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Trend Analysis 

Paper 3: Advanced Auditing & Professional Ethics                                                                     Past Papers 

 

Sr. 

No Subject May-18 Nov-18 May-19 Nov-19 Nov-20 Jan-21 Jul-21 Dec-21 

Total 

Marks Aver. 

1 

Auditing 

Standards, 

Statements 

and 

Guidance 

Notes 23 15 19 14 29 10 20 10 110 18 

2 

Audit 

Planning 

Strategy & 

Execution 5 9 10 5 - - - 5 29 5 

3 

Risk 

Assessment 

& IC - 8 5 5 5 19 10 5 42 7 

4 

Special 

Aspects of 

auditing In 

an 

Automated 

Environment - 4 5 4 4 - - 5 17 3 

5 

Audit of 

Limited 

Companies 15 10 4 15 9 5 10 10 58 10 

6 

Audit 

Reports - 5 4 - - - 5 4 9 2 

7 

Audit 

Committee 

and 

Corporate 

Governance 4 4 6 5 5 5 - - 29 5 

8 

Audit of 

Consolidated 

Financial 

Statements 5 5 - - 5 5 - 5 20 3 

9 

Special 

Features in 

Audit of 

Banks, 

NBFC's and 

Insurance 8 8 9 10 10 9 9 14 54 9 

10 

Audit under 

Fiscal Laws 5 9 4 4 - 4 8 5 26 4 

11 Audit of PSU 4 4 5 - - 5 - 5 18 3 

12 

Liabilities of 

Auditors 4 - - - - - - - 4 1 

13 

Internal 

Audit, 

management 

and 8 4 - - 5 - 5 - 17 3 
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operational 

audit 

14 

Due 

diligence, 

investigation 

and forensic 

audit 9 5 5 4 4 5 9 5 32 5 

15 

Peer Review 

& Quality 

Review 4 8 - - - 5 - 4 17 3 

16 

Professional 

Ethics 26 18 9 14 12 21 12 12 100 17 
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Notes  

              

37  
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23  
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 Audit 
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4  

               

9  
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1  

               

2  
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12  
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87  

               

7  
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 Risk 
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4  
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4  
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4  
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6  
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an 
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4  

               

4  

               

-    

               

-    

               

4  

               

4  

               

4  

               

4  
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1  

               

2  

               

4  
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33  

               

3  

               

5  

 Audit of 

Limited 

Companies  

               

9  

              

14  

              

24  

              

21  

              

22  

              

16  

              

22  

               

9  

              

19  

              

11  

              

21  

              

11  

               

4  

              

22  

           

203  

              

16  

               

6  

 Audit 

Reports  

               

-    

               

5  

               

-    

               

2  

               

1  

               

7  

               

3  

               

5  

               

8  

               

3  

               

-    

               

3  

              

10  

               

1  

              

47  

               

4  

               

7  

 Audit 
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and 
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4  

               

4  

               

1  

               

-    

               

2  

               

3  

               

-    

               

4  

               

5  

               

5  

               

6  

               

-    

               

4  

               

5  

              

38  

               

3  

               

8  

 Audit of 

Consolidated 
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Statements  

               

5  

               

5  

               

2  

               

-    

               

9  

               

6  

              

10  

               

5  

               

2  

               

7  

               

6  

               

5  

               

5  
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5  

               

9  
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13  
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2  
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13  

              

14  

               

7  

               

8  

              

12  
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11  
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9  

           

151  

              

12  

              

10  
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Fiscal Laws  

               

5  

               

5  
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6  

               

8  
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6  

               

5  

               

7  

               

6  

               

6  

               

6  

               

5  

               

8  

              

80  

               

6  

              

11   Audit of PSU  

               

4  

               

-    

               

1  

               

4  

               

-    

               

4  

               

-    

               

-    

               

4  

               

6  

               

-    

               

5  

               

4  

               

5  

              

32  

               

2  

              

12  

 Liabilities of 

Auditors  

               

-    

               

4  

               

-    

               

-    

               

-    

               

-    

               

-    

               

-    

               

-    

               

-    

               

-    

               

-    

               

-    

               

-    

               

4  

               

0  

              

13  

 Internal 

Audit, 

management 

and 
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audit  

               

8  

               

4  

               

7  

               

2  

               

5  

               

4  

               

5  

               

4  

               

8  

               

-    

               

5  

               

6  

               

4  

               

8  

              

62  

               

5  

              

14  

 Due 

diligence, 

investigation 

               

5  

               

5  

               

4  

               

2  

               

5  

               

6  

               

5  

               

5  

               

4  

               

