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Nature, Objective and Scope of Audit
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lji Bhai has purchased sha company listed on NSE. The audited financial statements of the
j‘canip‘zi;iif_\ﬁfdv\id‘éfpi‘i‘:‘tlifgi“\(jf“l‘x'éi;‘lt_li_)?‘ﬁ‘nim‘éi:i’l\ performance having robust turnaver, low debt and
“good profit Onz\bovebasmhels absolutely satisfied that money invested by him is safe and there
f losing \Il)O‘l.f]ﬁ}“lf'QQ.;\_l‘ik(irit\Q(l‘:ljﬁsil[tei‘ ‘fzmdn\ud‘it reports of companies provide such
like Lalji Bhai? Is thinking of Lalji Bhai correct? '

Ans.: Objectives of Audit:

* An audit does not provide assurance to investor in shares regarding safety of his money. Share
prices of securities are affected by range of factors.

e An audit only provides reasonable assurance that financial statements are free from material
misstatement whether due to fraud or error.

Conclusion: Thinking of Lalji Bhai is not correct

Good deeds. Limited is engaged in business of recycling of wastes from dumping grounds of
mtmiéipiﬂ i:orp'omtloh of Indore to usable manure. It is, in this way, also, helping to make the city

\;lghli. e :
Durlng _.c'o‘lifsé of audit by Zoha & Zoha, a firm of auditors, it is observed by auditors that company
‘h‘:'l's"‘:r’eceivedla notice from Central Bench of National Green Tribunal for not following certain
éixvifbglm'éhfal i‘egu]ations involving imposition of hefty monetary penalty on the company. ‘The
:cbnlphny is yet to reply to the notice. The auditors point out that same is not stated in notes to
‘:‘l'ccmihts:‘in fihzjncial statements. The company points out that auditors are going beyond scope of

their work. Does s‘ucl‘x a matter fall within scope of audit?

|

Ans.: Scope of Audit:
An Audit of Financial Statements include within its scope the following:

(1) Coverage of all aspects of entity: Audit of F.S. should be organized adequately to cover all
aspects of the entity relevant to the F.S.

(2) Reliability and sufficiency of financial information: Auditor should be reasonably satisfied
that information contained in accounting records and other source data (like bills, vouchers,
documents etc.) is reliable and provide sufficient basis for preparation of I'.S.

(3) Proper disclosure of financial information: Auditor should decide whether relevant
information is properly disclosed in F.S in compliance with applicable statutory requirements.
For this purpose, auditor is required to study and assess accounting systems and internal
controls.

Conclusion: Proper disclosure of financial information is well within scope of audit.

.
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Nature, Objective and Scope of Audit C

Q.3

1
A huge fire broke out in NOIDA plant of KT Limited. Plant assets comprising buxldmg, mag hln
and inventories were insured from branch of a public sector insurance company. Apart fmm Ery

insurance surveyor who was deputed for assessing loss, the regional office of i msurancg pSU a n
nppointed a CA for verification of books of: accounts/ﬂnanaa] records of the compa 730
circumstances surrounding the loss. He was also requested to submit an early re ort,
‘report by CAin nature ofaudltreport" Ceut o '

Ans.: Examination of Books of Accounts for a specific purpose:

e An Audit is independent examination of Financial Information of any entity, Whether Profy
oriented or not, and irrespective of its size or legal form, when such an examinati

on is conduy, "
with a view to expressing an opinion thereon.

* Auditis not an official investigation into alleged wrong doing.

* In this case, CA was appointed for verification of books of accounts/financial records
circumstances surrounding the loss is for a specific objective to determine genuineness of loss
any issue affecting liability of insurance company.

ang
ang

Conclusion: Work performed by CA is nature of investigation and hence his report will pot
nature of audit report.

be in

Q4

: mn to accountmg lssues IS responsnblhty of
Y, m relatlon to accountmg pohcles

Ans.: Selection of Accounting Policies:

* Choosing of appropriate accounting policies is responsibility of management. Role of auditor Jje

in evaluating selection and consistent application of accounting policies by management,
* Auditor’s duties in relation to accounting policies includes
(a) to evaluate whether accounting policies selected by management are proper and

(b) whether chosen policy has been applied consistently on a period-to-period basis.

Q5

d in the manufacturing of textile and handloom products. It sells
nish products-both n the domestlc as well as in the international market. The company is
v 30 crores 1t has also availed cash credit limit of X 5 crores from Canara
-24 proprietor of the firm is worried about the financial position of the

ompany and is under the 1mpressnon that since he is out of lndla, therefore firm might run into

o‘under__ and_.,Apart from thls obvmus utlhty, there are other advantages of audit.

‘Some or all of these are of consmerable value even to those enterpnses and orgamsatmns where

Ans.: Advantage of Audit of Financial Statement:

() Audited accounts provide high quality information, It gives confidence to users that
information on which they are relying is qualitative and it is the outcome of an exercise carried

out by following Auditing Standards recognized globally.
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Chapter 1 Nature, Objective and Scope of Audit

(b) In case of companies, shareholders may or may not be involved in daily affairs of the company.
F.S. are prepared by management consisting of directors. As shareholders are owners of the
company, they need an independent mechanism so that financial information is qualitative and
reliable. Hence, their interest is safeguarded by an audit.

(c) Audit acts as a moral check on employees from committing frauds for the fear of being
discovered by audit.

(d) Audited F.S. are helpful to government authorities for determining tax liabilities.

(e) Audited F.S. can be relied upon by lenders, bankers for making their credit decisions i.e.,
whether to lend or not to lend to a particular entity.

() Audit may also detect fraud or error or both.

(8) Audit reviews existence and operations of various controls operating in any entity. Hence, it
is useful at pointing out deficiencies.

Q.6 | SWM is proprietorship firm engaged in the manufacturing of different kind of yarns. It sells its
finished products both in the domestic as well as in the international market. The company is
making total turnover of X 30 crores. It has also availed cash credit limit of ¥ 3 crores from Dena
Bank. In the year 2023-24. Proprietor of the firm is worried about the financial position of the
company and is under the impression that since he is out of India, therefore firm might not run
well. He approaches an Internal Auditor about as to what would be covered in Audit. Advice
regarding elements to be included in Scope of Audit. [MTP-March 19]

Ans.: Scope of Audit: Refer Answer of Q. No. 2

Q.7 | “An audit is independent examination of financial information of any entity, whether profit

oriented or not, and irrespective of its size or legal form, when such an examination is conducted

with a view to expressing an opinion thereon.”

