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Test Series: October, 2020 

MOCK TEST PAPER  

FINAL (NEW) COURSE: GROUP – I 

PAPER – 3: ADVANCED AUDITING AND PROFESSIONAL ETHICS 

All MCQs are compulsory 

Question No. 1 is compulsory. 

Attempt any four questions from the Rest. 

Time Allowed – 3 Hours Maximum Marks – 100 

DIVISION A – MCQs (30 Marks) 

Questions no. (1-10) carry 1 Mark each and Questions no. 11-20 carry 2 Marks each. 

1.  Mr. KTK, was an employee of Youths Ltd, a company engaged in the business of electronics goods; 
who retired from his service on 30th September,2018. As he is an electronic Engineer by profession, 
on 27th October,2018 he started a retail business dealing in Electronic items under the name KTK 
Traders, a proprietary concern, in his hometown. Mr. KTK provides you the following information 
regarding the turnover of his proprietary concern for the financial year ended 31st March,2020:  

Date Particulars Amount 

From 1.4.2019 
to 31.3.2020 

Gross Turnover 1.25 crore 

25-05-2019 Less: Goods returned (sales made during the financial year 2018-2019) 0.08 crore 

12-11-2019 Less:  Cash discount allowed 0.05 crore 

30-12-2019 Less: Goods returned (sales made on 10-12-2019) 0.11 crore 

15-02-2020 Less: Discount allowed in the sales invoice 0.03 crore 

31-03-2020 Less: Commission on sales 0.01 crore 

   Net sales 0.97 crore 

As per section 44AB of the Income tax Act,1961,every person carrying on business shall, if his total 
sales, turnover or gross receipts, as the case may be, in business exceed or exceeds one crore 
rupees in any previous year, get his accounts audited by an accountant before the specified date.  

Considering the above, which of the following shall be considered as a reason for applicability or non-

applicability of tax audit under section 44AB of the Income Tax Act,1961.  

(a) Tax audit under section 44AB of the Income Tax Act,1961 shall be applicable as it is having an 

effective turnover of `1.25 crore, which is more than the limit prescribed. 

(b)  Tax audit under section 44AB of the Income Tax Act,1961 shall be applicable as it is having an 

effective turnover of `1.03 crore, which is more than the limit prescribed. 

(c)  Tax audit under section 44AB of the Income Tax Act,1961 shall not be applicable as it is having 

an effective turnover of `0.97 crore, which is less than the limit prescribed. 

(d)  Tax audit under section 44AB of the Income Tax Act,1961 shall not be applicable as it is having 

an effective turnover of `0.98 crore, which is less than the limit prescribed. 
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2. MMH & Co, is a large firm of Chartered Accountants having 10 partners and 7 branches across India. 

The firm had undertaken Statutory Audit of the branches of some insurance companies and public 

sector banks. They were also the Central Statutory Auditors of a major Private Sector Bank in South 

India. On 1st September,2019, the firm got an intimation from Peer Review Board  (‘Board’) regarding 
the peer review of the firm. The Board recommended some names of reviewers. The practice unit, 

MMH & Co(‘Firm’), selected CA. R and intimated the name to the Board. CA. R along with his qualified 

assistant did an on-site review. The Firm was not happy with the preliminary report issued by the 

reviewer arguing that the findings of the reviewer were baseless. The managing Partner of the firm 

wrote a letter to the Peer review Board doubting the eligibility of the reviewer.   

 In this backdrop, you are required to advise on the following matter.  

(a)  A Peer Reviewer shall be a Chartered Accountant having at least 15 years of experience in 

practice and should have conducted audit of Level I entities for at least 7 years.  

(b)  A Peer Reviewer shall be a Chartered Accountant having at least 10 years of experience in 

practice and should have conducted audit of Level I entities for at least 7 years.  

(c)  A Peer Reviewer shall be a Chartered Accountant having at least 15 years of experience in 

practice and should have conducted audit of Level II entities for at least 7 years. 

(d)  A Peer Reviewer shall be a Chartered Accountant having at least 10 years of experience in 

practice and should have conducted audit of Level II entities for at least 7 years  

3. Letter head of CA. Panaj, a Practicing Chartered Accountant, is reproduced below: 

PANAJ De PANKAJ ACS, LLB, FCA 

Chartered Accountant & Member of parliament 

As per Chartered Accountants Act, 1949 you are required to choose the appropriate answer :  

(a)  As per clause 7 of Part I of First Schedule to the Chartered Accountants Act,1949  he shall not 

use the designation ‘Member of the Parliament’ in addition to that of a ‘Chartered Accountant’ 

(b)  He shall not use the designation ‘LLB’ in addition to that of a ‘Chartered Accountant’ as he has 
not enrolled as an Advocate as per clause 7 of Part I of First Schedule to the Chartered 

Accountants Act,1949. 

(c)  He can use designations such as Member of Parliament, Member of the Legislative Assembly in 

addition to that of a ‘Chartered Accountant’ as these are specifically allowed as per clause 7 of 
Part I of First Schedule to the Chartered Accountants Act,1949.  

(d)  As per clause 7 of Part I of First Schedule to the Chartered Accountants Act,  1949 he can 

designate himself as ‘Chartered Accountant and Company Secretary’ as he is a member of the 
Institute of Company Secretaries of India also. 

4.  In accordance with provisions of Companies Act, 2013 with respect to investigation into the affairs of a 

company, who can be appointed as an inspector? 

I. Raj & Associates, a firm  

II. CA Rahul  

III. Mihim Pvt. Ltd, a body corporate 

IV. ABC & Partners LLP, a body corporate 

(a)  I, III & IV 
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(b) I only 

(c) III & IV 

(d)  II only 

5. VAS Ltd, a subsidiary of KEP Ltd. is engaged in the business of manufacturing fertilizers.  15% shares 

of KEP Ltd are held by the Central Government, 25% by Kerala Government and 20% by Karnataka 

Government. M/s ABC & Associate, a firm of Chartered Accountants, has been appointed as first 

statutory auditor of VAS Ltd by its Board of Directors. You are required to suggest which of the 

following statements would be correct. 

(a)  The first auditor of VAS Ltd shall be appointed by the Comptroller and Auditor- General of India 

within 60 days from the date of registration. 

(b)  The first auditor of VAS Ltd shall be appointed by the Comptroller and Auditor - General of India 

within 180 days from the date of registration. 

(c) The first auditor of VAS Ltd shall be appointed by members in EGM within 30 days from the date 

of registration. 

(d)  The first auditor of VAS Ltd shall be appointed by the Board of Directors within 30 days from the 

date of registration. 

6. During the audit of AMC Finance Ltd, an NBFC, the auditor found that a fraud was committed by its 

employees amounting to ` 107.80 lac. The management of the company took severe action against 

the employees and the auditors took all necessary steps to report the fraud. Which among the 

following steps auditor should take, with respect to the fraud committed by the employees of the 

NBFC? 

(a)  Report in prescribed form should be sent to Central Fraud Monitoring Cell of RBI withing 3 weeks 

from date of detection of fraud. 

(b)  Report in prescribed form should be sent to Regional Office of Dept. of Non-banking supervision 

of RBI withing 3 weeks from date of detection of fraud. 

(c)  Report the matter in prescribed form to the Central government within 21 days from date of 

detection of fraud. 

(d)  Report the matter to the promoters of the company, within 15 days from date of detection of 

fraud. 

7.  As per Regulation 20 and Part D of Schedule II of SEBI (LODR) Regulations, 2015, who among the 

following shall be appointed as Chairman of Stakeholder Relationship Committee? 

(a)  Small Shareholder Director  

(b) Whole time director 

(c)  Any of the Executive Director 

(d)  Any of the Non-Executive Director 

8. M/s Ram Raj & Associates have been appointed as statutory auditors of Venus Ltd. for the FY 2019 -

20. During the year, the company has entered into some related party transactions. CA Ram, the 

engagement partner has taken a management representation letter regarding the proper accounting, 

presentation and disclosure of such related party transactions. Is there any further responsibility of CA 

Ram with respect to the other procedures to be performed for related party transactions?  
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(a) No, there is no further responsibility of CA Ram as the best audit evidence for the related party 

transaction is the management representation letter. 