-    

              

11  

               

4  

               

-    

               

8  

              

56  

               

4  
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and forensic 

audit  

              

15  

 Peer Review 

& Quality 

Review  

               

4  

               

4  

               

5  

               

5  

               

4  

               

5  

              

12  

               

4  

               

-    

               

4  

               

4  

               

5  

               

4  

               

4  

              

60  

               

5  

              

16  

 Professional 

Ethics  

              

18  

              

18  

              

14  

              

18  

              

17  

              

16  

              

15  

              

18  

              

13  

              

19  

              

12  

              

22  

              

18  

              

17  

           

218  

             

17  
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CA Final 
Paper 3-Advanced Auditing & Professional Ethics 

How to study the Most Asked Chapters?  

 

In Paper 3 there are a few important tips and types of questions you must practice which will help you 

pass the exam with flying colors. The best practice material is RTP, MTP and Past Papers as the 

questions are drafted in the same way as your examinations.  

 

 
 

Here is a list of the Chapters in Paper 3- Advanced Auditing & Professional Ethics- 

 

Auditing Standards- 18 marks 
 

1. This is the most asked chapter in Audit. SA’s are easy, short, and simple to remember so do 

not get worked up looking at the number of SA’s. The marks allocated is higher as compared 

to the length of the chapter. 

2. Quoting SA Names in the examination is a MUST to get 1-2 marks & impress the examiner. 

3. Make Charts for SAs for quick revision. Self-made charts will improve your concepts and make 

revision quicker. 

4. Solve practice questions after completing a particular series of SAs. Identification of SA in a 

question is very important. 

5. Following are the important SAs- 

• SA 230- Audit Documentation 

• SA 240- The Auditor’s Responsibility Relating to Fraud in an Audit of Financial 
Statements 

• SA 320- Materiality in Planning and Performing an Audit 

• SA 500- Audit Evidence 

• SA 530- Audit Sampling  

• SA 700- Forming an Opinion and Reporting on Financial Statements 

https://thevivitsu.com/blogs
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• SA 701- Communicating Key Audit Matters in the 

Independent Auditor’s Report 
• SQC 1- Quality Control for Firms that Perform Audits and Reviews of Financial 

Statement and Other Assurance and Related Services Engagements 

  

Professional Ethics- 11 marks 

1. Professional Ethics is usually asked as a case scenario-based question in the exam. Try to 

practice maximum questions from previous papers, RTP and MTPs to get hang of the type of 

questions asked in the exam. 

2. The Schedule Name & Number should be quoted in the exam. Use Mnemonics to co-relate 

schedule number and names.  

3. The questions are confusing, it gets difficult to allocate the schedule to the answer, sometimes 

it could be more than one, on the safe side always quote all schedules which you think the 

answer pertains to. 

4. The Following types of questions are popular in 

• Schedule 1 Part I Clause 2 

• Schedule 1 Part I Clause 6 

• Schedule 1 Part I Clause 11 

• Schedule 2 Part I Clause 7 

 

Audit of Banks, NBFC’s & Insurance Companies- 8 marks 

1. The difficulty here is that general points cannot be used while writing the answer, so even if 

you do not know certain audit procedures you cannot assume it. Knowing specific points is 

very important. 

2. This chapter is very vast but also has good weightage. Do the headings of all answers and mark 

important points in each heading. During revision read only that much to save time. 

3. The following types of questions are asked in exams- 

• Audit Procedures for NPAs 

• Audit Procedure for Insurance Claims 

• Basel Framework for NBFCs 

 

 

 

Audit of Limited Companies- 7 marks  
1. Audit of Limited Companies is considerably a very easy chapter as everyone has done at least 

a small amount of it practically during articleship. 

2. Reporting under CARO is very important and should be studied properly, it is easy marks to 

attain. 

3. Quote section numbers to impress the examiners. This will help you while studying for Law 

too hence while studying company audit a part of your law portion should be covered too. 

4. Important types of questions- 

• Eligibility, Qualifications and Disqualifications of an Auditor 

• Powers, Rights & Duties of Auditors 

• Ceiling on Number of Audits 

 

 

  

 

Audit Planning, Strategy & Execution- 6 marks  
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1. In this chapter you can relate the question to a lot of SAs while writing the answer. While 

practicing questions from this chapter from RTP, MTP and Past Papers write the SA against 

the question, this will help in recollection and revision. 

2. This chapter is process based. Make charts to remember the steps. 

3. Important questions from this chapter- 

• Overall Audit Strategy and Audit Plan - Responsibility of the Auditor 

• Audit Programme 

•  Documenting the Audit Plan 

• Risk & Control Evaluation 

  

These Chapters mentioned here are a must do. Even during revision, ABC Analysis should be followed, 

and sufficient time should be allocated to these Chapters. 