Explain stating clearly how the person conducting this task should take care to ensure that financial

statements would not mislead anybody. [MTP-Oct. 19]
Or

The person conducting audit should take care to ensure that financial statements would not
mislead anybody. Explain stating clearly the meaning of Auditing. [RTP-May 20, MTP-Oct. 21]

Ans.: Meaning of Audit:

An Audit is independent examination of Financial Information of any entity, whether profit oriented
or not, and irrespective of its size or legal form, when such an examination is conducted with a view

to expressing an opinion thereon.
This definition has the following implications:
(a) Auditisindependent examination of financial information.

(b) Requirement of audit applies in case of every entity, whether profit oriented or not (NGO or a
Charitable Trust), whatever is business size of entity (Small Size entity or large size entity),
whatever is the legal form of the entity (proprietor, partnership, LLP or company).

(c) Purpose of audit is to express an opinion on the F.S. by means of written audit report.
Points to be ensured that F.S. not misled anybody:
Auditor engaged to perform task of performing audit need to ensure the following:

(a) Accounts have been drawn up with reference to entries in books of account;

(b) Entries in books of account are adequately supported by sufficient and appropriate evidence;
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Nature, Objective and Scope of Audit

Chapterl
(¢) Noneof the entries in hooks of accaunt has been omitted in the process of compilation; Ch
() Informationc ontained in the FS ds clear and unambiguous. -
() Amounts shown in £S5, are properly classified, described and disclosures are made |
conformity with applicable ASs.
() FS reflecttrue and fair view of financial results and financial position.
Q.6 | State the oh]cclivcc of Audit according to SA 200. [RTP'May 20
ccti of Audit \ —_
r\tl§ ()h]cctivoq of Audit: Refer Answer of Q. No. 10.
Q9 Both accmmllng and auditing are closely related with each other. Explain. [RTP-Noy, 20 3

:\ns Rcl.monshlp between accounting and auditing:

« Accounting and auditing are closely related with each other as auditing reviews the financiy)
statements which are nothing but a result of the overall accounting process.

e Auditing begins when accounting ends.

It requires that the auditor must have a thorough and sound knowledge of generally accepteq
principles of accounting before he can review the financial statements.

Q.10 | CA N is the auditor of SR Ltd. The auditor expressed his opinion on the financial statements Withoyt

ascertaining as to whether the financial statements as a whole were free from materig)
misstatements or not. In your opinion, whether CA N has complied with objectives of audit
considering the applicability of relevant SA? [May 22 (3 Marks); MTP-April 23; RTP-Nov. 23)

Ans.: Objectives of Auditor:

As per SA-200 “Overall Objectives of the Independent Auditor”, in conducting an audit of financig]
statements, the overall objectives of the auditor are:

(i) To obtain reasonable assurance about whether the financial statements as a whole are free from
material misstatement, whether due to fraud or error, thereby enabling the auditor to express an

opinion on whether the financial statements are prepared, in all material respects, in accordance
with an applicable financial reporting framework; and

(i) To report on the financial statements, and communicate as required by the SAs, in accordance
with the auditor’s findings.

In the given case of SR Ltd., CA N expressed his opinion on the financial statements of SR Ltd. without

obtaining reasonable assurance about whether the financial statements as a whole are free from

material misstatement or riot. Therefore, it can be concluded that CA N did not comply with the
objective of audit as stated in SA 200.

Q.11 | An audit is distinct from investigation. However, iti ns qmte p0551ble that sometimes investigation

results from the prima facie findings of the audltor. Discuss. ;

[RTP-May 23]

Ans.: Audit vs. Investigation:

e Audit is distinct from investigation. Investigation is a critical examination of the accounts with a

special purpose. For example, if fraud is suspected and it is specifically called upon to check the
accounts whether fraud really exists, it takes character of investigation

The objective of audit, on the other hand, is to obtain reasonable assurance about whether the
financial statements

as a whole are free from material misstatement, whether due to fraud or
error, thereby enabling the auditor to express an opinion
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Chapter1 Nature, Objective and Scope of Audit

Therelore, audit is never started with a pre-conceived notion about state of affairs; about wrong-
doing: about some wrong having been committed. The auditor seeks to report what he finds in
normal course of examination of accounts.

However, it is quite possible that sometimes investigation results from the prima facie findings of
the auditor. It may happen that auditor has given some findings of serious concern. Such findings
may prompt for calling an investigation.

1.2 - Inherent Limitations of Audit

Q.12

Zeeba Products is a partnership firm engaged in tradmg of deSIgner dresses. The firm has
appointed JJ & Co, Chartered accountants to audit their accounts for a year. The audltors were
satisfied with control systems of firm, carried out required procedures and necessary veriﬁcations |
In particular, they carried out sample checking of purchases, traced purchase bills to GST'ﬁorta
and also made confirmations from suppliers. They were satisfied with audit evidence obtaln .
them as part of audit exercise. An audit report was submitted to the.firm giving an opmlon tha
financial statements reflected true and fair view of state of affairs of the firm. '

However, later on, it was discovered that purchase manager responsible for procuring dresses fron
one location was also booking fake purchases of small values by colluding with unethxcal dealers."i
Payments to these dealers were also made in connivance with accountant through bankmg channel

The partners of firm blame auditors for futile audit exercise. Are partners of f irm correct in theis
view point? Imagine any probable reason for such a sxtuatlon. S e

Ans.: Inherent Limitations of an Audit:

e An Audit suffers from inherent limitations due to which auditor is not expected to, and cannot,
reduce audit risk to zero and cannot therefore obtain absolute assurance that the F.S. are free from
material misstatement due to fraud or error.

e Circumstances as given in questions is an example of failure of internal controls of the firm. The
internal control has not operated due to collusion between employees which is a limitation of
internal control itself. The auditor has relied upon internal controls. It is very nature of financial
reporting that management is responsible for devising suitable internal controls.

Conclusion: Partners of the firm are not correct. This is an inherent limitation of audit.