(b) No, there is no further responsibility of CA Ram as the audit firm is responsible for verifying the 

balances and disclosure of related party transactions. The identification of related party 

transactions is the responsibility of the management of Venus Ltd.  

(c)  Yes, the audit firm has the responsibility to perform the audit procedures to identify, assess and 
respond to the risk of material misstatement arising from the entity’s failure to appropriately 
account for related party relationships, transactions and balances , and obtaining merely 
management representation letter can be considered to be sufficient appropriate audit evi dence. 

(d)  Yes, the auditor has the responsibility to detect fraud and error with respect to the related party 

transactions. 

9. CA Ajay was appointed as the statutory auditor of TUV Ltd. at Delhi. TUV Ltd has a branch office at 

Pune. A branch auditor, CA Suresh, was appointed to conduct the audit of the Pune branch of TUV 

Ltd. CA Ajay provided CA Suresh with a questionnaire regarding the details of the branch office of 

certain specific accounts and balances to be filled in by CA Suresh in which indication of material 

misstatements are involved. However, CA Suresh denied to fill such questionnaire as he explained 

that CA Ajay, as the principal auditor has no such right. Which is the relevant SA and which of the 

following course of action is correct in this regard?  

(a)  SA 600 is the relevant SA; CA Ajay is correct in asking for information from CA Suresh through a 

questionnaire. 

(b)  SA 610 is the relevant SA; CA Suresh is correct in denying filling such questionnaire as a 

principal auditor can refer to branch auditor’s report or other branch records but cannot ask the 
branch auditor to provide any specific information by filling a questionnaire. 

(c) SA 600 is the relevant SA; CA Suresh is correct in denying filling such questionnaire as CA Ajay 

instead of asking CA Suresh to send the filled up questionnaire,  should himself verify the specific 

branch details as indication of material misstatement is there. 

(d)  SA 610 is the relevant SA; CA Ajay should seek management’s permission before asking the 
branch auditor for any information.  

10.  M/s Viaan Viraj & associates are the statutory auditors of ABC Ltd. for the FY 2019 -20. The company 

has a strong internal control team. During the course of audit, CA Viaan, the engagement partner 

found that the company has factories all across the country. In order to verify the wages expenses at 

all the factories, CA Viaan decided to use the Internal Audit Team of the company.  He accordingly 

discussed the same with Mr. Gaurank, the Chief Internal Auditor of ABC Ltd. to provide him a report 

on the wages expenses across all factories. Which of the following requirements as per SA 610 are 

required to be fulfilled by CA Viaan prior to using the direct assistance of the Internal Audit Team of 

the company? 

(a)  CA Viaan should obtain written agreement from the management of ABC Ltd. that the internal 

audit team will be allowed to follow the statutory auditors’ instructions.  

(b)  CA Viaan should obtain written agreement from Mr. Gaurank that his team will keep the matters 

confidential. 

(c)  Both a & b 

(d)  CA Viaan can use the direct assistance of the Internal Audit Team after discussing the same with 

the management. No prior written agreement is required. (10 x 1 = 10 Marks) 
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Questions (11-20) carry 2 Marks each 

MCQ 11. -15.  

Integrated Case Scenario 1 

MINSAN Ltd, an unlisted company in South India, is engaged in the business of spice oil extraction. Total 

paid up capital of the company is ` 9 Crore. Details of annual turnover and profit of the company for the last 

3 years are given below:  

Year ended Turnover (` in crore) Profit (loss)before tax (` in crore) 

31-03-2018 

31-03-2019 

31-03-2020 

527.21 (Audited) 

301.37 ( Audited) 

104.13 ( provisional) 

50.16 

01.25 

(10.25) 

The company is using conventional method for extraction of oil from spices. This requires more human 

intervention and hence, cost of production is high as compared to innovative method used by other new 

companies. Though the company had significant growth in the past years, it has not done well over the last 

two financial years due to competition. 

A new competitor viz, Natural Extracts Ltd, had come in the market during the year 2018 and by the end of 

March, 2019, they captured around 75% of market share by offering the product at a reduced price. They 

use new machinery which allows whole range of automated extraction method, thus, minimizing manual 

steps and reducing cost of labour. 

In order to reduce cost of production and thereby re-capture the market, the management of MINSAN Ltd 

has planned to erect a new plant with an automatic machine. The estimated cost of plant & machine ry is  

` 90 lac. The company approached SA Bank Ltd for a term loan of ` 80 lac which would be repaid in 5 

years. On 28-12-2019, the bank had sanctioned the loan; and disbursed ` 40 lac till 31st March, 2020. 

MINSAN Ltd has appointed M/s Check & Check, Chartered Accountants, as auditors of the company at its 

AGM held on 18-09-2019 for a period of 5 years.  As agreed, the audit team commenced their audit work 

for the year 2019-2020 in February, 2020 and completed the work by the end of May, 2020. The audit t eam 

submitted following findings to the engagement partner: 

➢ PX Ltd, one of the material suppliers, filed a case against the company on 12 -09-2019 for a 

compensation of ` 3 crore. 

➢ Company has made an estimate for allowance of debtors @5%. 

➢ 70% of the value of inventory was only covered in physical verification during the year 2019-20 due to 

outbreak of Novel Corona Virus (COVID-19) and subsequent lockdown thereof. 

➢ Company got a show cause notice from State Pollution Control Board for the contravention of the 

provisions of Hazardous and waste Management Rule. 

➢ Three incidence of fraud noticed (Total ` 1.02 crore)- fraud committed by the Purchase manager ` 85 

Lakh, by Accounts manager ` 15 Lakh and by a cashier ` 2 lac. 

As an auditor of MINSAN Ltd for the year 2019-20, answer the following questions based on the facts given 

in the above paragraph: 

11.  Though the company had significant growth in the past years, it has not done well over the last two 
financial years.  As per SA 570, there are certain events or conditions that individually or collectively 
may cast significant doubt about the going concern assumptions. In order to assess whether MINSAN 
Ltd is a going concern or not, which of the following audit procedures should NOT be performed?  
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(a)  Analysis and discuss with the management of the company to find out whether installation of new 
plant and machinery would enable the company to reduce cost of production.  

(b)  Inquire the company’s legal counsel regarding existence of legal litigation and claim against the 
company, reasonableness of management assessments of their outcome and estimate of their 
financial implication. 

(c)  Evaluating management’s future plan and strategy to increase market share of product.  
(d)   Analysis and discuss the company’s cash flow and profit of the previous years with the projected 

accounts. 

12.  Company has made an estimate for allowance of debtors @5%. Some financial statement items 
cannot be measured precisely but can only be estimated. The nature and reliability of information 
available to management to support the making of an accounting estimate varies widely, which 
thereby affects the degree of estimating uncertainty associated with accounting estimates. Please 
advise which among the following may have higher estimate uncertainty and higher risk as per SA 
540? 

(a)  Judgments about the outcome of pending litigation with PX Ltd against the company.  

(b)  Estimates made for inventory obsolescence that are frequently made and updated.  

(c)  A model used to measure the accounting estimates is well known and the assumptions to the 
model are observable in market place. 

(d)  Accounting estimate made for allowance for doubtful debts where the result of the auditors 
review of similar accounting estimates made in the prior period financial statements do not 
indicate any substantial difference between the original accounting estimate and the actual 
outcome. 

13.  The company in the notes accompanying its financial statements disclosed the existence of suit filed 
against the company with full details. Based on the audit evidence obtained, it is necessary to draw 
user’s attention to the matter presented in the financial statement by way of clear additional 
communication as there is an uncertainty relating to the future outcome of the litigation. In this 
situation, which of the following reporting option would be correct  if auditor is satisfied with the 
conclusions reached by the management and this matter is fundamental to the reader of financial 
statements? 