Hope this blog helps you in studying for CA Final. 
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Chapter 1 Auditing Standards, Statements and Guidance Notes 

1.1 

 

Chapter 1 

Auditing Standards, Statements and Guidance Notes 

Question 1 

BDJ Ltd. is engaged in the business of providing management consultancy services and have 

been in operation for the last 15 years. The company’s financial reporting process is very good 

and its statutory auditors always issued clean report on the audit of the financial statements of 

the company. The auditors were required to be rotated due to mandatory audit rotation 

requirement of the Companies Act 2013. 

RNJ & Associates, a firm of Chartered Accountants, was appointed as the new auditor of the 

company for a term of 5 years and have to start their first audit for the financial year ended 31 

March 2019. 

The auditors had a detailed and clear discussion with the management that they will perform their 

audit procedures in respect of opening balances along with the audit procedures for the financial 

year ended 31 March 2019. 

Management agreed with that and the audit was completed as per the plan. 

The auditors did not have any significant observations and hence they communicated to the 

management that their report will be clean. Management was quite happy with this and also 

requested the auditors to share draft report before issuing the final report. 

In the draft audit report, all the particulars were fine except ‘other matters paragraph’ wherein 

the auditors gave a reference that the financial statements for the comparative year ended 31 

March 2018 was audited by another auditor. Management asked the audit team to remove this 

paragraph as the auditors had performed all the audit procedures on opening balances also. 

But the auditors did not agree with the management. 

Please advise the auditor or the management whoever is incorrect with the right guidance. 

(a) The contention of the management is valid. After performing all the audit procedures, an 

auditor should not pass on the responsibility to another auditor by including such 

references in his audit report. 

(b) Any auditor has two options, either to perform audit procedures on opening balances or 

given such reference of another auditor in his report. An auditor can not mix up the things 

like this auditor has done. It is completely unprofessional. 

(c) In the given situation even if the auditor wants to give such reference, the management 

and the auditor should have taken approval from  the previous auditor  at the time of 

appointment of new auditor. In this case, it cannot be done. 

(d) The report of the auditor is absolutely correct and is in line with the auditing standards. An 

auditor is required to include such reference in his report as per the requirements of the 

auditing standard. (Nov 19) 

Answer 1 

The answer is (d). The report of the auditor is absolutely correct and is in line with the auditing 

standards. An auditor is required to include such reference in his report as per the requirements 

of the auditing standard. 

Question 2 

The audit of Selby & Co is at the last stage, where your team member is looking at the 

presentation of items in the financial statements. You have instructed the team member to 

follow the general instructions given under Schedule III of the Companies Act, 2013 for the 

preparation and presentation of financial statements. The team member has shown you  the 
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following list where the company has not adhered to the general instructions given in Schedule 

III. Which of the following from the list is not as per Division I of Schedule III.  

(a) The company had ` 32,500 in deferred tax liability and ` 12,500 in deferred tax asset arising  

from  income  taxes  levied  under  the same  governing  taxation  laws.   The  financial 

statements include both the above figures at non-current liabilities and non- current assets 

respectively. 

(b) The company had a loss in the current year, this debit balance of statement of profit and 

loss was shown as a negative figure under the head “Surplus” in the notes to the financial 

statements. 

(c) In the current year the company had issued a performance guarantee and counter 

guarantees, but these were not disclosed as contingent liability in the notes in the financial 

statements. 

(d) The company has clubbed all other expenses under the head ‘Other expenses on the basis 

of one percent of the revenue from operations or ` 1,00,000 whichever is higher to be 

disclosed separately. (Nov 19) 

Answer 2 

The answer is (a). The company had ` 32,500 in deferred tax liability and ` 12,500 in deferred tax 

asset arising from income taxes levied under the same governing taxation laws. The financial 

statements include both the above figures at non-current liabilities and non-current assets 

respectively 

Question 3 

VKPL & Associates, a firm of Chartered Accountants, have been operating for the last 5 years 

having its office in Gurgaon. The firm has staff of around 25 persons with 3  Partners. 

The firm has been offering statutory audit, risk advisory and tax services to its various clients. 

The major work of the firm is for taxation services. The audit partners also discussed that the 

firm needs to work significantly to improve the quality of the services they offer and that would 

also help the firm to grown its business. Considering this objective, the firm started training 

programmes for the staff which were made mandatory   to be attended. 