Q.13

An audit does not prov1de absolute assurance. Dlscuss how nature of audit procedures itself is one
of the reasons due to which audlt cannot provide absolute assurance

Ans.: Inherent Limitations of an Audit - Nature of Audit procedures:
There are practical and legal limitations on the auditor’s ability to obtain audit evidence. For example:

(1) Auditor does not test all transactions and balances. He forms his opinion only by testing samples.
It is an example of practical limitation on auditor’s ability to obtain audit evidence.

(2) Management may not provide complete information as requested by auditor. There is no way by
which auditor can force management to provide complete information as requested. In case he is
not provided with required information, he can on]y.report. It is an example of legal limitation
on auditor’s ability to obtain audit evidence.

The management may consist of dishonest and unscrupulous people and may be, itself, involved in
fraud. It may be engaged in concealing fraud by designing sophisticated and carefully organized

schemes which may be hard to detect by the auditor. It may produce fabricated documents before
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Nature, Obfective and Seope of Audit

0.1

——— - . Chapter 1
that audit evidence is valid, However, in reality, such documentg o

anditor to lead him to helleve

he fako or non-genuino,
ay have enter ; transactions with related .
I s quite possible that antity may have entered into some ‘ Parties, Such

trangactions may he only paper transactions and may not have actually occurred. The auditor fia
not he aware of such related party relationships or audit procedures may not be able tq detey

probable wrong dolngs in such transactions.
reduce audit risk to zero and cannot therefore °btain

The auditor s not expected to, and cannot,
absolute assurance that the financial statements are free from material misstatement due to frayq
[RTP-Nov, 1g)

—

or orrors This Is hecause there are inherent limitations of an audit. Explain.

Ans. Inherent Limitations of Audit:
As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Aygj; in

accordance with Standards on Auditing” the auditor is not expected to, and cannot, reduce audjt risk

(o zero and eannot therefore obtain absolute assurance that the financial statements are free from

material misstatement due to fraud or error. This is because there are inherent limitations of an

audit, which may arlse from:

(1) The Nature of Financlal Reporting: Preparation of F.S. involves making many judgments l;y
management, These judgments may involve subjective decisions or a degree of uncertainty,
Therefore, anditor may not be able to obtain absolute assurance that F.S. are free from Mmateria]
misstatements due to frauds or errors.

(2) Nature of Audit Procedures: There are practical and legal limitations on the auditor’s ability to
obtain audit evidence, For example:

Auditor does not test all transactions and balances. He forms his opinion only by testing
samples. Itis an example of practical limitation on auditor’s ability to obtain audit evidence.

Management may not provide complete information as requested by auditor. There is no way by
which auditor can force management to provide complete information as requested. In case he
is not provided with required information, he can only report. It is an example of legal limitation
on auditor's ability to obtain audit evidence.

(3) Not in Nature of Investigation: Audit is not an official investigation. Hence, auditor cannot
obtain absolute assurance that IS, are free from material misstatements due to frauds or errors.

(4) Timeliness of Financial Reporting & the Balance between Benefit & Cost: The relevance of
information decreases over time and auditor cannot verify each and every matter. Therefore, a
balance has to be struck between reliability of information and cost of obtaining it.

(5) Future Events: Future events or conditions may affect an entity adversely. Adverse events may
seriously affect ability of an entity to continue its business. The business may cease to exist in
future due to change in market conditions, emergence of new business models or products or

due to onset of some adverse events.

There are practical and legal limitations on the auditor’s ability to obtain audit evidence. Explain
it Ssamples. : [RTP-May 20, MTP-Oct. 20, RTP-Nov. 21, Nov. 23]

Or

There are practical and legal limitations on the auditor’s ability to obtain audit evidence. Explain

giving examples. Also explain the difference between audit and investigation. [RTP-Nov. 22]
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Chapter 1 Nature, Objective and Scope of Audit

Ans.: Inherent Limitations of an Audit - Nature of Audit procedures: Refer Answer of Q. No. 13.
Difference Between Audit and Investigation:
* Audit is not an official investigation into alleged wrong doing. Auditor does not have any specific

legal powers of search or recording statements of witness on oath which may be necessary for
carrying out an official investigation.

¢ Investigation is a critical examination of accounts with a special purpose. For example, if fraud is
suspected and it is specifically called upon to check the accounts whether fraud teally exists, it
takes character of investigation,

e Objective of audit is to obtain reasonable assurance about whether the F.S. as a whole are free
from material misstatement, whether due to fraud or error, thereby enabling the auditor to

express an opinion.

* Scope of audit is general and broad whereas scope of investigation is specific and narrow.

1.3 - Meaning, Nature and Types of Engagements

The management of Exotic Tours and Travels Limited requests its auditor Raja & Co. to provide an

Q.16
assurance report on the financial information for first quarter of a year by skipping required
detailed procedures.
Can Raja & Co. provide such a report? What would be nature of such a report? Would it be necessary
for them to obtain sufficient appropriate evidence in such a case?
Ans.: Review Engagement:
Raja & Co. can provide a review report in this case. Review is a limited assurance engagement and
involves fewer procedures and gathers sufficient appropriate evidence on the basis of which limited
conclusions can be drawn up.
Hence Raja & Co. can provide a report as requested by management of Exotic Tours and Travels
Limited. Such report would be in nature of “Review”.
Raja & Co. will be required to obtain sufficient appropriate evidence based on limited procedures
performed.
Q.17 | Assurance engagements are notrestricted to audit of financial statements alone. Discuss.

Ans.: Assurance engagements:

e Assurance Engagement is an engagement in which a practitioner expresses a conclusion designed
to enhance the degree of confidence of the intended users other than the responsible party about
the outcome of the evaluation or measurement of a subject matter against criteria.

e Scope of Assurance Engagements is not restricted to audit of financial statements only; it also
extends to examination of Prospective Financial Information (PFI) and examination of internal

controls.
e Examples of various assurance engagements that can be rendered by a practitioner includes the
following:
(1) Auditof F.S. - Reasonable assurance engagement
(2) Review of F.S. - Limited assurance engagement

(3) Examination of PFI - Provides assurance rega'rding reasonability of assumptions forming
basis of projections and related matters.

1.7



Nature, Objective and Scope of Audit

Provides assurance regardmg 3
8sj

T (4) Repo i jzation -
(4) Report on controls operating at an organiza

and operation of controls.

p. Discuss meaning of three Part;

agement involves a three party relationshi o

Q.18 | An assurance eng
such an engagement.
Ans.: Three Party relationship of assurance engagement: '

An assurance engagement involves three parties - a practitioner, a responsible party, and i"tellded

users.