(a)  Include an Emphasis of Matter paragraph in Auditors report having a clear reference to the 
matter being emphasized and issue a qualified opinion. 

(b)  Include in the Basis for Adverse opinion paragraph and issue an  adverse opinion having a clear 
reference to the matter referred in the notes on accounts.  

(c)  Include in the Basis for Disclaimer of opinion paragraph having a clear reference to the matter 
and issue a disclaimer opinion. 

(d)  Include an Emphasis of Matter Paragraph in Auditors report having a clear reference to the 
matter being emphasized and to where relevant disclosures that fully describe the matter can be 
found in the financial statement. 

14.  Company got a show cause notice from State Pollution Control Board. As per SA 250, the auditor shall 
perform the audit procedures to help identify instances of non-compliance with other laws and 
regulations that may have a material effect on the financial statements. As the audit team of the 
company became aware of information concerning an instance of non-compliance with law, what 
would NOT be the audit procedure to be performed? 

(a)  Understand the nature of the act and circumstances in which it has occurred and obtain further 
information to evaluate the possible effect on the financial statement.  
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(b)  Discuss the matter with management and if they do not provide sufficient information; and if the 
effect of non-compliance seems to be material, legal advice may be obtained. 

(c)  Monitoring legal requirement and compliance with code of conduct and ensuring that operating 
procedures are designed to assist in the prevention of non-compliance with law and regulation 
and report accordingly. 

(d)  Evaluate the implication of non-compliance in relation to other aspects of audit including risk 
assessment and reliability of written representation and take appropriate action.  

15.  The company had availed some amount of loan for new plant and machinery during the year under 
audit. Out of the total loan sanctioned an amount of ` 25 lac was earmarked for the purchase of the 
machinery-Oil Extractor; but, the company has acquired an improved model of machinery, viz, Oil 
extractor with Dryer in its stead. State which of the reporting option would be correct. 

(a)  State the fact in CARO report that out of term loan taken for machinery -Oil Extractor, ` 25 Lakh 
was not utilized for acquiring the machinery for which it was sanctioned.  

(b)  Ask the management to change terms and condition of  term loan as the company has acquired a 
different machinery. Report under CARO, if the management does not agree with the demand.  

(c)  State the fact in CARO report that the term loan taken has been applied for the purpose for which 
it was sanctioned.  

(d)  State the fact in CARO report that the term loan taken has not been applied for the purpose for 
which it was sanctioned. Also qualify the report as there are misstatements that are material but 
not pervasive. (5 x 2 = 10 Marks) 

MCQ 16. -20.  

Integrated Case Scenario 2 

Papa Limited is a listed nationalised bank whose face value per share is ` 100 each having its operation 

across India. Papa Limited appointed Mr. Das, Mr. Pas and Mr. Tas as its central joint auditors for the year 

2020-21. After making sure that all of them are qualified to be appointed as statutory auditor of the bank, 

Papa Limited issued appointment letter as well as engagement letter to all of them. The engagement letter 

contains the details on objective and scope of audit, responsibilities of auditor, management and 

identification of framework applicable. It also contains the reference to expected form and content of report 

from all three joint auditors. During the year Papa Limited has acquired another bank called Baby Limited. 

While finalising the books of accounts, some adjustments were made to give the effect of merger. These 

adjustments were related to determination of goodwill of `2 crores, determination of amount of minority 

interest of ` 50 Lakh and some intra-group transaction adjustment of ` 15 lac were also made. Another 

adjustment which was made was harmonization of accounting policies of both Papa Limited and Baby 

Limited which was of 30 lac.  

While planning the audit, all joint auditors mutually decided that respons ibility of verification of cash book 

will be entrusted with Mr. Pas. But Mr. Pas failed to detect the fraud committed by the cashier which he 

could have detected if he had properly checked the cash book. This fraud was revealed in the special audit 

which was conducted on the directions of RBI. Responsibility for verifying compliance with SLR requirement 

was entrusted with Mr. Das.  While performing audit on compliance with SLR requirements Mr. Das used 12 

odd dates in different months of fiscal year. Mr.  Das with his professional judgement used the below 

mentioned days: 

Month Day of month Day 

April 2nd  Thursday 

May 9th  Saturday 
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June 5th  Friday 

July 31st   Friday 

August 31st  Monday 

September 1st  Tuesday 

October 30th  Friday 

November 1st  Sunday 

December 1st  Tuesday 

January 10th  Sunday 

February 8th  Monday 

March 7th  Sunday 

Mr. Tas was entrusted with responsibility for calculation of Demand and time liability. On 31 st March total 

liability stood at ` 200 Crores.  It includes Margin held for funded facilities of ` 3 Crore, credit balance for 

one branch of ` 4 crores, adverse balance of nostro Mirror account of ` 2 Crores and unadjusted deposit 

for agency business of ` 6 Crore. Papa Limited has total 12 directors including 3 women directors. Out of 

them, Mr. Right was non executive chairman as well as promoter of bank. Papa Limited has a total of 5 

independent directors in their board. 

Wife of CA Das, was also a Chartered Accountant and was actively involved in purchase and sale of 

shares. She purchased 100 shares of Papa Limited of ` 100 each for ` 15,00,000. All the required 

communication were made among the joint auditors and significant matters were discussed with those 

charged with governance. At the end, an unmodified report in accordance with SA 700 was issued which 

was signed by all three joint auditors. 

16.  Which of the fallowing statement is true? 

(a)  For giving the effect of merger, permanent consolidation adjustment of 250 lac and current period 
consolidation adjustment of 45 lac was made. 

(b)  For giving the effect of merger, permanent consolidation adjustment of 280 lac and current period 
consolidation adjustment of 15 lac was made. 

(c)  For giving the effect of merger permanent consolidation adjustment of 295 lac. 

(d)  For giving the effect of merger, permanent consolidation adjustment of 265 lac and current period 
consolidation adjustment of 30 lac was made.  

17.   While verifying the compliance of corporate governance, in accordance with Regulation 17 and 17A, 
was there any non-compliance in composition of board? 

(a)  No, as in this scenario there should be at least 1/3  i.e.4 independent  directors.  

(b)  Yes, as in this scenario there should be at least 1/ 2 i.e. 6 independent directors. 

(c)  No, as its upto the shareholder to decide the composition of board after complying with section 
149(4) of companies act 2013. 

(d)  Yes, as in this scenario there should be at least 2/3 i.e. 8 independent directors.  

18.  List down all the months whose date has been selected inappropriately by CA Das for calculation of 
SLR compliance?  

(a) January, February and March. 

(b)  July, August and October 

(c) June, July and October.  

(d)  May and November. 
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19.  While calculating SLR compliance of Papa Limited, what will be value of demand and time liability as 
on 31st March? 

(a)  191 crores 

(b)  200 crores. 

(c)  197 crores. 

(d)  185 crores. 

20.  Will CA Das be disqualified after his wife purchased 100 shares for ` 15,00,000?  

(a)  Mr. Das will be disqualified as an auditor of Papa Limited, as his relative owns shares of more 
than ` 100,000 market value. 

(b)  Mr. Das will be not disqualified as an auditor of Papa Limited, as his relative owns shares of less 
than ` 20,00,000 market value. 

(c)  Mr. Das will be not disqualified as an auditor of Papa Limited, as his relative owns shares of less 
than ` 100,000 face value. 

(d)  Mr. Das will be disqualified as an auditor of Papa Limited, as his relative owns shares in Papa 
limited irrespective of amount of investment.  (5 x 2 = 10 Marks) 

Division B- Descriptive Questions-70 Marks 

Question No. 1 is compulsory. 

Attempt any four questions from the Rest. 

