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Chapter 1

Nature, Objective & Scope of Audit

A

student-friendly, exam-focused revision of the chapter — same syllabus, same standards, easier to

remember. Watch for the four coloured boxes: Exam Tip, Practical Scenario, Memory Hook and

Clarity Check.
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Story [know Why before What]

Why does anyone trust a number?

Riya’s grandfather ran a cloth shop for forty years. He kept his accounts in a red diary, and the
whole family trusted that diary completely because they trusted him. Now Riya wants to invest
her savings in a large company she has never met. The company says it earned 3500 crore last
year. But who is the grandfather here? Riya doesn’t know the directors. She cannot walk into
their godown and count the stock. She has only a printed annual report, a stack of numbers

prepared by the very people asking for her money.

This is the problem auditing was born to solve. When the people who run a business also
prepare its accounts, outsiders have no reason to trust those accounts. So the law brings in an
independent person the auditor to examine the financial statements and give an honest

opinion on whether they show a true and fair view.

Notice the careful words. The auditor gives reasonable assurance, not a guarantee. He does not
check every single transaction; he cannot see the future; clever fraud can be hidden. So he works
with skill, judgement and a questioning mind, gathers enough evidence, and forms an opinion.

That opinion is what lets a stranger like Riya trust a company she will never visit.

IN THIS CHAPTER YOU’LL LEARN  Scan for Digital Chapter Explainer >
What an audit really is and its objective (SA 200); why assurance is
reasonable and not absolute (the inherent limitations); what the audit
covers (its scope); the difference between errors and fraud; and how
an audit differs from a review in short, why the auditor’s signature

means something.

1. Why Auditing Matters (Introduction)

Meet Manoj, who runs a growing grocery store. As transactions, inventory and staff multiplied,
small discrepancies he couldn’t explain crept into his books. He hired an auditor, Divya, who
examined the records and inventory and surfaced misplaced invoices, unauthorised employee
discounts and mis-recorded sales. Manoj corrected the errors and tightened his systems and his

business became more transparent and efficient.

That short story captures the whole point of audit: an independent eye that raises the reliability
of financial information so that people can act on it with confidence. The eight benefits the

chapter lists boil down to this idea:
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What audit delivers Why it matters

Accuracy & reliability Financial statements show a true and fair view, so investors,
lenders and management decide on solid data.

Detect & prevent error and  Examining records and systems flags discrepancies and
fraud unusual transactions early.

Compliance Confirms the entity follows applicable laws, regulations and
standards avoiding penalties and protecting reputation.

Stronger internal controls Evaluating controls helps safeguard assets and improve
reporting and efficiency.

Credibility & trust An audited statement carries weight with every stakeholder
who reads it.

Access to capital Audited accounts make a company more attractive to investors
and lenders, often on better terms.

Accountability Management is answerable for its financial decisions;
transparency follows.

Better decisions Reliable numbers feed strategic and operational planning.

Sachhin Sir’s Exam Tip — Frame The “Importance” Answer

If a question asks “why is audit important / advantages of audit”, open with
one line that audit lends credibility & boost confidence by independently
checking that the financial statements are free from material

misstatement, then list the benefits as points. Examiners reward structure +
keywords (true and fair, reliability, credibility, accountability) far more than
long prose.

2. Origin of Auditing

+ Ancient roots: 4th-century BC India — Kautilya’s Arthashastra refers to yearly accounting
and audits.

« The word “audit” comes from the Latin audire — “to hear.” Medieval auditors literally

listened to accounts being read aloud to catch errors.
+ The Industrial Revolution multiplied transactions and the demand for auditors.

+ 1860 — British India appointed its first Auditor General; today the Comptroller and Auditor
General of India (CAG) audits government finances.

+ 1949 — The Institute of Chartered Accountants of India (ICAI) was set up to regulate the

profession.
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MEMORY HOOK — “HEAR THE AUDIT”

Audire means “to hear.” In olden times, accounts were read aloud and the auditor listened.
This helps you remember two exam points: the origin of the word audit and that auditing
means independent checking of accounts.