(1) Practitioner: Person who provides the assurance. Practitioner is broader than auditor. Audlt
related to historical information whereas practitioner may provide assurance not necQSsam
related to historical financial information.

(2) Responsible party: Party responsible for preparation of subject matter.

(3) Intended users: Persons for whom an assurance report is prepared. These persons may use g,
report in making decisions.

Q.19 counts, whether fraud EXISts State Wlth

gagement

Ans.: Examination of Accounts for determmmg existence of Fraud:

 Assurance engagement is an engagement in which a practitioner expresses a conclusion designeq

to enhance the degree of confidence of the intended users other than the responsible party ahgy

the outcome of the evaluation or measurement of a subject matter against criteria.
e Reasonable Assurance requires a high, but absolute assurance.
e In this case, a Chartered Accountant is specifically asked to check accounts whether fraud exists,

Conclusion: It is not a reasonable assurance engagement. It is in nature of investigation.

Ans.: Qualities of an Auditor:

e Auditor is concerned with the reporting on financial matters of business and other institutions.
Financial matters inherently are to be set with the problems of human fallibility; errors and frauds
are frequent.

e The qualities required are tact, caution, firmness, good temper, integrity, discretion, industry
knowledge, judgement, patience, clear headedness and reliability. In short, all those personal
qualities that go to make a good businessman contribute to the making of a good auditor.

* In addition, auditor must have the shine of culture for attaining a great height. He must have the
highest degree of integrity backed by adequate independence.

e Auditor, who holds a position of trust, must have the basic human qualities apart from the
technical requirement of professional training and educatioln. He is called upon constantly t0
critically review F.S. and it is obviously useless for him to attempt that task unless his own
knowledge is that of an expert.

* An exhaustive knowledge of accounting in all its branches is the sine qua non of the practice of
auditing. He must know thoroughly all accounting principles and techniques.
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Chapter 1 Nature, Objective and Scope of Audit

1.5 - Quality Control and Engagement Standards

Q.21

CA. P Babu is conducting audit of financial statements of Quick Buy Private Limited. He was not able
to obtain external confirmations from certain debtors due to practical difficulties and peculiar
circumstances. However, such a procedure is mandated under one of Standards on Auditing.

Unable to obtain external confirmations from these debtors, he relied upon sale details to these
parties, c-invoices, c-way bills and also traced payments from these parties in bank accounts of the
company. He was reasonably satisfied with audit evidence obtained. Is there any other reporting
duty cast upon him relating to not following a mandated procedure in one of Standards on
Auditing?

Ans.: Duties in relation to Engagement and Quality Control Standards:

* Itis the duty of professional accountants to sece that Standards are followed in engagements
undertaken by them.

* However, a situation may arise when a specific procedure as required in Standards would be
ineffective in a particular engagement. In such a case, professional accountant is required to
ensure the following:

(a) Document how alternative procedures performed to achieve the purpose of required
procedure;

(b) Reason for departure has also to be documented;

(c) Report should draw attention to such departures.

Conclusion: CA P Babu is required to document how alternative procedures performed achieve the
purpose of required procedure. Reason for departure has to be documented. His report should draw

attention to such departure.

" Q.22

Standards on Auditing (SAs) apply in “audit of historical financial information” whereas Standards
on Review Engagements (SREs) apply in “review of historical financial information.” Explain in
detail giving examples. [RTP-May 22]

Ans.: Standards on Auditing and Standards on Review Engagements:

e Standards on auditing apply in "audit” of historical financial information which is a reasonable
assurance engagement whereas Standards on Review Engagements apply in “review” of historical
financial information which is a limited assurance engagement only.

e “Historical financial information” means information expressed in financial terms in relation to a
particular entity, derived primarily from that entity’s accounting system, about economic events

, occurring in past time periods or about economic conditions or circumstances at points in time in
the past.

¢ “Audit” and “Review” are two different terms. Audit is a reasonable assurance engagement and its
objective is reduction in assurance engagement risk to an acceptably low level in the circumstances
of the engagement. However, “review” is a limited assurance engagement and its objective is a
reduction in assurance engagement risk to a level that is acceptable in the circumstances of the
engagement.

e Standards on Auditing have been issued on wide spectrum of issues in the field of auditfng
including (but not limited to) overall objectives of independent auditor, audit documentation,
planning an audit of financial statements, identifying and assessing risk of material misstatement,
audit evidence, audit sampling, going concern and forming an opinion and reporting on financial
statements. Some examples of Standards on Auditing are:

1.9



Nature, Objective and Scope of Audit

) SA 200: Overall Objectives of the Independent Auditor and the Conduct of
Accordance with Standavds on Auditing.
(i) SA 230: Audit Documentation.
(i) SA 18 ldentitying and Assessing the Risks of Material Misstatement through llmlm'sldmlhlr
the Entity and its BEnvironment, !
(iv) SA500: Audit Evidence.
(v) SA 700: Forming an Opinion and Reporting on Financial Statements.
e Examples of Standards on Review engagements are:
(1) SRE 2:100: Engagements to Review Historical Financial Statements.
(i) SRE 2:410: Review of lnterim Financial Information Performed by the Independent Auditoy,

f
the Entity.

AR Y

R CORREET/INCORRECT QUESTIONS

The basic objective of audit does not change with reference to nature, size or form of an entity

—_—

Ans.: Statement is Correct.

—

Anaudit is an independent examination of financial information of any entity, whether profit oriente
or not, and irrespective of its size or legal form, when such an examination is conducted with q View
to expressing an opinion thereon.

It is clear that the basic objective of auditing, i.c., expression of opinion on financial statements does
not change with reference to nature, size or form of an entity.

The purpose of an audit is to enhance the degree of confidence of intended users in the financja)

statements.

[MTP-March 23]

Ans.: Statement is Correct.

As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in
Accordance with Standards on Auditing”, the purpose of an audit is to enhance the degree of
confidence of intended users in the financial statements.

This is achieved by the expression of an opinion by the auditor on whether the financial statements
are prepared, in all material respects, in accordance with an applicable FRF.

The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain

absolute assurance that the financial statements are free from material misstatement due to fraud
Or error.

Ans.: Statement is Correct.