1. Comment on the following: 

(a)  ING Associates, Chartered Accountants, conducting the audit of XYZ Ltd., a listed Company for 

the year ended 31st March 2020 is concerned with the auditor's responsibilities relating to 

misstatements in other information, both financial and non-financial, included in the Company’s 
annual report. While reading other information, ING Associates considers whether there is any 

material misstatement of the other information in the Company. After performing their 

procedures, the auditor concludes that a material misstatement of the other information exists. 

ING Associates discussed with the Management about the other information that appeared to be 

materially misstated to the auditor and also requested management to provide evidence for the 

basis of management’s statements in the other information  along with supporting documents. 

Guide ING Associates as to how to respond to that material misstatement of other information 

obtained prior to the date of auditor’s report . Will your answer be different in case ING Associates 

conclude the same after the date of auditor’s report?  (5 Marks) 

(b) Whilst the Audit team has identified few matters, they need your advice to conclude on the same. 
Engagement Partner have asked them to review the Board minutes and other secretarial / 
regulatory records based on which the following additional matters were brought to the attention 
of the Partner:-  

(i)  The long term borrowings from the parent company has no written terms and neither the interest 

nor the principal has been repaid so far.  

(ii)  Certain computers were received from the parent company free of cost, the value of which is  

` 0.23 lac and no accounting or disclosure of the same has been made in the notes to accounts.  

(iii)  An amount of ` 3.25 Lakhs per month is paid to M/s. WE CARE Associates, a partnership firm, 

which is a 'related party' in accordance with the provisions of the Companies Act, 2013 for the 

marketing services rendered by them. Based on an independent assessment, the consideration 

paid is higher than the arm's length pricing by `0.25 Lakhs per month. Whilst the transaction was 
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accounted in the financial statements based on the amounts' paid, no separate disclosure of this 

related party transaction has been made in the notes to accounts forming part of the financial 

statements highlighting the same as a 'related party' transaction.   

Audit Manager has reported that she had asked certain information relating to another 'related 

party' transaction (amounting to approx. ` 47 lac) but the CFO refused to provide the same since 

the same is perceived to be confidential and cannot be shared with the Auditors.  

You are required to advise about items to be reported to those charged with governance, where 

applicable, based on your audit findings in the given situation. (5 Marks) 

(c)  CA. Pointer had been appointed as an Auditor of Textile Ltd. During the course of audit, it was 

observed that inventory including work-in-process has been valued by the Management by using 

experts hired by them. Analyse relevant factors to decide as to whether CA. Pointer should 

accept or not accept the findings from the work of Management expert in valuation of inventories.  

    (4 Marks) 

2.  (a)  It was observed from the modified audit report of the financial statements of ULFA Ltd. for the 

year ended 31st March, 2019 that depreciation of ` 4.25 crore for the year 2018-2019 had been 

charged off to the Statement of Profit and Loss instead of including it in "carrying value  of asset 

under construction". State in relation to the audit for the year ended 31 st March 2020, whether 

such modification in the previous year's audit report would have any audit implication for the 

current year i.e. FY 2019-20  and if yes, how the auditor is required to deal with the same in his 

audit report for the current year?  (5 Marks) 

(b)  BETA Ltd is the Subsidiary company of ALPHA Ltd. PQR & Associates has been appointed as 

auditor of ALPHA Ltd. for the Financial Year 2019-20 and MNO & Associates has been appointed 

as auditor of BETA Ltd for the year 2019-20. Explain the role of PQR & Associates and MNO & 

Associates as auditors of the parent company and subsidiary  company respectively.    (4 Marks) 

(c) Mr. Aniket, a Chartered Accountant was the auditor of 'Alpha Limited' for the year 2018-19 and 

2019-20. During the financial year, the investment appeared in the Balance Sheet of the 

company amounting ` 11 lac and was the same amount as in the last year 2018-19. Later on, it 

was found that the company's investments were only for ` 45,000, however, the value of 

investments was inflated for the purpose of obtaining higher amount of Bank loan.  Comment with 

reference to the Chartered Accountants Act, 1949, and Schedules thereto.  (5 Marks) 

3.  (a) Solar Limited is a public sector undertaking engaged in production of electricity from solar power. 

It has started a new project near Puducherry with a new technology for a cost of  

` 9,750 crore. Though there is delay in commencement of project and accordingly, there has 

been overrun in the cost. State the matters C&AG while conducting Comprehensive Audit may 

cover in reporting on the performance and efficiency of this project. (4 Marks) 

 (b)  (i) While conducting GST Audit of RST Limited., you have observed the following:  

   RST Limited has exported goods to MNP Limited located in USA. The value of goods is 
$2,00,000. The exchange rate (`/$) on the date of filing Shipping Bill is-  

 CBEC notified rate `65 

 RBI reference rate `68 

 At the time of receiving money, the bank exchanged the foreign currency at ` 70. 

Downloaded from castudyweb.com



11 

How would you report the adjustments, if any, in turnover due to foreign exchange fluctuations in 

Reconciliation statement in Form GSTR 9C prescribed in terms of Rule 80(3) of CGST Rules, 

2017. 

(ii) Will your answer be different if exchange rate (`/$) at the time of receiving money, the bank 

exchanged the foreign currency at `66. (6 Marks) 

(c)  Mr. Dhruv, a practicing Chartered Accountant, did not complete his work relating to the audit of 

the accounts of a company and had not submitted his audit report in due time to enable the 

company to comply with the statutory requirements. Comment with reference to the Chartered 

Accountants Act, 1949, and Schedules thereto.   (4 Marks) 

4.  (a)  You have been appointed as an auditor of LCO Bank, a nationalized bank. LCO Bank also deals 

in providing credit card facilities to its account holders. The bank is aware of the fact that there 

should be strict control over storage and issue of credit cards. As an auditor of the bank, how will 

you evaluate the Internal Control System with respect to Credit Card operations maintained by 

the LCO Bank?  (6 Marks) 

(b) The management of Amazon, a manufacturing unit does not accept the recommendations for 
improvements made by the Operational Auditor. Suggest an alternative way to tackle the hostile 
management.  (4 Marks) 

(c) Mr. Chintamani, a Chartered Accountant in practice has been elected as the treasurer the 

Regional Council of the ICAI. The Regional Council had organized an international tour 

through a tour operator during the year for its members. During the audit of the Regional 

Council, it was found that Mr. Chintamani had received a personal benefit of ` 40,000 from 

the tour operator. Comment with reference to the Chartered Accountants Act, 1949, and 

Schedules thereto. (4 Marks) 

5.  (a)   “Generating and preparing meaningful information from raw system data using processes, tools, 

and techniques is known as Data Analytics and the data analytics methods used in an audit are 

known as Computer Assisted Auditing Techniques or CAATs.” You are required to give 

illustration of a suggested approach to get the benefits from the use of CAATs. (4 Marks) 

(b) While auditing Innocent Insurance Ltd, you observed that a policy has been issued on 31st 
March, 2020 evening to LMN Company. LMN Company had signed all the papers and taken 
insurance policy (value insured = ` 11 lac) for its new godown and premium for the same was 
paid through cheque subject to realization. However, on the night of 31st March, a huge fire 
accident took place in LMN Company and goods worth `15 lac were destroyed. Further, cheque 
was also dishonoured due to insufficient fund. The Company informed the incident to Innocent 
Insurance Ltd and a claim was lodged for the same. The insurance company also made a 
provision for claim.  Advise the Innocent Insurance Ltd in this regard. (4 Marks) 

(c) As an Auditor give your comments for the following disclosures made by a Company which 
adopted Ind AS for compilation of Financial Statements:  

 (i)  In the Balance Sheet, the sub-head inventories contained an item "goods in transit" 
against which a consolidated amount consisting of aggregate of the cost of raw materials 
in transit and loose tools which are billed on company but delivery not been made to the 
company had been specified.  

 (ii)  Provision for doubtful debts of trade debtors was grouped under, "Provisions" under 
current liabilities.  