During one of the training programmes on quality, a topic was discussed regarding the 

information that should be obtained by the firm before accepting an engagement with  a  new 

client, when deciding whether to continue an existing engagement, and when considering 

acceptance of a new engagement with an existing client. It was explained that the following 

points may assist the engagement partner in determining whether the conclusions reached 

regarding the acceptance and continuance of client relationships and audit engagements are 

appropriate (as per SA 220): 

(i) The integrity of the principal owners, key management and those charged with governance 

of the entity; 

(ii) The qualification of all the employees of the entity; 

(iii) Whether the engagement team is competent to perform the audit engagement and has 

the necessary capabilities, including time and resources; 

(iv) The remuneration offered by the entity to its various consultants; 

(v) Whether the firm and the engagement team can comply with relevant ethical 

requirements; and 

(vi) Significant matters that have arisen during the current or previous audit engagement, and 

their implications for continuing the relationship. 

We would like to understand from you which of  the above mentioned points are relevant for 

the topic under discussion or not? 
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(a) i, ii, iv and v. 

(b) ii, iv, v and vi. 

(c) iii, iv, v and vi. 

(d) i, iii, v and vi. (Nov 19) 

Answer 3 

The answer is (d) i, iii, v and vi. 

 

Question 4 

(a) MNO Limited is one of the prominent players in the chemicals industry. The company  is a 

public company domiciled in India and listed on BSE and NSE. The Company  was facing 

extreme liquidity constraints and there were multiple indicators that casted doubt over 

the company’s ability to continue as a going concern. 

The Company was led into insolvency proceedings by consortium of banks  led by PNB and 

the NCLT ordered the commencement of corporate insolvency process against the 

Company on 31 August 2018. The company invited prospective lenders, investors and 

others to submit their resolution plans to the Resolution Professional (RP) latest by 1 

January 2019. The RP reviewed the resolution plans and ensured conformity with 

Insolvency and Bankruptcy Code 2016. The compliant plans were presented to Committee 

on Creditors (CoC) on 2 February 2019 and the resolution plan submitted by PQR Ltd. was 

evaluated as highest evaluated Compliant  Resolution Plan. CoC of MNO Ltd. approved the 

Resolution Plan submitted by PQR Ltd. on 2 March 2019. The approval of NCLT was finally 

obtained on 4 May 2019. 

PQR Ltd. submitted detailed plans and commitments as part of the resolution plan 

including clearance of all outstanding debts which were leading to negative cash flows. 

Please suggest how would you deal with this situation as the auditors of MNO Ltd. 

(b) Your firm has been appointed as the statutory auditors of GBM Private Limited for the 

financial year 2018-19. While verification of company’s inventories as on 31st March 2019, 

you found that the significant amount of inventories belonging to the company are held by 

other parties. However, the company has kept all the records of the inventories maintained 

by other parties. What is your duty as an auditor in order to ensure that third parties are not 

such with whom the stock should not be held and the stock as disclosed in company’s records 
actually belongs to them? (Nov 19) 

Answer 4 

(a) As per SA 570 Going Concern, if events or conditions have been identified that may cast 

significant doubt on the entity’s ability to continue as a going concern, the auditor shall 

obtain sufficient appropriate audit evidence to determine whether or not a material 

uncertainty exists related to events or conditions that may cast significant doubt on the 

entity’s ability to continue as a going concern (hereinafter referred to as “material 
uncertainty”) through performing additional audit procedures, including consideration of 
mitigating factors. These procedures shall include: 

(i) Where management has not yet performed an assessment of the entity’s ability to 

continue as a going concern, requesting management to make its assessment. 

(ii) Evaluating management’s plans for future actions in relation to its going concern 

assessment, whether the outcome of these plans is likely to improve the situation and 

whether management’s plans are feasible in the circumstances. 

(iii) Where the entity has prepared a cash flow forecast, and analysis of the forecast is a 

significant factor in considering the  future outcome of events or conditions in - 

(1) Evaluating the reliability of the underlying data generated to prepare the forecast; 
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and 

(2) Determining whether there is adequate support for the assumptions underlying the 

forecast. 

(iv) Considering whether any additional facts or information have become available since 

the date on which management made its assessment. 

(v) Requesting written representations from management and, where appropriate, those 

charged with governance, regarding their plans for future actions and the feasibility 

of these plans. 

The auditor shall evaluate whether sufficient appropriate audit evidence has been obtained 

regarding, and shall conclude on, the appropriateness of management’s use of the going 

concern basis of accounting in the preparation of the financial statements. 