As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in
Accordance with Standards on Auditing”, the auditor is not expected to, and cannot, reduce audit risk
to zero and cannot therefore obtain absolute assurance that the financial statements are free from
material misstatement due to fraud or error.

This is because there are inherent limitations of an audit, which result in most of the audit evidence

on which auditor draws conclusions and bases auditor's opinion being persuasive rather than
conclusive,

1.10




Chapter 1

Nature, Obfecttve and Scope of Audit

4 | Mr. S, one of the new team members of the auditor of hxu'ouwly Effective I, fmitod was of the view
that for the purpose of conducting an audit, only knowledge of direct tax Iy rogulrod whorens no
knowledge of indirect tax is required.

Ans.: Statement is incorrect. o h
The viewpoint of Mr. S is incorrect because for the purpose of condueting an audit, proper knowledge
of both direct tax as well as indirect tax is required,

5 According to Mr. H, one of the team members of the auditor of Very Essential Limited was of the view
that nl\:relation e\:sts between accounting and mulllllu, Irmn llm pulnl nfvluw M a t'ompnuy.

Ans.: Statement is incorrect. o
The viewpoint of Mr. H is incorrect because there exists a proper relation hetween accounting and
auditing from the point of view of a company. Audit is conducted for financial statements of a
company and those F.S. are prepared with the help of books of accounts of that company.

In order to properly conduct an audit of a company, an auditor is required to be aware of accounting
principles and accountmg pohcxes of that company.
N N 3 N
6 The term .Enga
AN AR W

Ans.: Statement is incorrect.

Engagement Standards refer not only to Standards on auditing but also to Standards on review
engagements Standards on assurance engagcm(.ms and Standards on related services.
[RTP-May 18, MTP-March 19]

Ans.: Statement is incorrect.

Objective of audit is to express an opinion on true and fair view of the financial statements. In this

reference. SA-200 “Overall Objectives of the Independent Auditor and conduct of audit in accordance

with Standards on Auditing” provides that in conducting an audit of financial statements, the overall

objectives of the auditor are:

(a) To obtain reasonable assurance about whether the financial statements as a whole are free from
material misstatement; and

(b) To report on the financial statements, and communicate as required by the SAs, in accordance
with the auditor’s ﬁndings.

8

1rcumstances ot” the entlty
Ans.: Statement is incorrect.
e The preparation of F.S. involves judgment by management in applying the requirements of the
entity’s applicable financial reporting framework to the facts and circumstances of the entity.
e In addition, many F.S. items involve subjective decisions or assessments or a degree of uncertainty,
and there may be a range of acceptable mterpretatlons or judgments that may be made.
9 ”.An audit is. an off cial in int ' . 18, May 191

Ans.: Statementis incorrect.
e Anaudit is not an official investigation into alleged wrongdoing.

e Accordingly, the auditor is not given specific legal powers, such as the power of search, which may
be necessary for such an investigation.
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A

Cha
) . y t
e Ohjgett e AU e hsible for the compliance ofauditmgstandard ey "

lelv responsible Sw
Management of the organisation is solely respot [Nov.1g @ s hijg h

preparing fing lll(‘l.ll sl.llvm(‘nl'n ““"—”"’/”N —

Ans: Statement s mmuv(t ards is of Auditor. While carrying oy, "
+ Responsibility for the compliance of Auditing Standar ea

ug;
in accordance with § L
lit | to ensure that audit is been performcd tanda ardg
auditor is requirec at ¢

Auditing and appropriate Report isissued.

i rds.
ccounting Standa
« Management is responsible for the compliance of A

11

: [MTP-May 29 0
The auditor is expected to and can reduce audit risk to zero- » Oct, 5

Ans.: Statement is incorrect.
r and the Conduct of
e As per SA 200 “Overall Objectives of the Independent Alidel)t((;ected oo, and et rzz Audy
the auditor is no Uce g iy
Accordance with Standards on Auditing”, Bl
risk to zero and cannot therefore obtain absolute assurance that the fi ements are e,

from material misstatement due to fraud or error. - -
tions of an audit, which resu most of the augi

e This is because there are inherent limita

tor’s opinion bei
evidence on which the auditor draws conclusions and bases the audi p g Persuagy,

rather than conclusive.

12

The Auditor is expected to, reduce audit risk to zero and can the;'efotref::‘:illl:rael:i‘::te assurang,
o g
that the financial statements are free from matenal mnsstatement ue %

[]an 21 2 Mal‘ks}]

Ans.: Statement is incorrect.

e As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audjt in
Accordance with Standards on Auditing”, the auditor is not expected to, and cannot, reduce aygj
risk to zero and cannot therefore obtain absolute assurance that the financial statements are free
from material misstatement due to fraud or error.

e Thisis because there are inherent limitations of an audit.

13

Ans.: Statement is incorrect.

e As per SA 200, the auditor is not expected to, and cannot, reduce audit risk to zero and cannt

therefore obtain absolute assurance that the financial statements are free from material
misstatement due to fraud or error.

This is because there are inherent limitations of an audit, which result in most of the audit evidence on

which the auditor draws conclusions and bases the auditor's opinion being persuasive rather than
conclusive.

14

The preparation of financial statements involves judgment y

- [MTP-Nov.21]

Ans.: Statement is correct.

The preparation of financial statements involves judgment by management in applying the
requirements of the entity’s applicable FRF to the facts and circumstances of the entity.

In addition, many financial statement items involve subjective decisions or assessments or a degre¢ of

uncertainty, and there may be a range of acceptable interpretations or judgments that may be madé
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Nature, Objective and Scope of Audit
[RTP-Nov. 22]

chapter1
fmf ifference between ".mdlt" and “review.”

I

—

Ans.: Statement is Incorrect.
e “Audit” and “Review” are two different terms.
and its objective is reduction in assurance

e Audit is a reasonable assurance engagement,
ances of the engagement.

engagement risk to an acceptably low level in the circumst

s However, "review” is a limited assurance cngagcmcnt and its objective is a reduction in assurance

engagement risk to a level that is acceptable in the ¢

16 | For auditor’s opinion, reasonable assurance is an absolute level of assurance. [RTP-Nov. 22]

ircumstances of the engagement.