 (iii)  Sale proceeds of scrap incidental to manufacture were included in "Other Income".  

  (6 Marks) 
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6. (a) A nationalized bank received an application from a Limited company seeking sanction of a 

term loan to expand its existing business. In this connection, the Loan Manager of the Bank 

approaches you to conduct a thorough investigation of the items of the Balance Sheet of 

this Limited company and submit a confidential report based on which he will decide 

whether to sanction this loan or not. List out the major steps an investigating accountant 

would keep in mind while verifying assets and liabilities included in the Balance Sheet of 

the borrower company which has been furnished to the Bank. (5 Marks) 

(b) R Limited has been paying dividend consistently over 15% year on year. The Financial year 

2019-20 was so very bad for the Company and it was not possible for the Company to maintain 

the payment of consistent dividend as mentioned above. The Management, being hopeful of 

recovery of its performance in next year, felt that the depreciation of the year to the extent of 65% 

alone be charged to the Statement of Profit and Loss and the remaining 35% be kept in a 

separate account code in the Balance Sheet- 'Debit Balances Adjustable against Revenue 

account'. The Management was of the view that it would be fair practice of accounting if the 

depreciation for assets is charged before the expiry of the life of assets and the amount parked in 

asset code as above would unfailingly be adjusted to Revenue before the close of next financial 

year anyway. Analyse the issues involved and state how the Auditor  should decide on this 

matter. (5 Marks) 

(c) Compute the overall Audit Risk if looking to the nature of business there are chances that 40% 
bills of services provided would be defalcated, inquiring on the same matter management has 
assured that internal control can prevent such defalcation to 75%. On his part the Auditor 
assesses that the procedure he could apply in the remaining time to complete Audit gives him 
satisfaction level of detection of frauds & error to an extent of 60%. Analyse the Risk of Mater ial 
Misstatement and find out the overall Audit Risk. (4 Marks) 

OR 

 ABC & Co LLP is a large firm of Chartered Accountants based out of Chennai. ABC & Co. LLP is 
subject to peer review which was last conducted 3 years back. For the peer review of the 
financial year ended 31 March 2020, the firm got an intimation on 31 May 2020. The process of 
peer review got started and was completed on 29 September 2020. In view of peer reviewer, the 
systems and procedures of ABC & Co. LLP are deficient / non-compliant. The peer reviewer did 
not share any of his observations with ABC & Co LLP as draft and final report was submitted to 
the Board. Comment.  (4 Marks) 
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PAPER – 3: ADVANCED AUDITING AND PROFESSIONAL ETHICS 

SUGGESTED ANSWERS/HINTS 

DIVISION A - MCQs (30 Marks) 

Questions no. (1-10) carry 1 Mark each and Questions no. 11-20 carry 2 Marks each. 

1. (b)   

2. (b)  

3.  (a)  

4.  (d)   

5.  (a)  

6.  (a)  

7.  (d)  

8.   (c)  

9.  (c)  

10. (a)  

Questions (11-20) carry 2 Marks each 

11.  (d)  

12.   (a)  

13.   (d)  

14. (c)  

15. (c)  

16.  (a)  

17.   (b)  

18.  (c)  

19.  (a)  

20.  (c)  

DIVISION B - DESCRIPTIVE QUESTIONS (70 Marks) 

1.  (a) Responding When the Auditor Concludes That a Material Misstatement of the Other 

Information Exists: As per SA 720, “The Auditor’s Responsibility in Relation to Other 
Information”, if the auditor concludes that a material misstatement of the other 
information exists, the auditor shall request management to correct the other information. 
If management:  

(i)  Agrees to make the correction, the auditor shall determine that the correction  has been 

made; or  

(ii)  Refuses to make the correction, the auditor shall communicate the matter with those 

charged with governance and request that the correction be made. 
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 If the auditor concludes that a material misstatement exists in other information obtained 

prior to the date of the auditor’s report , and the other information is not corrected after 

communicating with those charged with governance, the auditor shall take appropriate action, 

including:   

(i)  Considering the implications for the auditor’s report and communicating with those charged 
with governance about how the auditor plans to address the material misstatement in the 

auditor’s report;  

(ii)  Withdrawing from the engagement, where withdrawal is possible under applicable law or 

regulation.  

 If the auditor concludes that a material misstatement exists in other information obtained 

after the date of the auditor’s report , the auditor shall:  

(i) If the other information is corrected, perform the procedures necessary in the 

circumstances; or  

(ii)  If the other information is not corrected after communicating with those charged with 

governance, take appropriate action considering the auditor’s legal rights and obligations, to 
seek to have the uncorrected material misstatement appropriately brought to the attention of 

users for whom the auditor’s report is prepared. 

(b) As per SA 550, Related Parties, communicating significant matters arising during the audit
 
in 

connection with the entity’s related parties helps the auditor to establish a common 
understanding with those charged with governance of the nature and resolution of these matters. 
Examples of significant related party matters include, non-disclosure (whether intentional or not) 
by management to the auditor of related parties or significant related party transactions, which 
may alert those charged with governance to significant related party relationships and 
transactions of which they may not have been previously aware ; The identification of significant 
related party transactions that have not been appropriately authorised and approved, which may 
give rise to suspected fraud; etc. 

 It may be noted that unless all of those charged with governance are involved in managing the 
entity, the auditor shall communicate with those charged with governance significant matters 
arising during the audit in connection with the entity’s related parties.  

 The auditor is also required to ensure the compliance of Ind AS 24 / AS 18 Related Party 
Disclosures. 

 In view of above in the given scenario, the auditor is required to prepare a brief summary of 
following items to be reported to those charged with governance in accordance with SA 260 
Communication with Those Charged with Governance: 

(i) One of related party transaction amounting 3.25 lac per month i.e. in lieu of marketing 
services has been noticed of which amount ` 0.25 lac per month is exceeds the arm’s 
length price has not been disclosed highlighting the same as related party transactions as 
per Ind- AS 24 / AS 18 Related Party Disclosures.  

(ii)  Refusal by CFO of the company to provide the details of related party transaction amounting 
to rupees 47 lac on the ground that same is perceived to be confidential and cannot be 
shared with auditors, is not in order, as denying for the related part details of ` 47 lac is 
imposing limitation of scope of auditor in view of SA 705. 

(iii)  Receipt of free of cost Computers and long-term borrowing (on no agreed terms and 
repayment of interest and principal) from the Parent Company need separate disclosure in 
financial statements as per Ind AS 24 / AS 18 Related Party Disclosures. 
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 Further, in case of all the above cases, the auditor would also need to assess his reporting 
requirements under the clauses (xiii) of Paragraph 3 of CARO 2016  with respect to related party 
transactions that whether all transactions with the related parties are in compliance with sections 
177 and 188 of Companies Act, 2013 where applicable and the details have been disclosed in 
the Financial Statements etc., as required by the applicable Accounting Standards. 

(c) Evaluating the Work of Management’s Expert: As per SA 500 “Audit Evidence”, when 
information to be used as audit evidence has been prepared using the work of a management’s 
expert, the auditor shall, to the extent necessary, having regard to the significance of that 
expert’s work for the auditor’s purposes-  

(1) Evaluate the competence, capabilities and objectivity of that expert;  

(2) Obtain an understanding of the work of that expert; and  

(3) Evaluate the appropriateness of that expert’s work as audit evidence for the relevant 
assertion. 

 The auditor may obtain information regarding the competence, capabilities and objectivity of a 
management’s expert from a variety of sources, such as personal experience with previous work 
of that expert; discussions with that expert; discussions with others who are familiar with that 
expert’s work; knowledge of that expert’s qualifications; published papers or books written by that 
expert. 

 Aspects of the management’s expert’s field relevant to the auditor’s understanding may include 
what assumptions and methods are used by the management’s expert, and whether they are 
generally accepted within that expert’s field and appropriate for financial reporting purposes.  