3. Meaning & Nature of Auditing

Definition. An audit is an independent examination of financial information of any entity,
whether profit-oriented or not, irrespective of its size or legal form, when such an examination

is conducted with a view to expressing an opinion thereon.
[Sachhin Sir’s tip: For any question which starts what is audit, use above classic definition.]
Three ideas are hiding inside that one sentence. Unpack them and you have understood the

nature of audit:

Phrase in the definition What it really means

Independent examination The auditor’s judgment must be free of influence.
Independence = objectivity = no bias.

Any entity Companies, NGOs, trusts, firms, LLPs, societies size and
legal form don’t matter.

Express an opinion The auditor does not prepare or certify the accounts; the

auditor forms and reports an opinion on them.

3.1 Independence — the cornerstone

Four classic relationships can quietly destroy independence. Learn them as four threats:

Threat Illustration Why independence is impaired

Familial CEO Mr. Raj appoints his sister’s firm Family ties create a conflict of
DEF & Co. as auditor. interest.

Financial Auditor Ms. Meera owns substantial Self-interest a rosy report protects her
shares in the auditee LMN Corp. own shareholding.

Business Auditor Mr. Sameer also runs a He may go soft on the audit to protect

consultancy serving the auditee consultancyincome.
BuildWell Ltd.

Employment Ms. Neha audits XYZ Technologies Familiarity / self-review she may be
where she was recently the CFO. reviewing her own past work.
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Sachhin Sir’'s Memory Aid “Family First, Business Energy.” threats to
independence

Familial - Financial - Business - Employment : If you can name the four

relationships and one line on why each biases the auditor, you can answer any
independence scenario.

3.2 The auditor’s job: express an opinion, not prepare the accounts

Management prepares and presents the financial statements; the auditor expresses an opinion
on them through a written report. To make sure the statements are true and not misleading, the

auditor must:

+ Verify completeness — every account flows from the books of account.

+ Substantiate entries — entries are backed by sufficient appropriate evidence.
« Prevent omissions — nothing is dropped while preparing the statements.

+ Ensure clarity — the information is understandable.

« Proper classification — amounts are correctly classified, described and disclosed per

accounting standards.

« True and fair view — the statements fairly reflect performance, position, assets and

liabilities.

PRACTICAL SCENARIO — TESTING REPORTED SALES

A client reports 32 crore of sales revenue. In practice the auditor links that figure to
assertions:

- are all sales recorded (completeness),
- do recorded sales actually exist and are supported by invoices/receipts (occurrence),
- arethey in the right period (cut-off)?

Checking a sample against invoices, the GST portal and bank receipts is exactly how the
“verify completeness and substantiate entries” plays out on the job.

4. Users of Financial Statements

Different readers want different things from the same set of statements. Knowing “who relies,

and on what” is a frequent one-mark filler in exams:

User Why they rely What they look for
Investors Decide whether to buy, hold or Earnings, growth, dividends,
sell. stability.
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User

Creditors &
lenders

Management

Employees

Regulators

Customers &
suppliers

Public &
community
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Why they rely

Judge creditworthiness and
lending risk.

Plan, evaluate performance,
decide.

Job security, pay and benefits.

Check legal & regulatory
compliance.

Assess the entity as a reliable
partner.

Understand economic and social
impact.

5. Auditing vis-a-vis Other Subjects

What they look for

Liquidity, debt levels, cash flows,
repayment capacity.

Efficiency, profitability, cost
control, budgets.

Profitability and sustainability.

Standards compliance, tax
obligations.

Stability, viability,
creditworthiness.

CSR, environmental impact, ethics.

Audit is interdisciplinary it borrows from many fields:

Subject

Accountancy

Law

Behavioural science

Statistics

Economics

Financial management

Data processing (EDP / IT)

Production / operations

CA Sachhin Holmukhe

Its role in auditing

You must know accounting to examine accounts — “audit

begins where accounting ends.”

Business and tax laws decide what the statements must comply

with.

behaviour matter.

Audit involves inquiry of people — communication and reading

Sampling makes audit feasible; statistics keeps it scientific and

reliable.

The economic environment shapes how a business performs

and is assessed.

financial health.

goes digital.

with the client’s reality.

Funds flow, working capital and ratio analysis help evaluate

ERP and IT systems audit — a growing discipline as finance

Understanding production, costing and marketing aligns audit
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The line examiners love: “Audit begins where accounting ends.” Use it to open any
“relationship between auditing and accountancy” question.