Ans.: Statement is Incorrect.
Reasonable assurance is a high level but not an absolute level of a

inherent limitations of an audit which result in most of the audit evidenc
nion being persuasive rather than conclusive.

ssurance, because there are
e on which the auditor draws

conclusions and bases the auditor’s opi

on based on assumptmns ‘about

17 | Historical. Fmanc:al mformatlon relates to ﬁnanc:al mformatl
[NOV- 22 (2 MarkS]] &

: occurrence of future events and possxble actlons by an entlty il

Ans.: Statement is Incorrect.

“Historical financial information” means information expressed in financial terms in relation to a

particular entity, derived primarily from that entity’s accounting system, about economic events

occurring in past time periods or about economic conditions or circumstances at points in time in the

"E"iiductmg an audit of financial statements, the’_;:
e assuran'ce‘about whether the financral"*_‘
- [RTP-May23]

18

ﬁ:overall ob)ectl es
;;'statements as awh

statement due 'to fraud

Ans.: Statement is Incorrect.

As per SA-200 “Overall Objectives of the Independent Auditor”, in conducting an audit of financial

statements, the overall objectives of the auditor are:

(a) To obtain reasonable assurance about whether the F.S. as a whole are free from material
misstatement, whether due to fraud or error, thereby enabling the auditor to express an opinion
on whether the F.S. are prepared, in all material respects, in accordance with applicable FRF; and

(b) To reporton the F.S.,, & communicate as required by the SAs, in accordance with the findings.

It provides high quality financial information.
(b) Itacts as a moral check on employees. »
(c) Itenhances risk of mariagement bias.

(d) Ithelpsin safeguarding interests of shareholders

(a) Itrelates to providing assurance about historical financial mformatlon only.

(b) The practitioner obtains sufficient appropriate evidence.
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Nature, Objective and Scope of Audit

T
(@)

3 «;Vl;i;h of the following is TRUE about Engagement standards?

ChaptEr 1

There is some information to be examined by practitioner.

i titioner.
Awritten assurance report in appropriate form is issued by prac

andards ensure proper rights to practitioners in course of performance of thejr dlltie

(a) Engagement st
s ; ancial statements in a
(b) Engagement standards ensure preparation and presentatlon of fin StandardlZ .
manner. |
() Engagement standards ensure uniformity by practitioners in course of performance of their duties.
(d) Engagement standards ensure savings in resources of clients.
4 | Consider followmg statements in relatlon to “lented assurance engagem n

Statement I- lt mvolves obtammg sufficnent ap

proprlate ewdenc e

Statement l is cor rect. Statement Il is incorrect.

Both Statements [ and II are correct.

Both Statements I and II are incorrect.

Statement | is incorrect. Statement 11 is correct.

of the following is TRUEhbout  Standards

AW QRN

These deal mainly with voluntary responsibilities of audltors.

These deal mainly with mandatory responsibilities of auditors.

Their sole purpose is to help government authorities in augmenting revenues.

These deal mainly in carrying out audit according to legal provisions.

(b)

(d)

Simple.
Material.
Easy.
Competent.

€ m’mtlon of the
and the ob]ective of the

Financial reporting
Applicable financial reporting
Financial verification

Financial analysis

(@)
(b)
(2
(d)

Audit
Record and accounts

Neither (a) nor (b)
Both (a) and (b) '
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Nature, Objective and Scope of Audit
chapter1 .
i the knowledge

r_'9/— along with other disciplines such as accounting and law, equips you with all the g

that is required to enter into auditing as a profession.

(a) Auditing

(b) Taxation

(c) Finance

(d) Law
10 | “in conducti | audit of financial

10 | As per SA-200 ~Overall Objectives in conducting an audit of

statements, the overall ob)ectlves of the a

(@) To obtain reasonable assurance

(b) Toreporton the financial statements

() Both(a) and (b) above
(d) To obtain absolute assurance.

(@ SA 230- Audlt Documentatlon
(b) SAS500- Audit Evidence

(c) SAS505- Written Representation
SA 560 - Subsequent Events

12
N\ HINR \
(a) Only Balance Sheet of the Company
(b) Financial Statements of the Company.
(c) Only Profit and Loss Account of the Company.
(d) Only Cash Flow Statement of the Company.
13 — -
(a) Statutory Audltor
(b) Internal Auditor
() Legal counsel
(d) Management
14 :

(a) absolute assurance
(b) limited assurance
(c) reasonable assurance

(d) reasonable or absolute assurance

1.15
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o Chy Ptey :
Nature, Objective and Scope of Audit

15 | Which of the following is correct?

: annot therefor
audit risk to zero and cann ¢ ob
(@) The auditor is not expected to, and cannat, reduce audit risk to tay

i i aterial misstatement due t fra
absolute assurance that the financial statements are free from materi 1l ) ud g,
error,

v ‘cfore ()hl;iin ah:
o . ,lnd can ‘.h(.'l(.f dan:
(h) Th() ﬂll(“t()l' is (YXPCCI(.'(I to iln(l can I'L'(IUC(.' llll(“t. liSk to zero

n’l)lu":
assurance. . ) thcr(.f ‘
audit risk to zero and canno Hfore gy,
() The auditor is not expected to, and cannot, reduce audit risk to /L' s Sia oot htapy,
ree fr aterial misste au
reasonable assurance that the financial statements are free from mate d o
crror., - -
it risk to 7 therefore obtain reagqy,
(d) The auditor is expected to and can reduce audit risk to zero and can A Nahlq
iestatement due 2rror,
assurance that the financial statements are free from material misstate

[MTP-Apri| 19)

Blessed Ltd. Which of the below is the respons?bility,of M/s. KYC &Co.

(@) Preparation of financial statements

16 | M/s. KYC & Co. is a reputed Audit firm in' Mumbai. They are appolnted/‘?:ﬁ»Smtutogy Auditorsuf

(b) Designing, implementation and maintenance of internal control system
(¢) Reporting on true and fair view of financial statements

(d) Compliance with the applicable law and regulation [RTP-Nov, 20]

17 | Owing to the

limitations of an audit, there is __;__;Mriékmthaii's'diﬁé"fﬂét‘ef’i‘él/'m’i‘/sstg't'ehiénfs of
the financial statements will not be detected, even though the audit is properly Planned anq
performed in accordance with the SAs. ' " '

(@) Inherent, unavoidable
(b) Inherit, complete
(c) Management, unavoidable

(d) Regulatory, control [MTP-March 22]

18 | Which of the following is the responsibility of the auditor: ' /

(a) Preparation and presentation of the financial statements in accordance with applicable financial
reporting ‘ ‘

(b) Design, implementation and maintenance of internal controls

(c) Expressan opinion on the Financial Statements

(d) To obtain limited assurance., [MTP-April 22]

19 | Withrespect to auditing,
(a)

(b) An audit is an official investigation into alleged wron
conduct investigation.

