately communicate to the auditee reportable 
conditions that have been observed even before completion of the audit, such 
as weaknesses in the internal control system, deficiencies in the design and 
operation of internal controls that affect the organization’s ability to record, 
process, summarize and report financial data. 

(e) Mandatory Review Areas of the Audit Committee: The Audit Committee shall 
mandatorily review the following information as per Clause 49 of the Listing 
Agreement-  
(i)  Management discussion and analysis of financial condition and results of 

operations; 
(ii)   Statement of significant related party transactions (as defined by the Audit 

Committee), submitted by management; 
(iii)  Management letters / letters of internal control weaknesses issued by the 

statutory auditors; 
(iv) Internal audit reports relating to internal control weaknesses; and 
(v)  The appointment, removal and terms of remuneration of the Chief internal 

auditor shall be subject to review by the Audit Committee. 
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