6. Objectives of Audit (SA 200)

SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in

Accordance with Standards on Auditing” sets two objectives:

1. Obtain reasonable assurance about whether the financial statements as a whole are free
from material misstatement (whether due to fraud or error), so the auditor can express an
opinion on whether they are prepared, in all material respects, as per the applicable

financial reporting framework; and

2. Report on the financial statements and communicate as the SAs require, in line with the

auditor’s findings.

6.1 Reasonable vs Absolute assurance

Auditors give reasonable (high, not total) assurance never absolute. This distinction is a

regular exam favourite:

Aspect Reasonable assurance Absolute assurance

Meaning High, but not total, confidence that =~ Complete certainty — zero room for
FS are free from material error.
misstatement.

Achievable? Yes — via standards, procedures and No — sampling and human limits
judgment. make it impossible.

Evidence Sufficient appropriate evidence ona Would need 100% verification of
test basis. everything.

Cost & time Efficient (sampling, selective Prohibitively costly and slow.
testing).

Residual risk ~ Accepts a small undetected- Assumes zero risk — unrealistic.

misstatement risk.

Judgment Heavily relies on professional Would eliminate the need for
judgment. judgment.
In practice The standard model of auditing. Not used — impractical.

6.2 Misstatements (SA 450)

SA 450 “Evaluation of Misstatements Identified During the Audit.” A misstatement is a
difference between the Amount, Classification, Presentation or Disclosure of a reported item

and what the applicable Financial Reporting Framework requires. It is material if it could
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influence users’ economic decisions. Misstatements arise from error or fraud and take four

forms:
« Inaccuracies — wrong data processing or analysis.
+ Omissions — leaving out necessary information.
« Misapplication of accounting policies — using inappropriate methods.

- Inappropriate judgments / estimates — misjudged figures.

Sachhin Sir’'s Memory Air — “ACPD” For What A Misstatement Touches

A misstatement is about the Amount, Classification, Presentation or
Disclosure (A-C-P-D) of an reported item versus what the framework

requires. The same four words also structure your answer on “what is a
misstatement.”

6.3 Financial Reporting Framework

Per SA 200, the financial reporting framework is the set of criteria used to prepare the financial
statements — the recognition, measurement, presentation and disclosure rules. In short: the

applicable laws, standards and regulations for preparation & presentation of Financial

Statements.
Component Examples
Accounting standards IFRS, GAAP, Ind AS / AS.
Legal & regulatory requirements Companies Act 2013; Income-tax Act, 1961.
Industry-specific guidelines RBI (banks), IRDAI (insurers).
Company policies Internal policies adopted to comply with the
framework.
Sachhin Sir’s Exam Tip

The framework is the benchmark against which the auditor evaluates the A
Financial Statements. So whenever an answer needs “true and fair / in

accordance with...”, you are implicitly invoking the financial reporting
framework.

7. Inherent Limitations of Audit

Exam Tip — One Concept, Four Question Forms
The same answer fits all of these:

(a) Why can’t the auditor obtain absolute assurance?
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(b) Why can’t audit risk be reduced to zero?
(c) Why can’t the auditor certify the financial statements?

(d) What are the inherent limitations of audit? Learn the five heads once and you have
covered four exam questions.

Because of built-in limitations, an audit gives reasonable not absolute assurance. The five
heads:

Head The limitation

1. Nature of financial Statements involve management’s subjective judgments and
reporting estimates; internal controls can be defeated by collusion.

2. Nature of audit Sampling (not 100% checking); reliance on management’s
procedures information; auditors aren’t document/forgery experts;

related-party transactions may be concealed.

3. Audit is not an No legal power to compel disclosure, so fraud/error can’t be
investigation guaranteed to surface.
4. Timeliness & relevance Information ages; cost of obtaining ever-fresh information

must be balanced against its reliability.

5. Future events Market shifts and unforeseen events can change financial
health after the audit.

Sachhin Sir’'s Memory Aid “FEW AUDITORS NEVER TRUST FORECASTS”
F - Financial reporting (nature of)

A - Audit procedures (nature of)

N - Not an investigation

T - Timeliness & relevance of information

F - Future events

Five words, five heads. Add one supporting line each in the exam.