(¢) The auditor can obtain only a reasonable assurance ab

out whether the financial statement as a whole
are free from material misstatement and report on it.

(d) An auditor’s opinion is an assurance as the future

viability of the enterprise or the efficiency o
effectiveness of the management.

[MTP-April 23]
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Nature, Objective and Scope of Audit

chapter 1

Answer Key

N Answer
Q. (). B — - e— ————— e — e ot .—_.__—_‘——.__.___.,, s - - i
| " _——-—-“,-—-——"_-—*—"""————' e -

(c) | It enhances risk ofman: 1;:vmvnl hl 18, L B

[t relates to pre v 7 ; I on nnl
(a) | Itrelatestopt “\’””"!' assurance about Iuslmu al fin: mu.ll |nlm mati y.
[ ogaement ! e rse of performance of their duties.
(¢) | Engag ement xl.md wds ensure umlm nnlv hy ]Hd(,llll(ml‘l s in course ol pet formanc

(d) \l.\tvmvnl l is immu‘tt \l.uvmvnl llis unu‘ct

R
al provisions.

5 (1 llu-w deal nu unlv in carrying nul audit according to leg

6 (1) Material

_——'; ()] Applicable financial reporting
8 ] (b) | Record and accounts
9 (a) | Auditing

[ |

10 (c) | Both (a) and (b) above

11 (c) | SA505- Written Representation

12 (b) | Financial statements of the'Company.

13 (d) | Management

14 (c) | reasonable assurance
therefore obtain

d cannot, reduce audit risk to zero and cannot

15 (c) | The auditor is not expected to, an
free from material misstatement due to

reasonable assurance that the financial statements are

fraud or error.
16 (c) | Reportingon true and fair view of financial statements
17 (a) | Inherent, unavoidable ) -
18 (c) | Express an opinion on the Financial Statements
tas a

19 (c) | The auditor can obtain only a reasonable assurance about whether the financial statemen

whole are free from material misstatement and report on it.

Rohit, Gurpreet, Ali and Goreti are friends since thex : chool days based in Mumbai. They have cleared CA

foundation exams in the same attempt and now plan to appear for CA Intermediate exams. AIl of them are

avid news listeners and regularly keep track of busmess news even on social media.’

They are trying to understand new subjects mcludmg audltmg Rohlt Gurpreet and Ah have also started'-:
attending Live Coaching Classes (LCC) being conducted by Board of st;ud:es of ICAI GOI'Etl has not been able ]
to join Live Coaching Classes yet as she was away on a hollday w1th h "r rents. However, she p!ans to catch"'
it up with her friends very suon. Ah had aiso ]omed the classes but he had sklpped some lectures i

1.17
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Nature, Objective and Scope of Audit . C.hﬂpterl
During one informal get together, their discussions centred around new subject of audltlng-.TheY dlscu53ed
many things regarding its nature, scope, benefits and other general practical issues. Goreti was regular jy,
keeping track of audited results of companies being published in leading newspapers. Her view wag that
audited financial statements of companies give 100% guarantee to different stake holders. It is the maiy,
reason behind so much reliance upon auditing. But she could not understand why wrong doings in financjy,

matters are being discovered after many years have gone by.

Ali also concurred with her view and added that when ﬁnancial statements are audited, each and 8very
transaction appearing in books of accounts is verified. However, he could not give clarity to Goretj,
Gurpreet was of the opinion that audit was conducted on the basis of sample checkmg He was. also of the
view that audited financial statements are not a guarantee against probable wrong domgs in fmancial
matters of the companies. Not to be left behind, Rohit also ]umped in the fray. He S“F’pm'te‘l (;“ri""3Et anq
also added something of his own. : = \

Based on above, answer the following questions:

Q.1 | Gurpreet was of the view that audited ﬁnanc1al statements are not a guarantee agamst probable

wrong doings in financial matters of companles. What kmd of assurance does audit of ﬁnanclal
statements provide? LR e L

(a) Itprovides reasonable assurance meaning a moderate level of assurance.
(b) Itprovides reasonable assurance meaning a low level of assurance.
(c) Itprovidesreasonable assurance meaning a high level of assurance.

(d) Itprovides reasonable assurance meaning an absolute level of assurance.

Q2 | Rohitadded that audltor can force an employee of the company to provide him
and documents Can he do so"

equired information

(@) Yes, hecan do so. It is necessary to obtam audlt evidence.

(b) Yes, he can do so. There are express rights given to him in this respect.

(c) No, he cannot do so. He can only request for providing him with necessary information and documents,
But it cannot be forced by him.

(d) No, he cannot do so. He has no right of seeking information and documents. Therefore, question of
forcing does not arise.

Q.3 | Ali had listened in one of the classes that audxw\w\ ers al

and every transaction of entlty is venﬁed by audlto‘

Goreti also seemed to be in agreement w1th h
meant that audit should be so orgamzed to cove
is appropriate in this regard?

(@) Only view of Ali is correct.
(b) Only view of Goreti is correct.
(c) Views of both Ali and Goreti are correct.

(d) Views of both Ali and Goreti are incorrect.

Q.4 | All of them also discussed about benefits ot' audmng Whlch of the i
auditing?

1.18



Nature, ()hjectlw and Scope o]/]udlt

Chapter 1
[ | (a) Sinceauditingis connected to future events, audited information can be c-.l'.lly relied upon hy users.
(b) Errors or frauds may be discovered during audit.
() Government authorities can make use of audited accounts for different purposes.
(d) Itcan help in bringing out deficiencies in maintenance of financial records.
Q.5 | Goreti told her friends that she had read a news report about how a company had mlsled its audltms

by producing some fabricated dqcumems. Whu:h nf following statéments seems to be appropriate In
this regard" : o , .

(a) It was wrong on the part of auditor to rely upon fabrlcatcd documcnts. Hc must have discovcrcd it as
the same falls within the scope of his duties.