 The auditor may also consider the following while evaluating the appropriateness of the 
management’s expert’s work as audit evidence for the relevant assertion:  
(i) The relevance and reasonableness of that expert’s findings or conclusions, their 

consistency with other audit evidence, and whether they have been appropriately reflected 
in the financial statements; 

(ii) If that expert’s work involves use of significant assumptions and methods, the relevance and 
reasonableness of those assumptions and methods; and 

(iii) If that expert’s work involves significant use of source data, the relevance, completeness, 
and accuracy of that source data. 

2. (a) Auditor’s responsibility in cases where audit report for an earlier year is qualified  is given 

in SA 710 “Comparative Information – Corresponding Figures and Comparative Financial 

Statements”.  
 As per SA 710, when the auditor’s report on the prior period, as previously issued, included a 

qualified opinion, a disclaimer of opinion, or an adverse opinion and the matter which gave rise to 
the modified opinion is resolved and properly accounted for or disclosed in the financial 
statements in accordance with the applicable financial reporting framework, the auditor’s opinion 
on the current period need not refer to the previous modification.  

 SA 710 further states that if the auditor’s report on the prior period, as previously issued, included 
a qualified opinion and the matter which gave rise to the modification is unresolved, the auditor 
shall modify the auditor’s opinion on the current period’s financial statements. In the Basis for 
Modification paragraph in the auditor’s report, the auditor shall either:  

 Refer to both the current period ’s figures and the corresponding figures in the 
descriptionofthemattergivingrisetothemodificationwhentheeffectsorpossible effects of the matter 
on the current period’s figures are material; or 
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 In other cases, explain that the audit opinion has been modified because of the effects or possible 
effects of the unresolved matter on the comparability of the current period ’s figures and the 
corresponding figures. 

 In the instant case, if ULFA Ltd. does not correct the treatment of depreciation to the extent of 
rupees 4.25 crore for previous year, the auditor will have to modify his report for both current and 
previous year’s figures as mentioned above. If, however, the figures and provisions are 
corrected, the auditor need not consider to the earlier year’s modification. 

(b) Role of Auditor in case of Parent Company and Subsidiary Company: As per SA 600 

“Using the Work of Another Auditor”, there should be sufficient liaison between the principal 
auditor (hereinafter referred as auditor of Parent Company and the other auditor (hereinafter 
referred as auditor of Subsidiary Company). 

Role of Principal Auditor (PQR & Associates- Auditor of Parent Company):  

(i) It is necessary to issue written communication(s) as a principal auditor to the other auditor. 

(ii) The principal auditor should advise the other auditor of any matters that come to his 
attention that he thinks may have an important bearing on the other auditor’s work.  

(iii) When considered necessary by him, the principal auditor may require the other auditor to 
answer a detailed questionnaire regarding matters on which the principal audi tor requires 
information for discharging his duties. 

Role of Other Auditor (MNO & Associates- Auditor of Subsidiary Company):  

(i) The other auditor, knowing the context in which his work is to be used by the principal 
auditor, should co-ordinate with the principal auditor.  For example, by bringing to the 
principal auditor’s immediate attention to any significant findings requiring to be dealt with at 
entity level, adhering to the time-table for audit of the component, etc.  

(ii) He should ensure compliance with the relevant statutory requirements.  

(iii) The other auditor should respond to the questionnaire sent by Principal Auditor on a timely 
basis. 

(c)  Gross Negligence in Conduct of Duties: As per Part I of Second Schedule to the Chartered 
Accountants Act, 1949, a Chartered Accountant in practice shall be deemed to be guilty of 
professional misconduct, if he, certifies or submits in his name or in the name of his firm, a report 
of an examination of financial statements unless the examination of such sta tements and the 
related records has been made by him or by a partner or an employee in his firm or by another 
chartered accountant in practice, under Clause (2); does not exercise due diligence, or is grossly 
negligent in the conduct of his professional duties, under Clause (7); or fails to obtain sufficient 
information which is necessary for expression of an opinion or its exceptions are sufficiently 
material to negate the expression of an opinion, under Clause (8).  

 The primary duty of physical verification and valuation of investments is of the management. 
However, the auditor’s duty is also to verify the physical existence and valuation of investments 
placed, at least on the last day of the accounting year. The audi tor should verify the documentary 
evidence for the cost/value and physical existence of the investments at the end of the year. He 
should not blindly rely upon the Management’s representation.  

 In the instant case, such non-verification happened for two years. It also appears that auditors 
failed to confirm the value of investments from any proper source. In case auditor has simply 
relied on the management’s representation, the auditor has failed to perform his duty.  

 Conclusion: Accordingly, Mr. Aniket, will be held liable for professional misconduct under 
Clauses (2), (7) and (8) of Part I of the Second Schedule to the Chartered Accountants Act, 1949.  
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3. (a) The areas covered in comprehensive audit naturally vary from enterprise to enterprise depending 
on the nature of the enterprise, its objectives and operations. However, in general, the covered 
areas are those of investment decisions, project formulation, organisational effectiveness, 
capacity utilisation, management of equipment, plant and machinery, production performance, 
use of materials, productivity of labour, idle capacity, costs and prices, materials management, 
sales and credit control, budgetary and internal control systems, etc.  

Some of the issues examined in comprehensive audit are: 

(i) How does the overall capital cost of the project compare with the approved planned costs? 
Were there any substantial increases and, if so, what are these and whether there is 
evidence of extravagance or unnecessary expenditure? 

(ii) Have the accepted production or operational outputs been achieved? Has there been under -
utilisation of installed capacity or shortfall in performance and, if so, what has caused it?  

(iii) Are the systems of project formulation and execution sound? Are there inadequacies? What 
has been the effect on the gestation period and capital cost? 

(iv) Are cost control measures adequate and are there inefficiencies, wastages in raw materials 
consumption, etc.? 

(v) Are the purchase policies adequate? Or have they led to piling up of inventory r esulting in 
redundancy in stores and spares? 

(vi) Does the enterprise have research and development programmes? What has been the 
performance in adopting new processes, technologies, improving profits and in reducing 
costs through technological progress? 

(vii) Are procedures effective and economical? 

(viii)  Is there any poor or insufficient or inefficient project planning? 

(b) Reporting of Adjustment in Turnover due to Foreign Exchange Fluctuations in 

Reconciliation Statement: Any difference between the turnover reported in the Annual Return 
(GSTR9) and turnover reported in the audited Annual Financial Statement due to foreign 
exchange fluctuations shall be declared in Sl. No. 5N. Adjustments in turnover due to foreign 
exchange fluctuations (Less/ Add). 

 For the purpose of GST Returns, the exchange rate would be ` 65 and the exports to be 
disclosed in the GST Returns would be ` 1,30,00,000. For the purpose of accounting records, the 
exchange rate would be ` 68 and the exports recorded in the books would be ` 1,36,00,000. The 
difference in revenue being ` 6,00,000 would have to be reduced from the Annual turnover as 
per the financials to arrive at the revenue as per GSTR 9. 

(i)  Additionally, difference in the amount booked in the accounts and actual amount received 
being `  70 – `  68 = `  2 x $200,000 = `  400,000 would be credited to the Profit and 

Loss Account as Forex Gain which again needs to be reduced from the Annual turnover 
as per the financials to arrive at the revenue as per GSTR 9. 

(ii)  Yes, as the difference in the amount booked in the accounts and actual amount received 
being ` 66 – ` 68 = (-) 2 x $2,00,000 = (-) ` 4,00,000 would be debited to the Profit and 

Loss account as forex loss which again needs to be added from the annual turnover as 
per the financials to arrive at the revenue as per FORM GSTR-9. 