8. Benefits / Advantages of Audit [EMBIT C LAGI SiR]

Letter Benefit One-line idea

E Error & fraud detection Surfaces errors and fraudulent activity.

M Moral check Encourages ethical, accountable behaviour.

B Borrowing facilities Eases access to bank credit and loans.

I Insurance claim settlement Insurers rely on audited figures to settle claims.
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Letter Benefit One-line idea

T Tax settlement Supports accurate tax reporting and compliance.

C Confidence of users Builds stakeholder trust in the numbers.

L Licences Often required by regulators to grant
licences/permits.

A Advisory role Auditor’s insights improve financial/operational
efficiency.

G Goodwill & business valuation  Reliable data for mergers, acquisitions, valuation.

I Internal control evaluation Identifies control weaknesses and fixes.

S Settlement of disputes Credible evidence in disputes with

partners/suppliers/customers.

R Records up to date Regular audit keeps records accurate and current.

9. Audit: Mandatory or Voluntary?

Mandatory (by law / requirement) Voluntary

Companies must be audited under the Many entities (sole proprietors, firms below
Companies Act 2013. Certain non-corporate thresholds) choose audit because of the
entities are audited because law or a grant benefits credibility, borrowing, control are
condition requires it (e.g., schools seeking worth it, sometimes mandated by internal
government grants). policy.

CLARITY CHECK — DON'T CONFUSE COMPANY AUDIT WITH TAX AUDIT

A common slip is to say “a company must be audited only if turnover crosses a threshold.”
That mixes up two different audits:

- Statutory (company) audit under the Companies Act 2013, mandatory for EVERY
company, with NO turnover threshold (appointment under Sec 139; auditor’s powers and
duties under Sec 143; statements must show a true and fair view under Sec 129).

- Tax audit under Sec 44AB of the Income-tax Act, 1961 [Section 63 of Income Tax Act, 2025],
this one IS turnover-threshold based (e.g., business turnover above the prescribed limit;
lower limit for professionals).

In the exam, state which audit and which Act you mean. The threshold language belongs to the
Income-tax Act, not the Companies Act.
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10. Appointment of the Auditor & Recipient of the Report

Entity Who appoints

Company Shareholders at the AGM (under
the Companies Act 2013).

Partnership firm The partners.

Government entity
India (CAG).

Tax-mandated

audits law/regulations.

Comptroller & Auditor General of

Appointment per the relevant tax

Who receives the report

Shareholders / members who
appointed the auditor.

The partners to whom the auditor
is accountable.

The appointing/relevant
authority.

As prescribed by that law.

12. Scope of Audit — What Is and Isn’t Covered

Within scope (the auditor does this)

Comprehensive coverage of all relevant
aspects of the entity related to Financial
Statements & Books of Accounts.

Checking reliability & sufficiency of financial
information; evaluating internal controls and

performing tests.

Verifying proper disclosure & compliance
(Companies Act, RBI) and accuracy of

summaries and policies.

Reviewing historical financial information
for consistency and compliance across

periods.

Outside scope (needs other expertise)

Assessing the physical condition of assets
(machinery, buildings) needs engineering
expertise.

Authenticating documents - forensic/forgery
expertise is required.

Official investigation - the auditor has no legal
power of search or compulsion.

Detecting every specific fraud - audit focuses
on overall true and fair view, not targeted
fraud hunting.

PRACTICAL SCENARIO — THE GREEN-TRIBUNAL NOTICE

Clean Earth Ltd received a National Green Tribunal notice carrying a possible heavy penalty
but didn’t disclose it in the notes. When auditor wished to report the same, the company
claimed the auditors were “going beyond scope.” They weren’t. A potential liability that could
materially affect the financial statements is squarely within scope the auditor must consider
its impact and disclosure to protect the true and fair view. Lesson: “scope” is defined by
impact on the financial statements, not by the topic’s label.

CA Sachhin Holmukhe
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13. General Purpose Financial Statements (GPFS)

GPFS are the annual accounts and reports prepared to meet the common needs of a wide range
of users (shareholders, creditors, employees, the public). When prepared for one particular

user’s need instead, they become special purpose statements.
Under IFRS / IAS 1 (“Presentation of Financial Statements”), a complete set includes:

« abalance sheet;
¢ anincome statement;

+ astatement of changes in equity (all changes, or changes other than from owner

transactions);
+ a cash flow statement; and
+ accounting policies and explanatory notes.