If events or conditions have been identified that may cast significant doubt on the entity’s 
ability to continue as a going concern but, based on the audit evidence obtained the auditor 

concludes that no material uncertainty exists, the auditor shall evaluate whether, in view of 

the requirements of the applicable financial reporting framework, the financial statements 

provide adequate disclosures about these events or conditions. 

In the instant case, the approval of the resolution plan is a significant mitigating factor to 

counter the going concern issues of MNO Ltd. PQR Ltd. has submitted a detailed plan and 

commitments that has been given as part of the resolution plan which  includes clearance of 

all outstanding debts which were leading to negative cash flows. Therefore, it can be said 

that the events and conditions are mitigated effectively and there is no material uncertainty 

in relation to the ability of the company to continue as a going concern. 

(b) Inventory under the Custody and Control of a Third Party: As per SA 501, “Audit 
Evidence—Specific Considerations for Selected Items” when inventory under the custody 
and control of a third party is material to the financial statements, the auditor shall obtain 

sufficient appropriate audit evidence regarding the existence and condition of that 

inventory by performing one or both of the following: 

(i) Request confirmation from the third party as to the quantities and condition of 

inventory held on behalf of the entity. 

(ii) Perform inspection or other audit procedures appropriate in the circumstances, for 

example where information is obtained that raises doubt about the integrity and 

objectivity of the third party, the auditor may consider it appropriate to perform other 

audit procedures instead of, or in addition to, confirmation with the third party. 

Examples of other audit procedures include: 

 Attending, or arranging for another auditor to attend, the third party’s physical 
counting of inventory, if practicable. 

 Obtaining another auditor’s report, or a service auditor’s report, on the adequacy of 
the third party’s internal control for ensuring that inventory is properly counted and 
adequately safeguarded. 

 Inspecting documentation regarding inventory held by third parties, for example, 

warehouse receipts. 

 Requesting confirmation from other parties when inventory has been pledged as 

collateral. 

 

Question 5 

(a) Your firm has been appointed as the statutory auditors of AGM Private Limited for the 

financial year 2018-19. While verification of company’s trade receivables as on 31 st March 

2019, accountant of AGM Ltd. has requested you, not to send balance confirmations to a 

particular group of trade receivables since the said balances are under dispute and the 
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matter is pending in the Court. As a Statutory Auditor, how would you deal in this situation? 

(b) RIM Private Ltd is engaged in the business of manufacturing of water bottles and is 

experiencing significant increase in turnover year on year. During the financial year ended 

31 March 2019, the company carried out a detailed physical verification of its inventory and 

property, plant and equipment. 

You are the auditor of RIM Private Ltd. The inventory as at the end of the year was 

` 2.25 crores. Due to unavoidable circumstances, you could not be present at the  time of 

annual physical verification. Under the above circumstances how would you ensure that 

the physical verification conducted by the management was in order? 

(c) Mr. PM, a practicing Chartered Accountant, has been appointed as an auditor of Truth Pvt. 

Ltd. What factors would influence the amount of working papers required to be maintained 

for the purpose of his audit? (May 20) 

Answer 6 

(a) SA 505 “External Confirmations”, establishes standards on the auditor’s use of external 

confirmation as a means of obtaining audit evidence. If the management refuses to allow 

the auditor to a send a confirmation request, the auditor shall: 

(i) Inquire as to Management’s reasons for the refusal, and seek audit evidence as 

to their validity and reasonableness, 

(ii) Evaluate the implications of management’s refusal on the auditor’s assessment of the 

relevant risks of material misstatement, including the risk of fraud, and on the nature, 

timing and extent of other audit procedures, and 

(iii) Perform alternative audit procedures designed to obtain relevant and reliable audit 

evidence. 

If the auditor concludes that management’s refusal to allow the auditor to send a 

confirmation request is unreasonable or the auditor is unable to obtain relevant and 

reliable audit evidence from alternative audit procedures, the auditor shall communicate 

with those in charge of governance and also determine its implication for the audit and his 

opinion. 

(b) As per SA 501 “Audit Evidence – Additional Considerations for Specific Items”, the auditor 

should perform audit procedures, designed to obtain sufficient appropriate audit evidence 

during his attendance at physical inventory counting. SA 501 is additional guidance to that 

contained in SA 500, “Audit Evidence”, with respect to certain specific financial statement 

amounts and other disclosures. 

