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Chapter 4: Risk Assessment and Internal 
Control 

Examples and Case Studies 
1. Topic: Audit Risk 

Illustration: Strength limited purchased a Plant and Machinery for ` 2 Crores in the financial 
year 2020-2021. The accountant of strength limited debited ` 2 crores in the Repair and 
Maintenance account in the statement of Profit and loss instead of taking it to the balance 
sheet as PPE and claim depreciation on it. While auditing the accounts of this company the 
auditor did not notice this and consequently did not report anything regarding the plant and 
machinery. Therefore, opinion given by the auditor would be inappropriate resulting in audit 
risk. 

2. Topic: Control Risk 
Illustration: During the financial year 2020-21, certain accounting transactions regarding 
purchases of material and some disclosures required to be made in the financial statements 
of Appreciation Limited were misstated and those misstatements were material in nature. 
There was a risk that internal control operating in Appreciation Limited would not be able 
to find and then rectify those misstatements in proper time. This risk is called as Control 
Risk. 
There is an inverse relationship between Control Risk and Efficiency of Internal Control 
of an Entity. When efficiency of internal control of an entity is high the control risk is low 
and when efficiency of internal control of that entity is low the control risk is high. 

3. Topic: Detection Risk 
Illustration: While auditing the books of accounts of Grateful Limited for the financial year 
2020- 21 , the auditor of the above mentioned company used various audit procedures, for 
example-observation, inspection, reperformance, recalculation etc. for obtaining audit evidence 
regarding stock, Debtors, sales, purchases etc., and consequently reducing the audit risk. 
However, there will always remain a risk that various audit procedures as used by auditor 
of Grateful Limited will not be able to detect misstatements which are material in nature. 
This risk is known as Detection Risk. 

4. Topic: Audit Risk 
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Illustration: A Partnership Firm of Chartered Accountants HT and Associates was appointed 
to audit the books of accounts of Wind and Ice Limited for the financial year 2020-21. There 
was a risk that HT and Associates would give an inappropriate audit opinion if the financial 
statements of Wind and Ice Limited are materially misstated. State the Risk mentioned in 
the question 
Solution: The risk mentioned in the question is known as Audit Risk, because risk that auditor 
of a company will give an inappropriate audit opinion if the financial statements of that 
company are materially misstated is known as Audit Risk. 

5. Topic: SA 315 – Understanding the Entity and its Environment 
Illustration: While auditing the books of accounts of Heavy Material Limited for the financial 
year 2020-21, a team member of the auditor of Heavy Material Limited showed no inclination 
towards understanding the business and the business environment of the above mentioned 
company. Is the approach of team member of the auditor of Heavy Material Limited correct 
or incorrect? Also give reason for your answer. 
Solution: The approach of team member of the auditor of Heavy Material Limited is incorrect 
because understanding the business and the business environment of company whose audit 
is to be conducted is very important, as it helps in planning the audit and identifying areas 
requiring special attention during the course of audit of that company. 

6. Topic: SA 315 – Benefits of understanding Internal Controls 
Illustration: The team member of the auditor of Simple and Easy Limited was of the view 
that understanding the internal control of the company would not help them in any manner 
in relation to audit procedures to be applied while conducting the audit. 
Solution: The view of the team member of the auditor is incorrect because understanding the 
internal control of the company would help the auditor and his team members in designing 
the nature, timing and extent of audit procedures to be applied while conducting the audit 
of the company. 

7. Topic: Benefits of evaluation of Internal Controls 
Illustration: Mr. Y, one of the team member of the auditors of What and Where Limited was 
very keen in knowing whether the internal control of the company would safeguard the 
company’s assets and it would help in identifying the areas where internal control is weak. 
Advise Mr. Y. 
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Solution: The review of internal controls will enable the auditors to know whether the 
controls adequately safeguard the assets and to identify where the controls are weak and 
where they are excessive. 

8. Topic: Methods of evaluation of Internal Controls 
Illustration: In order to evaluate the Internal Control of Your and My Limited, a team member 
of the auditors used a method according to which, number of questions relating to internal 
control of the company were required to be answered by the employees of the company. After 
obtaining the answers there was a discussion relating to those answers between team member 
of the auditor and employees of the company for a clear picture. State the method of 
evaluation of internal control as discussed above. 
Solution: The method of evaluation of internal control used in the above question is known 
as Internal Control Questionnaire because in questionnaire method, a number of questions 
relating to internal control of a company are required to be answered by employees of that 
company and when answers to the questions are obtained, there is a discussion relating to 
those answers between team members of the auditors and employees of that company for a 
clear picture. 

9. Topic: Methods of evaluation of Internal Controls 
Illustration: Healthy and Useful Limited is into small manufacturing as well as trading 
business. For the purpose of evaluating the internal control of Healthy and Useful Limited, a 
team member of the auditors of the company used a method according to which the whole 
description of internal control that was operating in the said company was to be recorded. 
Identify the method of evaluation of internal control as mentioned above. 
Solution: The method of evaluation of internal control referred above is known as Narrative 
Record because in Narrative Record method, a whole description of internal control operating 
in an entity is recorded. Narrative Record method is also appropriate for small manufacturing 
as well as trading business as is mentioned in the question above case. 

10. Topic: SA 320 – Materiality in planning and performing an audit 
Illustration: One of the team members of auditors of Highly Capable Limited was of the view 
that Materiality and Audit Risk are only considered at planning stage of an audit. Comment 
as an auditor. 
Solution: The concept of materiality is applied by the auditor both in planning and 
performing the audit, and in evaluating the effect of identified misstatements on the 
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audit and of uncorrected misstatements, if any, on the financial statements and in forming 
the opinion in the auditor’s report. 