These give information about an entity’s assets, liabilities, equity, income and expenses (incl.
gains/losses), other changes in equity, and cash flows helping users predict future cash flows
and their timing and certainty. IAS 1 exists to make statements comparable across periods and

across entities.

13.1 Who is responsible for the financial statements?
Management’s responsibility Auditor’s responsibility

Prepare and present the FS; maintain Obtain reasonable assurance about whether
adequate accounting records; design, the FS are free from material misstatement,
implement and maintain internal controls; and expressan opinion on whether they show
select and apply accounting policies; a true and fair view.

safeguard assets from unauthorised use.

Examiner’s favourite - Two Lines Examiners Want
- An audit does NOT relieve management of its responsibilities.

- The auditor’s opinion does NOT reflect on the efficiency of management. It speaks only
to whether the FSs are true and fair.

14. Qualities of an Auditor

Dimension What it covers

Personal attributes Tact, caution, firmness, good temper, integrity, discretion,
industry, judgment, patience and reliability.
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Dimension What it covers

Technical expertise In-depth knowledge of accounting principles and techniques
essential to critically review the statements.

Cultural acumen A “shine of culture”, high integrity and independence that sustain
professional trust and growth.

15. Engagement & Quality Control Standards

ICATissues technical standards as benchmarks for audit quality. An ICAI member must conduct
audits per the SAs; any material departure must be disclosed, and non-compliance can attract
disciplinary action under Clause (9) of Part I of the Second Schedule to the Chartered
Accountants Act, 1949. As a founder-member of IFAC, ICAI’s AASB frames standards keeping
the International Standards on Auditing (ISA) in view, while adapting to Indian laws, customs

and conditions.

15.1 How a Standard on Auditing is born (process flow)

Six-step issuing procedure.

AASB identifies the area
where a new SA is needed

N2

Exposure Draft (ED) prepared
AASB, with help of a Study Group

N2

ED circulated to ICAI members
inviting comments

N2

AASB finalises the draft
after considering comments

N2

Draft submitted to the Council
of the Institute

N2

SA issued
under the authority of the Council
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15.2 The AASB “family” of standards

Service

Audit & review

financial information

of  Thistorical
- Audit

Review of  Thistorical financial

information - Review

Assurance other than
of historical FI

Related services
procedures)

15.3 Classification within the SAs

SA range
100-199
200-299
300-499
500-599
600-699
700-799

800-899

audit / review

(agreed-upon

Nature

Standard (number range)

Standards on Auditing (SAs): 100-
999

Standards on Review
Engagements (SREs): 2000-2699

Standards on Assurance
Engagements (SAEs): 3000-3699

Standards on Related Services
(SRSs) : 4000-4699

Introductory matters

General principles and responsibilities

Risk assessment and response to assessed risks

Audit evidence

Using work of others

Audit conclusions and reporting

Specialised areas

15.4 Standards on Quality Control (SQC)

Assurance level

Reasonable

Limited

Limited

None

+ SQC1 requires firms to establish a quality-control system so that engagements comply with

professional standards and legal requirements and the right reports are issued.

« SQCs apply to ALL services covered by the Engagement Standards — SAs, SREs, SAEs and

SRSs.

+ Professional accountants must follow the Standards; if they don’t, the reason for

departure must be stated in the report.

Important to Note

- “SQC SITS ON TOP” Picture SQC 1 as an umbrella over the four
engagement standards (SA, SRE, SAE, SRS). One umbrella - it covers everything. That image
answers “to what does SQC apply?” instantly: all engagement standards.

CA Sachhin Holmukhe
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16. Assurance Engagement

As per the ICAI Framework, an assurance engagement is one in which a practitioner expresses

a conclusion designed to enhance the confidence of intended users (other than the

responsible party) about the outcome of evaluating a subject matter against criteria.

It has five building blocks:

Element Meaning
Three-party relationship
Appropriate subject matter

Suitable criteria [FRF]

Sufficient appropriate
evidence

Written assurance report

17. Audit vis-a-vis Review

Practitioner, responsible party, and intended users.
What is examined e.g., the financial information in an audit.
The benchmarks for evaluation standards, laws, regulations.