If the auditor is unable to be present at the physical inventory count on the date planned 

due to unforeseen circumstances, the auditor should take or observe some physical counts 

on an alternative date and where necessary, perform alternative audit procedures to assess 

whether the changes in inventory between the date of physical count and the period end 

date are correctly recorded. The auditor would also verify the procedure adopted, 

treatment given for the discrepancies noticed during the physical count. The auditor would 

also ensure that appropriate cut off procedures were followed by the management. He 

should also get management’s written representation on (a) the completeness of 

information provided regarding the inventory, and (b) assurance with regard to adherence 

to laid down procedures for physical inventory count. 

By following the above procedure, it will be ensured that the physical verification conducted 

by the management was in order. 

(c) Factors Influencing the amount of Working Papers: As per SA 230 “Audit Documentation”, 
which refers to the record of audit procedures performed, relevant audit evidence 

obtained and conclusions the auditor reached, the amount of audit working papers depend 

on factors such as- 
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(i) The size and complexity of the  entity. 

(ii) The nature of the audit procedures to be performed. 

(iii) The identified risks of material misstatement. 

(iv) The significance of the audit evidence obtained. 

(v) The nature and extent of exceptions identified. 

(vi) The need to document a conclusion or the basis for a conclusion not readily 

determinable from the documentation of the work performed or audit evidence 

obtained. 

(vii) The audit methodology and tools used. 

(viii) Timely preparation of Audit Documentation. 

 

Question 7 

Differences between Division II (Ind-  AS-  Other  than  NBFCs)  and  Division  III  (Ind- AS- NBFCs) 

of Schedule III. (May 20) 

 

Answer 7 

Differences between Division II (Ind- AS- Other than NBFCs) and Division III  (Ind- AS- NBFCs) 

of Schedule III –The presentation requirements under Division III for NBFCs are similar to 

Division II (Non NBFC) to a large extent except for the following: 

(i) NBFCs have been allowed to present the items of the balance sheet in order of their 

liquidity which is not allowed to companies required to follow Division II. Additionally, 

NBFCs are required to classify items of the balance sheet into financial and non-financial 

whereas other companies are required to classify the items into current and non-

current. 

(ii) An NBFC is required to separately disclose by way of a note any item of ‘other income’ 
or ‘other expenditure’ which exceeds 1 per cent of the total income. Division II, on the 

other hand, requires disclosure for any item of income or expenditure which exceeds 1 

per cent of the revenue from operations or `10 lakhs, whichever is higher. 

(iii) NBFCs are required to separately disclose under ‘receivables’, the debts due from any 
Limited Liability Partnership (LLP) in which its director is a partner or member.NBFCs are 

also required to disclose items comprising ‘revenue from operations’ and ‘other 
comprehensive income’ on the face of the Statement of profit and loss instead of as part 

of the notes. 

 

Question 8 

Before concluding the audit, there was a difference of opinion between the audit committee 

and the auditors as to which among the following are the areas which the auditor should take 

into account to determine “Key Audit Matter” as per SA 701: 

(I) The effect on audit of significant transactions that took place in the FY. 

(II) Areas of high risk as assessed and reported by management’s expert. 

(III) Significant auditor judgement relating to areas in the financials that involved significant 

management judgement. 

As per SA 701- Communicating Key audit matters in the Independent auditor’s Report, which 
among the above-mentioned areas should CA & Co. take into account to determine “Key Audit 
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Matter”? 

(a) (I) & (III) 

(b) (II) only 

(c) (I) & (II) 

(d) (I), (II) & (III) (Nov 20) 

Answer 8 

The answer is (a). 

 

Question 9 

(a) MEA Limited is a listed company having its operation across India. MEA Limited appointed 

Mr. X, Mr. Y and Mr. Z, as its joint auditors for the year 2019-20. After making sure that all 

of them are qualified to be appointed as statutory auditor, MEA Limited issued engagement 

letter to all of them. But Mr. X was not clear on some points, so he requested MEA Limited 

to slightly change the terms of his engagement. This change will not impact the ultimate 

opinion on the financial statement. The engagement letter contains the details on objective 

and scope of  audit, responsibilities of auditor and identification of framework applicable. It 

also contains the reference to expected form and content of report from all three joint 

auditors. In your opinion what was the discrepancy in the Audit engagement letter issued by 

MEA Limited? 

(b)  ENN Limited is availing the services of APP Private Limited for its payroll operations. Payroll 

cost accounts for 65% of total cost for ENN Limited. APP Limited has provided the type 2 report 

as specified under SA 402 for its description, design and operating effectiveness of control. 

APP Private Limited has also outsourced a material part of payroll operation M/s SMP & 

Associates in such a way  that M/s  SMP & Associates is  sub-service organization to ENN 

Limited. The Type 2 report which was provided by APP Private Limited was based on carve-

out method as specified under SA 402. 