11. Topic: SA 320 – Documenting the RMM 
Illustration: Mr. N, one of the team members of the auditors of Reasonably Cheerful Limited 
was of the view that risks that were identified during the course of audit were not required 
to be documented. Explain with a reason whether the viewpoint of Mr. N is justified. 
Solution: The auditor shall document the identified and assessed risks of material 
misstatement at the financial statement level and at the assertion level; and the risks 
identified, and related controls about which the auditor has obtained an understanding. 
Keeping in view the above, the viewpoint of Mr. N is not justified because risks that were 
identified during the course of audit of Reasonably Cheerful Limited were required to be 
documented by the auditors. 

12. Topic: Applicability of Internal Audit 
Illustration: Windy Limited is an unlisted public limited company. During the financial year 
2019-20, the paid up share capital of Windy Limited was ` 60 crore. During the financial year 
2020-21, Board of Directors of the company, in order to comply with the provisions of 
Companies Act, 2013 appointed an internal auditor. Give the justification of this appointment 
done by Board of Directors of Windy Limited according to the provisions of Companies Act, 
2013. 
Solution: The appointment done by Board of Directors of Windy Limited is justified because 
according to Section 138 of the Companies Act, 2013, every unlisted public company having 
a paid up share capital of `  50 crore or more during the preceding financial year is required 
to appoint an internal auditor. 

13. Topic: Applicability of Internal Audit 
Illustration: Extremely Fine Limited is an unlisted public limited company. For the financial 
year 2019-20, the turnover of the above mentioned company was ` 256 crore. In order to 
comply with provisions of Companies Act, 2013 the Board of Directors of Extremely Fine 
Limited during the financial year 2020-21, appointed an internal auditor. Comment on the 
appointment of Internal Auditor. 
Solution: The appointment done by Board of Directors of Extremely Fine Limited is justified 
because according to Section 138 of the Companies Act, 2013 every unlisted public company 
having a turnover of ` 200 crore or more during the preceding financial year is required to 
appoint an internal auditor. In the above mentioned question, Extremely Fine Limited is an 
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unlisted public company having a turnover of ` 256 crore for the financial year 2019-20, 
which is more than ` 200 crore, therefore during the financial year 2020-21, Extremely Fine 
Limited is required to appoint an internal auditor. 

14. Topic: Relation between Internal Control and Internal Audit 
Illustration: 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 
Solution: 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 evaluation of IC, 
examination of financial and operating information, review of operating activities and 
review of compliance with laws and regulations. 
Keeping in view above, the viewpoint of the director of Stability Establishment Limited is 
incorrect because internal audit has a very strong relation with internal control of a company. 
Internal Audit analyzes the effectiveness with which the internal control of a company is 
operating and also makes suggestions for improvement in that internal control. 

15. Topic: Internal Financial Controls 
Illustration: Mr. T, one of the directors of Over Careful Limited was of the view that internal 
financial controls have nothing to do with accounting records of a company. Comment on the 
views of Mr T. 
Solution: Clause (e) of Sub-section 5 of Section 134 explains the meaning of internal 
financial controls as, “the policies and procedures adopted by the company for ensuring the 
orderly and efficient conduct of its business, including adherence to company’s policies, the 
safeguarding of its assets, the prevention and detection of frauds and errors, the accuracy 
and completeness of the accounting records, and the timely preparation of reliable 
financial information.” 
In view of above, viewpoint of Mr. T is incorrect. 

Correct-Incorrect Questions 
i. One of the directors of Very Fresh Fruits Limited was of the view that internal auditor to be 

appointed must be an employee of Very Fresh Fruits Limited. 
Incorrect: 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 
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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. 

ii. Mr. W, one of the team members of auditor of Different Limited was of the view that 
understanding the Internal Control of Different Limited will not help in developing an Audit 
Programme. 
Incorrect: Understanding the Internal Control of Different Limited will help in developing an 
Audit Programme because it will assist the auditor and his team to understand as to how 
much they can rely on internal control of the company and what audit procedures would 
be appropriate to be used during the course of audit. 

iii. Information obtained by performing risk assessment procedures shall not be used by the 
auditor as audit evidence to support assessments of the risks of material misstatement. 
Incorrect: Information obtained by performing risk assessment procedures and related 
activities may be used by the auditor as audit evidence to support assessments of the risks 
of material misstatement. 

Theoretical Questions 
i. When auditor identifies deficiencies and report on internal controls, he determines the 

significant financial statement assertions that are affected by the ineffective controls in 
order to evaluate the effect on control risk assessments and strategy for the audit of the 
financial statements. Explain 
Hint: Control Risk Assessment when control deficiencies are identified 

ii. Obtaining an understanding of the entity and its environment, including the entity’s 
internal control, is a continuous, dynamic process of gathering, updating and analysing 
information throughout the audit. Analyse and explain giving examples. 
Hint: Establishing a frame of reference and applying professional judgement 

iii. Internal control over safeguarding of assets against unauthorised acquisition, use, or 
disposition may include controls relating to both financial reporting and operations 
objectives. Explain stating clearly the objectives of Internal Control. 
Hint: Objectives of Internal Control 

iv. It has been suggested that actual operation of the internal control should be tested by 
the application of procedural tests and examination in depth. Explain with the help of 
example in respect of the procedure for sales. 
Hint: Controls in sales process 
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v. Sweet Fruits Private Limited had a turnover of ` 155 crore for the financial year 2019-20. 
Explain whether during the financial year 2020-21, Sweet Fruits Private Limited would be 
required or not required to appoint an internal auditor, keeping in view the provisions of 
Companies Act, 2013. 
Hint: Applicability of Internal Audit 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