Enough (sufficient) and good-quality (appropriate) evidence
to support the conclusion.

The conclusion communicated in the appropriate form.

Reasonable assurance engagement (Audit)

Provides a HIGH level of assurance.

Elaborate, extensive procedures to obtain
sufficient appropriate audit evidence.

Draws reasonable conclusions on sufficient
appropriate evidence.

Example: audit of financial statements.

Two other engagement types worth knowing:

Limited / moderate assurance engagement
(Review)

Provides a LOWER level of assurance than an
audit.

Fewer procedures than a reasonable

assurance engagement.

Obtains evidence sufficient only for LIMITED
conclusions.

Example: review of financial statements.

- Examination of prospective financial information - assurance that management’s

assumptions are not unreasonable and the projection is properly prepared and presented.

Because the information is future-oriented, the practitioner cannot opine that results WILL

be achieved only that nothing has come to attention to suggest the assumptions are an

unreasonable basis. Hence this gives a moderate level of assurance.

+ Report on controls at an organisation - assurance on the design and operation of

controls.

CA Sachhin Holmukhe
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Exam Tip — Ladder Of Assurance

Order the engagements by assurance: Audit (reasonable/high) > Prospective FI (moderate) >
Review (limited) > Agreed-upon procedures (none). A one-line ladder answers many
“distinguish” and “level of assurance” questions.

18. Illustrations

Case 1 — Does an audit guarantee my investment is safe?

Facts: Mr. Ramesh buys NSE-listed shares; the audited statements look healthy, so he believes

his money is completely safe.

Answer: No. An audit gives only reasonable assurance that the financial statements are free
from material misstatement. It says nothing about share-price safety, which depends on many

factors beyond financial performance. Ramesh’s thinking is incorrect.

Case 2 — Is an undisclosed green-tribunal notice within scope?

Facts: Clean Earth Ltd didn’t disclose an NGT notice with a possible heavy penalty; it argued the

auditors overstepped.

Answer: Yes, it is within scope. A potential liability that may materially affect the statements
must be examined and properly disclosed to protect the true and fair view. This is part of the

audit, not an investigation beyond scope.

Case 3 — Was the audit “futile” when fake purchases surfaced later?

Facts: RS & Co. did proper procedures at Arya Fashions, but a manager later found to have

booked small fake purchases by colluding with dealers and the accountant.

Answer: The partners’ blame is misplaced. This is a failure of internal control through collusion
an inherent limitation of internal control on which the auditor reasonably relied. It illustrates

the inherent limitations of an audit; it does not, by itself, mean the audit was negligent.

Case 4 — Departing from a mandated SA procedure

Facts: CA N. Suresh couldn’t obtain mandated external confirmations from some debtors, so he

used sale details, e-invoices, e-way bills and traced bank receipts, and was reasonably satisfied.

Answer: He must document how the alternative procedures achieved the purpose of the
required procedure, and document the reason for departing (unless self-evident). His report
should also draw attention to the departure, noting that alternative procedures were used to

obtain sufficient audit evidence.

CA Sachhin Holmukhe 1.16



CA Inter - Auditing & Ethics | Chapter 1: Nature, Objective & Scope of Audit

19. Top 3 High-Probability Exam Questions (with model answer
structures)

Q1. “Why can’t an auditor obtain absolute assurance / certify the financial
statements?”

An audit is designed to provide reasonable assurance a high, but not absolute, level of
assurance that the financial statements as a whole are free from material misstatement, whether
due to fraud or error. The auditor cannot provide absolute assurance (or "certify" the

statements) due to the inherent limitations of an audit.

Nature of Financial Reporting: The preparation of financial statements involves the exercise of
management’s judgment (e.g., in selecting accounting policies or making estimates). Many
items are subject to subjective assessment rather than precise measurement, and there is always

a possibility of management bias or error.

Nature of Audit Procedures: The nature of audit procedures is such that they may not detect all
material misstatements. This is due to practical constraints, such as the possibility that
management or others may not provide complete information, or that fraud involving collusion

may be intentionally concealed from the auditor.

Not an Investigation: An audit is not an official investigation into alleged wrongdoing. Auditors
do not have the specific legal powers (such as the power of search and seizure) that law

enforcement agencies possess to uncover deeply hidden fraud.