CA Raman while reviewing the unmodified audit report drafted by his assistant found that, a 

reference has been made to the work done by the service auditor. CA Raman hence asked his 

assistant to remove such reference and modify report accordingly. 

Comment whether CA Raman is correct in  removing the reference of the work done by 

service auditor? (Nov 20) 

Answer 9 

(a) Agreement on Audit Engagement Terms : As per SA 210, “Agreeing the Terms of Audit 
Engagements”, the auditor shall agree the terms of the audit engagement with management 

or those charged with governance, as appropriate. 

Subject to prescribed details under Law or Regulations, the agreed terms of the audit 

engagement shall be recorded in an audit engagement letter or other suitable form of written 

agreement and shall include: 

(i) The objective and scope of the audit of the financial statements; 

(ii) The responsibilities of the auditor; 

(iii) The responsibilities of management; 

(iv) Identification of the applicable financial reporting framework for the preparation of the 

financial statements; and 

(v) Reference to the expected form and content of any reports to be issued by the auditor 

and a statement that there may be circumstances in which a report may differ from its 
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expected form and content. 

In the given scenario, MEA Limited appointed Mr. X, Mr. Y and Mr. Z, as its joint auditors for 

the year 2019-20 and issued engagement letter to all of them. The engagement letter 

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

of framework applicable and reference to expected form and content of report from all three 

joint auditors. However, engagement letter issued by MEA Ltd. doesnot specify the 

responsibilities of management, whereas as per SA 210, it should also specify responsibilities 

of management. 

(b)  Reporting by the User Auditor:  As  per SA 402, “Audit Considerations Relating to   an Entity 

Using a Service Organisation”, the user auditor shall modify the opinion in the user auditor’s 
report in accordance with SA 705, “Modifications to the Opinion in the Independent Auditor’s 
Report”, if the user auditor is unable to obtain sufficient appropriate audit evidence 

regarding the services provided by the service organisation relevant to the audit of the user 

entity’s financial statements. 

The user auditor shall not refer to the work of a service auditor in the user auditor’s report 

containing an unmodified opinion unless required by law or regulation to do so. If such 

reference is required by law or regulation, the user auditor’s report shall indicate that the 

reference does not diminish the user auditor’s responsibility for the audit opinion. 

Thus, in view of above, contention of CA. Raman in removing reference of the work done by 

service auditor is in order as in case of unmodified audit report, user auditor cannot refer to 

the work done by service auditor. 

 

Question 10 

(a) Coccyx Ltd. supplies navy uniforms across the country. The Company has 3 warehouses at 

different locations throughout the India and 5 warehouses at the borders. The major stocks 

are generally supplied from the borders. Coccyx Ltd. appointed M/s OPAQE & Co. to conduct 

its audit for the  financial year  2020-21. Mr. P, partner of M/s OPAQE & Co., attended all the 

physical inventory counting conducted throughout the India but could not attend the same 

at borders due to some unavoidable reason. 

You are required to advise M/s OPAQE & Co., 

(I) How sufficient appropriate audit evidence regarding the existence and condition of 

inventory may be obtained? 

(II) How is an auditor supposed to deal when attendance at physical inventory counting is 

impracticable? 

(b) CA. Dev, a recently qualified practicing Chartered Accountant got his first internal audit 

assignment of a large manufacturing concern Growth Limited. As an internal auditor for 

Growth Limited, CA. Dev is required to verify whether there are adequate records for 

identification and value of Plant and Machinery, tools and dies and  whether any of these 

items have become obsolescent and not in use. Draft a suitable audit programme for the 

above. 

(c)  

(I)  In an initial audit engagement, the auditor will have to  satisfy  about  the  sufficiency and 

appropriateness of ‘Opening Balances’ to ensure that they are free from misstatements, 

which may materially affect the current financial statements. Lay down the audit 

procedure, you will follow in cases 

(i) when the financial statements are audited for the preceding period by another 

auditor; and 

(ii)  when financial statements are audited for the first time. 
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(II) If, after performing the procedure, you are not satisfied about the correctness of ‘Opening 
Balances’; what approach you will adopt in drafting your audit  report  in two situations 

mentioned in (I) above? 

(May 21) 

Answer 10 

(a)  

(I)  Special Consideration with Regard to Inventory: As per  SA  501  “Audit Evidence- Specific 

Considerations for Selected Items”, when inventory is material to the financial statements, the 

auditor shall obtain  sufficient appropriate audit evidence regarding the existence and 

condition of inventory  by: 

(1) Attendance at physical inventory counting, unless impracticable, to: 

(i) Evaluate management’s instructions and procedures for recording and controlling the 

results of the entity’s physical inventory counting; 

(ii) Observe the performance of management’s count procedures; 

(iii) Inspect the inventory; and 

(iv) Perform test counts; and 

(2) Performing audit procedures over the entity’s final inventory records to 

determine whether they accurately reflect actual inventory count results. 