(c)  Not Exercising Due Diligence: According to Clause (7) of Part I of Second Schedule of 
Chartered Accountants Act, 1949, a Chartered Accountant in practice is deemed to be guilty of 
professional misconduct if he does not exercise due diligence or is grossly negligent in the 
conduct of his professional duties. 
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 It is a vital clause which unusually gets attracted whenever it is necessary to judge whether the 
accountant has honestly and reasonably discharged his duties. The expression negligence 
covers a wide field and extends from the frontiers of fraud to collateral minor negligence.  

 Where a Chartered Accountant had not completed his work relating to the aud it of the accounts a 
company and had not submitted his audit report in due time to enable the company to comply 
with the statutory requirement in this regard, he would be held guilty of professional misconduct 
under Clause (7).  

 Since Mr. Dhruv has not completed his audit work in time and consequently could not submit 
audit report in due time and consequently, company could not comply with the statutory 
requirements, therefore, the auditor is guilty of professional misconduct under Clause (7) of Part I 
of the Second Schedule to the Chartered Accountants Act, 1949. 

4. (a)  The auditor should evaluate the Internal Control System in the area of Credit Card operations  of 
a Bank in following manner:  

 There should be effective screening of applications with reasonably good credit 
assessments. 

 There should be strict control over storage and issue of cards. 

 There should be a system whereby a merchant confirms the status of unutilised limit of a 
credit-card holder from the bank before accepting the settlement, in case the amount to be 
settled exceeds a specified percentage of the total limit of the card holder. 

 There should be a system of prompt reporting by the merchants of all settlements accepted 
by them through credit cards. 

 Reimbursement to merchants should be made only after verification of the validity of 
merchant’s acceptance of cards. 

 All the reimbursement (gross of commission) should be immediately charged to the 
customer’s account. 

 There should be a system to ensure that statements are sent regularly and promptly to the 
customer. 

 There should be a system to monitor and follow-up customers’ payments. 
 Payments overdue beyond a reasonable period should be identified and attended to 

carefully. For defaulting customers, credit should be stopped by informing the merchants 
through periodic bulletins, as early as possible, to avoid increased losses.  

 There should be a system of periodic review of credit card holders’ accounts. On this basis, 
the limits of customers may be revised, if necessary. The review should a lso include 
determination of doubtful amounts and the provisioning in respect thereof. 

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

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

 The Participative Approach comes to the help of the auditor. In this approach the auditor 
discusses the ideas for improvements with those managers that have to implement them and 
make them feel that they have participated in the recommendations made for improvements. By 
soliciting the views of the operating personnel, the operational audit becomes a co-operative 
enterprise.  
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 This participative approach encourages the auditee to develop a  friendly attitude towards the 
auditors and look forward to their guidance in a more receptive fashion. When the participative 
method is adopted then the resistance to change becomes minimal, feelings of hostility disappear 
and gives room for feelings of mutual trust. Team spirit is developed. The auditors and the 
auditee together try to achieve the common goal.  

 The proposed recommendations are discussed with the auditee and modifications as may be 
agreed upon are incorporated in the operational audit report. With this attitude of the auditor it 
becomes absolutely easy to implement the proposed suggestions as the auditee themselves take 
initiative for implementing and the auditor does not have to force any change on the auditee. 

 Hence, the Operational Auditor of Amazon Manufacturing Unit should adopt the above-mentioned 
participative approach to tackle the hostile management of Amazon. 

(c)  Section 21 of the Chartered Accountants Act, 1949 provides that a member is liable for 
disciplinary action if he is guilty of any professional or “Other Misconduct.” Other misconduct 
has been defined in part IV of the First Schedule and part III of the Second Schedule. These 
provisions empower the Council to inquire into any misconduct of a member even it does not 
arise out of his professional work. This is considered necessary because a chartered accountant 
is expected to maintain the highest standards of integrity even in his personal affairs and any 
deviation from these standards, even in his non-professional work, would expose him to 
disciplinary action. The Council has also laid down that among other things “misappropriation 
by an office-bearer of a Regional Council of the Institute of a large amount and utilization 
thereof for his personal use” would amount to “other misconduct”.  

 In the instant case, receipt of personal benefit of ` 40,000 from the tour operator by Mr. 
Chintamani for organising an international tour as treasurer of a Regional Council of the 
Institute would amount to other misconduct as per section 21. Therefore, Mr. Chintamani would 
be held guilty for other misconduct. 

5  (a) Generating and preparing meaningful information from raw system data using processes, tools, 
and techniques is known as Data Analytics. The data analytics methods used in an audit are 
known as Computer Assisted Auditing Techniques or CAATs.  

 There are several steps that should be followed to achieve success with CAATs and any of the 
supporting tools. A suggested approach to benefit from the use of CAATs is given in the 
illustration below: 

 Understand Business Environment including IT  

 Define the Objectives and Criteria  

 Identify Source and Format of Data 

 Extract Data 

 Verify the Completeness and Accuracy of Extracted Data 

 Apply Criteria on Data Obtained 

 Validate and Confirm Results 

 Report and Document Results and Conclusions [SA 230] 

(b) Provision for Claim: No risk can be assumed by the insurer unless the premium is received. 
According to section 64VB of the Insurance Act, 1938, no insurer should assume any risk in India 
in respect of any insurance business on which premium is ordinarily payable in India unless and 
until the premium payable is received or is guaranteed to be paid by such person in such manner 
and within such time, as may be prescribed, or unless and until deposit of such amount, as may 
be prescribed, is made in advance in the prescribed manner.  
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 Therefore, in the instant case, LMN Company signed the insurance documents on 31.03.2020 
and paid the premium through cheque which later on dishonoured due to insuf ficiency of funds.  
In such case insurance premium is not being received, thus, if any accidental incident occurs, 
insurance company will have no liability to pay claim. In the given case, fire is occurred on 31st 
March night and premium was not received, the Innocent Insurance Ltd. will not be liable for 
claim for damage of goods amounting rupees 15 lac hence no provision for claim is required. 

 (c) (i) Goods in Transits: As per Division II of Schedule III of the Companies Act, 2013, cost of 
raw material in transit shall be disclosed as sub-head of raw material and loose tools billed 
on the company would be shown as separate sub-head of Loose tools under heading of 
Inventories i.e. part of Current Asset. Thus, disclosure of consolidated amount aggregating 
the cost of raw material in transit and loose tools is not correct. 

(ii) Provision for Doubtful Debts of Trade Debtors was grouped in “Provisions” under 
current liabilities: The term ‘doubtful debts’ is an adjustment to the carrying amounts of 
assets, hence no provision is created separately for it as per Ind-AS 37 “Provisions, 
Contingent Liabilities and Contingent Assets”. Thus, provision should be shown as 
deduction from gross value of (net) trade receivable. 

(iii) Sale Proceeds of Scrap incidental to manufacture were included in “Other Income”: As 
per Ind-AS 2 “Inventories”, sale proceeds of scrap incidental to manufacture should be 
deducted from the cost of the main product. Thus, presentation of sale proceeds of scrap as 
other income is not correct. Alternatively, sale of manufacturing scrap arising from 
operations for a manufacturing company could be treated as other operating revenue since 
the same arises on account of the company’s main operating activity. 

6. (a)  Steps involved in the verification of assets and liabilities included in the Balance Sheet of the 
borrower company which has been furnished to the Bank - The investigating accountant should 
prepare schedules of assets and liabilities of the borrower and include in the particulars stated 
below: 

(i) Fixed assets - A full description of each item, its gross value, the rate at which depreciation 
has been charged and the total depreciation written off. In case the rate at which 
depreciation has been adjusted is inadequate, the fact should be stated. In case any asset 
is encumbered, the amount of the charge and its nature should be disclosed. In case an 
asset has been revalued recently, the amount by which the value of the asset has been 
decreased or increased on revaluation should be stated along with the date of revaluation. If 
considered necessary, he may also comment on the revaluation and its basis.  

(ii) Inventory - The value of different types of inventories held (raw materials, work-in-progress 
and finished goods) and the basis on which these have been valued.  