Timeliness and Relevance: There is a significant balance between the benefit of reporting and
the cost of the audit. Financial information must be relevant to be useful; if an audit took an
infinite amount of time to achieve absolute certainty, the report would lose its relevance and
utility for decision-making.

Future Events: An audit is performed on historical data. While an auditor may assess the
appropriateness of the "Going Concern" assumption, the auditor cannot guarantee the future
viability of the entity or the outcome of future events and market shifts that may impact the

company after the audit report date.

Conclusion: Due to these inherent limitations, an auditor cannot provide a guarantee of
absolute correctness. Instead, the auditor obtains sufficient appropriate audit evidence to
reduce audit risk to an acceptably low level and expresses a professional opinion on whether

the financial statements present a true and fair view in all material respects.

Q2. “Distinguish between reasonable and absolute assurance” / “objectives of
audit under SA 200.”

Model structure:

1. State SA 200’s two objectives (obtain reasonable assurance + report).
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2. Define reasonable assurance (high, not total) and absolute assurance (complete

certainty).

3. Tabulate the differences: meaning, achievability, evidence, cost/time, residual risk, role

of judgment, real-world use.

4. Conclude: auditors aim for reasonable assurance; absolute assurance is impractical and

not used.

Q3. (Case-study) “Does matter X fall within the scope of audit?”
Facts of the Case:

Alpha Ltd. appointed CA X as their auditor for the financial year 2025-26. During the audit, CA X
conducted sampling-based testing, verified internal controls, and issued an unmodified audit
opinion. Three months after the audit report was signed, it was discovered that a senior
accountant had been systematically embezzling funds through a highly sophisticated, collusive
scheme involving external vendors. The shareholders sued CA X, arguing that as the "auditor,"
it was his duty to uncover this fraud and ensure the absolute accuracy of the financial

statements.

Discuss the liability of CA X in the context of the scope of an audit and the concept of
"Expectation Gap."

Exam-Style Answer

1. Issue: The core issue is whether an auditor is legally and professionally obligated to detect all
instances of fraud and guarantee the absolute accuracy of financial statements, or if the

responsibility is limited by the scope of an audit.

Legal/Professional Position: An audit does not constitute a guarantee of absolute correctness.
The responsibility of the auditor is governed by the principles of SA 200 (Overall Objectives of
the Independent Auditor) and SA 240 (The Auditor's Responsibilities Relating to Fraud).

The Expectation Gap: There is often a difference between the public’s perception of an audit
(that it is a "guarantee" against fraud) and the auditor’s actual responsibility (obtaining

"reasonable assurance").

Primary Responsibility for Fraud: The primary responsibility for the prevention and detection

of fraud rests with those charged with governance and the management of the entity.

Auditor’s Scope: The auditor’s responsibility is limited to obtaining reasonable assurance that
the financial statements are free from material misstatement, whether caused by fraud or

error.

Application to the Case: In the case of Alpha Ltd., CA X cannot be held liable for failing to

detect the sophisticated, collusive fraud because:

1. Inherent Limitations: Even when an audit is conducted in accordance with Standards on

Auditing (SAs), there is an unavoidable risk that some material misstatements may not be
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detected due to the inherent limitations of an audit, particularly in cases involving

collusion or management override of controls.

2. Professional Skepticism: CA X is required to maintain professional skepticism, but this

does not imply that the auditor assumes the role of a forensic investigator.

3. Sampling: Audits are generally performed on a test basis (sampling). If the fraud was
buried deep within the records and hidden by collusion, it may not have been captured

within the auditor’s samples.

Conclusion CA X is not liable for the non-detection of this fraud, provided that the audit was
planned and performed with professional skepticism and in compliance with the SAs. The
auditor’s failure to detect a fraud does not, in itself, indicate that the audit was not performed
in accordance with SAs, especially when the fraud involves high-level collusion that effectively

conceals evidence.

Key points for exam scoring:

Keywords to Highlight: "Reasonable Assurance," "Inherent Limitations," "Professional
Skepticism," "Collusion," "Management Override," "SA 240."

Structure: Always maintain the Issue -> Legal Position -> Application -> Conclusion flow.

Scan to Revise Scan to Practice
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