(b) Although it was wrong on the part of auditor to rely upon fabricated documents, he cannot do anything
in the matter. He has to report on the basis of documents provided to him. He has no duty in this
regard.

(c) Auditor has to conduct audit by exercising professional skill. But he is not an expert in discovering
genuineness of documents. Hence, management consisting of dishonest persons may have led him to
rely upon fabricated documents deliberately.

(d) Management cannot mislead auditor due to high level of knowledge and expertise possessed by him.

The above is an outlier case-one of the rare odd cases.

(c) | It provides reasonable assurance meaning a high level of assurance.

1

2 (c) | No, he cannot do so. He can only request for providing him with necessary information and
documents. But it cannot be forced by him.

3 (d) | Views of both Ali and Goreti are incorrect.

4 | (a) | Since auditing is connected to future events, audited information can be easily relied upon by users.

5 (c) | Auditor has to conduct audit by exercising professional skill. But he is not an expert in discovering

genuineness of documents. Hence, management consisting of dishonest persons may have led him to

rely upon fabricated documents deliberately.
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Nature, Objective and Scope of Audit

“The management of the company has approached its bankers and requested for enhancement in Working
capital credit facilities. The bank manager is Insisting upon financial statements of the company for hy)
year along with report providing assurance in this respect duly signed by Chartered A'ccountant as audit jg

‘eanr ¥ ’ N4
Y ) : report fro
far away. It also requires projected financial statements for coming years along with a rep m Ca

providing assurance regarding these projections to consider request of management
The management approaches CA P, who has qualified recently and started practising. Reports providing
assurance for half yearly results and projected financial statements are sought from CA P. The Managemeny

provides necessary information and records to him in this regard
Assume, in above case, the company only provides trial balance, financial st'ltements in draft/preliminary

form along with accompanying records for the relevant half year to CA P and requests him to proVide duly

signed financial statements with a report for mutually agreed professional fees.

Based on above, answer the following questions:

The management of company has engaged CA P to lssue a du y

Q.1
the following standards, if any, issued by ICAI are re

(a) Standards on Review Engagements

(b) Standards on Auditing
(c) Standards on Related Services
(d) There are no standards for issuing report in such situation.

Q.2
(a) CA P can assrst management in preparatxon of financial statements of the company. However, issue of a

report in such a case is outside the scope of work.
(b) CA P can assist management in preparation of financial statements of the company and he can issue an

audit report.
CA P can assist management in preparation of financial statements of the company and he can issue a

(©
compilation report in this respect.
The responsibility of preparation of financial statement is of company s management. CA P cannot

(d)
assist management in preparation of financial statements of the company. However, he can issue a

~ review report.

Q3 | In'the above sai

(a) Standard ‘o"n :Quah'ty control (SQC 1) is not applicable as CA P cannot issue audit report
(b) Standard on Quality Control (SQC 1) is not applicable as CA P cannot issue review report
(c) Standard on Quality Control (SQC 1) is applicable in such type of engagement.

(d) Standard on Quality Control (SQC 1) is not applicable as CA P is barred from issuing any report in such

type of engagement.

Q.4 | The banker of companyh,, also requested for.
Wlth a report from CA regardmg;these rojections
fullowmg standards iSSued by IcaI ar  rel
(a) Standards on Review Engagements

(b) There are no standards for issuing such type of reports.




Chapter1

Nature, Objective and Scope of Audit

(c) Standards on Related Services

(d) Standards on Assurance Engagements

Q.5

Suppose CA P also accepts work of issuing projected financial statements with a report to be signed
by him. The management has projected turnover of X 100 crore for the next year, X 150 crore & z 200
crore for following years respectively as compared to present turnover of X 25 crore in ' If
year. Identify the MOST APPROPRIATE statement in this situation: : :

(@)
(b)

©

(d)

CA P has to satisfy himself regarding arithmetical accuracy ofpro;ected data

CA P has to satisfy himself regarding reasonableness of assumptions underlying projected turnover and
its consistency with actuals. '

CA P has to satisfy himself regarding arithmetical accuracy of data along with its proper presentatlon to
banker.

CA P has to satisfy himself regarding reasonableness of assumptions underlying projected turnover, its

consistency with actuals, disclosure and presentation.

1 (c) | Standards on Related Services
2 (c) | CAP can assist management in preparation of financial statements of the company and he can issue a
compilation reportin this respect.
3 (c) | Standard on Quality Control (SQC1)is applicable in such type of engagement.
4 (d) Standards on Assurance Engagements
5 _Ei)‘— CA P has to satisfy himself regarding reasonableness of assumptions underlying projected turnover,

and presentation.

its consistency with actuals, disclosure




Audit Strategy, Audit Planning & Audit Programme

E0 . PARTI=DESCRIPTIVE QUESTIONS

e i e e b ML A

2.1 - Auditor’s Responsibility to Plan an Audit of F. S.»' i

Q.1 | MG & Co, a firm of auditors, having a standing of 30 years is appomted as a statutory audltor of ;
company engaged in manufacturing of defence equipment. Due to_ openmg of defence sectorxbyf;e
government to prlvate players in recent times, many new compames have 'entered the fra (

consnderatlon for mvolvement of experts by audntors fall in the oma

f planning audit

Ans.: Involvement of Experts in Planning:

¢ Planning in auditing encompasses developing an overall plan for the expected scope and conduct
of the audit and developing an audit programme showing the nature, timing and extent (NTE) of
audit procedures.

e While planning an audit, auditor would have to consider whether involvement of experts is
necessary. ’

e In the stated case, company is involved in technical and complex operations. Therefore, while
planning an audit, auditors would have to consider whether involvement of expert is necessary.

Conclusion: Consideration for involvement of experts by auditors falls within domain of planning.

Q.2
Ans.: Discussion of elements of planning with management:

e Auditor may decide to discuss elements of planning with the entity’s management to facilitate the
conduct and management of the audit engagement without compromising effectiveness of audit.

e In the case, CA Kartik has reached office of the company without sharing with management his
intention to test the controls. Sharing details of visit to test controls does not compromise
effectiveness of audit. It is for the better facilitation and conduct of audit.

Conclusion: Approach of CA Kartik is not proper.

Q.3

Ans.: Preliminary Engagement Activities:
As per SA 300 “Planning an Audit of F.S.”, preliminary engagement activities includé the following:

(a) Performing procedures regarding the continuance of the client relationship.
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