 Details as regards the nature and composition of finished goods should be disclosed. Slow-
moving or obsolete items should be separately stated along with  the amounts of allowances, 
if any, made in their valuation. For assessing redundancy, the changes that have occurred 
in important items of inventory subsequent to the date of the Balance Sheet, either due to 
conversion into finished goods or sale, should be considered. 

 If any inventory has been pledged as a security for a loan the amount of loan should be 
disclosed. 

(iii) Trade Receivables, including bills receivable - Their composition should be disclosed to 
indicate the nature of different types of debts that are outstanding for recovery; also whether 
the debts were being collected within the period of credit as well as the fact whether any 
debts are considered bad or doubtful and the provision if any, that has been made against 
them. 
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Further, the total amount outstanding at the close of the period should be segregated as 
follows: 

(i) debts due in respect of which the period of credit has not expired; 

(ii) debts due within six months; and 

(iii) debts due but not recovered for over six months. 

 If any debts are due from directors or other officers or employees of the company, the 
particulars thereof should be stated. Amounts due from subsidiary and affiliated concerns, 
as well as those considered abnormal should be disclosed. The recoveries out o f various 
debts subsequent to the date of the Balance sheet should be stated. 

(iv) Investments - The schedule of investments should be prepared. It should disclose the date 
of purchase, cost and the nominal and market value of each investment. If any investment is 
pledged as security for a loan, full particulars of the loan should be given. 

(v) Secured Loans - Debentures and other loans should be included together in a separate 
schedule. Against the debentures and each secured loan, the amounts outstanding  for 
payments along with due dates of payment should be shown. In case any debentures have 
been issued as a collateral security, the fact should be stated. Particulars of assets pledged 
or those on which a charge has been created for re-payment of a liability should be 
disclosed. 

(vi) Provision of Taxation - The previous years up to which taxes have been assessed should 
be ascertained. If provision for taxes not assessed appears in be inadequate, the fact 
should be stated along with the extent of the shortfall. 

(vii) Other Liabilities - It should be stated whether all the liabilities, actual and contingent, are 
correctly disclosed. Also, an analysis according to ages of trade payables should be given 
to show that the company has been meeting its obligations in time and has not been 
depending on trade credit for its working capital requirements.  

(viii) Insurance - A schedule of insurance policies giving details of risks covered, the date of 
payment of last premiums and their value should be attached as an annexure to the 
statements of assets, together with a report as to whether or not the insurance-cover 
appears to be adequate, having regard to the value of assets.  

(ix) Contingent Liabilities - By making direct enquiries from the borrower company, from 
members of its staff, perusal of the files of parties to whom any loan has been advanced 
those of machinery suppliers and the legal adviser, for example, the investigating 
accountant should ascertain particulars of any contingent liabilities which have not been 
disclosed. In case, there are any, these should be included in a schedule and attached to 
the report. 

 Finally, the investigating accountant should ascertain whether any application for loan to another 
bank or any other party has been made. If so, the result thereof should be examined. 

(b) Provision of Depreciation :Section 123(1) of the Companies Act, 2013 provides that dividend 
cannot be declared or paid by a company for any financial year except out of profits of the 
company for that year arrived at after providing for depreciation in accordance with the provisions 
of Section 123(2), or out of the profits or the company for any previous financial year or years 
arrived at after providing for depreciation in the manner aforementioned and remaining 
undistributed, or out of both. Further, it is the duty of auditor to check whether the depreciation 
was provided according to provision of AS 10 / IND AS 16/Schedule II to the Act.  
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 In the instant case, R Limited is in the practice of maintaining consistent dividend payment over a 
minimum of 15%. Due to bad financial condition, company has not provided for dividend for the 
year 2019-20. In addition to this management has also taken decision to charge 65% of the 
depreciation in the statement of Profit and Loss whereas 35% of the depreciation amount kept in 
a separate account code in the Balance Sheet – ‘Debit Balances Adjustable against Revenue 
Account’.  

 Contention of management that it would be in fair practice of accounting where the depreciation 
of asset is charged before the expiry of the life of assets and the amount parked in asset code 
would unfailingly be adjusted to revenue before the close of next financial year is not tenable.  

 The practice of the company in not charging the depreciation and accumulating 35% of it in a 
debit balance for being written of in the next year is not an acceptable accounting treatment. If 
dividend is declared in such situation, it would mean payment out of capital.  

 Therefore, the auditor of the company should ensure the compliance of provisions of section 123 
and Schedule II. In case the management does not comply with the provisions and does not 
charge the 100% depreciation, the auditor of the company should discuss and suggest the 
correct treatment to the management and if the management refuses to correct, the auditor 
should qualify his report accordingly. 

(c)  According to SA-200, “Overall Objectives of the Independent Auditor and the Conduct of an Audit 
in Accordance with Standards on Auditing”, the Audit Risk is a risk that Auditor will issue an 
inappropriate opinion while Financial Statements are materially misstated.  

 Audit Risk has two components namely: Risk of material Misstatement and Detection Risk.  

 The relationship can be defined as follows.  

 Audit Risk = Risk of material Misstatement x Detection Risk  

 Risk of material Misstatement: - Risk of Material Misstatement is anticipated risk that a material 
Misstatement may exist in Financial Statement before start of the Audit. It has two components  
namely Inherent risk and Control risk.  

The relationship can be defined as  

 Risk of material Misstatement = Inherent risk X control risk  

 Inherent risk: it is a susceptibility of an assertion about account balance; class of transaction, 
disclosure towards misstatements which may be either individually or collectively with other 
Misstatement becomes material before considering any related internal control which is 40% in 
the given case.  

 Control risk: it is a risk that there may be chances of material Misstatement even if th ere is a 
control applied by the management and it has prevented defalcation to 75%.  

 Hence, control risk is 25% (100%-75%)  

 Risk of material Misstatement: Inherent risk X control risk  i.e. 40% X 25 % = 10%  

 Chances of material Misstatement are reduced to 10% by the internal control applied by 
management.  

 Detection risk: It is a risk that a material Misstatement remained undetected even if all Audit 
procedures were applied, Detection Risk is 100-60=40% 

 In the given case, overall Audit Risk can be reduced up to 4% as follows:  

 Audit Risk: Risk of Material Misstatement X Detection Risk = 10X 40% = 4% 

or 
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(c) Peer Review Report of Reviewer: After completing the on-site Review, the Peer Reviewer, 
before making his Report to the Board, shall communicate his findings in the Preliminary 

Report to the Practice Unit if in his opinion, the systems and procedures are deficient or non-
compliant with reference to any matter that has been noticed by him or if there ar e other matters 
where he wants to seek clarification. 

 The Practice Unit shall within 15 days after the date of receipt of the findings, make any 
submissions or representations, in writing to the Reviewer. (i.e. Response to the Preliminary 
Report). 

 At the end of an on-site Review if the Reviewer is satisfied with the reply received from the 
Practice Unit, he shall submit a Peer Review Report to the Board along with his initial findings, 
response by the Practice Unit and the manner in which the responses have been dealt with. A 
copy of the report shall also be forwarded to the Practice Unit.  

 In case the Reviewer is of the opinion that the response by the Practice Unit is not satisfactory, 
the Reviewer shall accordingly submit a modified Report to the Board incorporating his reasons 
for the same. The Reviewer shall also submit initial findings (i.e. Preliminary Report), response 
by the Practice Unit (Response to Preliminary Report) and the manner in which the responses 
have been dealt with. A copy of the report shall also be forwarded to the Practice Unit.  

 In case of a modified report, The Board shall order for a “Follow On” Review after a period of 
one year from the date of issue of report as mentioned above.  If the Board so decides, the 
period of one year may be reduced but shall not be less than six months from the date of issue of 
the report. 

 In the instant case, in view of peer reviewer systems and procedures in ABC & Co. LLP are 
deficient, therefore, peer reviewer should not submit the report directly to the Board. Thus, 
contention of ABC & Co. LLP is correct. 
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