(II) Attendance at Physical Inventory Counting Not Practicable: In some cases, attendance at 

physical inventory counting may be impracticable. This may be due to factors such as the 

nature and location of the inventory, for example, where inventory is held in a location that 

may pose threats to the safety of the 

auditor. The matter of general inconvenience to the auditor, however, is not sufficient to 

support a decision by the auditor that attendance is impracticable. Further, as explained in SA 

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

with Standards on Auditing”, the matter of difficulty, time, or cost involved is not in itself a 

valid basis for the auditor to omit an audit procedure for which there is no alternative or to be 

satisfied with audit evidence that is less than persuasive. 

Further, where attendance is impracticable, alternative audit procedures, for example, 

inspection of documentation of the subsequent sale of specific inventory items acquired or 

purchased prior to the physical inventory counting, may provide sufficient appropriate audit 

evidence about the existence and condition of inventory. 

In some cases, though, it may not be possible to obtain sufficient appropriate audit evidence 

regarding the existence and condition of inventory by performing alternative audit procedures. 

In such cases, SA 705 on Modifications to the Opinion in the Independent Auditor’s Report, 
requires the auditor to modify the opinion in the auditor’s report as a result of the scope 
limitation. 

(b) The Internal Audit Programme in connection with Plant and Machinery and Tools and dies 

may be on the following lines: 

(i) Internal Control Aspects: The following may be incorporated in the audit programme to 

check the internal control aspects- 

(a) Maintaining separate register for hired assets, leased asset and jointly owned assets. 

(b) Maintaining register of fixed asset and reconciling to physical inspection of fixed asset 

and to nominal ledger. 

(c) All movements of assets are accurately recorded. 

(d) Authorization be obtained for – 
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(1) a declaring a fixed asset scrapped. 

(2) selling a fixed asset. 

(e) Check whether additions to fixed asset register are verified and checked  by authorised 

person. 

(f) Proper recording of all additions and disposal. 

(g) Examining procedure for the purchase of new fixed assets, including  written authority, 

work order, voucher and other relevant evidence. 

(h) Regular review of adequate security arrangements. 

(i) Periodic inspection of assets is done or not. 

(j) Regular review of insurance cover requirements over fixed assets. 

(ii) Assets Register: To review the registers and records of plant, machinery, etc. 

showing clearly the date of purchase of assets, cost price, location, depreciation 

charged, etc. 

(iii) Cost Report and Journal Register: To review the cost relating to each plant and 

machinery and to verify items which have been capitalised. 

(iv) Code Register: To see that each item of plant and machinery has been given a distinct 

code number to facilitate identification and verify the maintenance of Code Register. 

(v) Physical Verification: To see physical verification has been conducted at frequent 

intervals. 

(vi) Movement Register: To verify (a) whether Movement Register for movable 

equipments and (b) log books in case of vehicles, etc. are being maintained properly. 

(vii) Assets Disposal Register: To review whether assets have been disposed off after 

proper technical and financial advice and sales/disposal/retirement, etc. of these 

assets are governed by authorization, sales memos or other appropriate documents. 

(viii) Spare Parts Register: To examine the maintenance of a separate register of tools, 

spare parts for each plant and machinery. 

(ix) Review of Maintenance: To scrutinize the programme for an actual periodical 

servicing and overhauling of machines and to examine the  extent of  utilisation of 

maintenance department services. 

(x) Review of Obsolescence: To scrutinise whether expert’s opinion have been obtained 
from time to time to ensure purchase of technically most useful efficient and 

advanced machinery after a thorough study. 

(xi) Review of R&D: To review R&D activity and ascertain the extent of its relevance to 

the operations of the organisation, maintenance of machinery efficiency and 

prevention of early obsolescence. 

(c)  

(I)   

  (i)    Financial Statements Audited by another Auditor  –  Audit Procedure:  If the prior 

period’s financial statements were audited by a predecessor auditor, the auditor may be able 

to obtain sufficient appropriate audit evidence regarding the opening balances by perusing 

the copies of the audited financial statements including the other relevant documents  

relating to the prior period financial statements such as supporting schedules to the audited 

financial statements. Ordinarily, the current auditor can place reliance on the closing 

balances contained in the financial statements for the preceding period, except when during 

the performance of audit procedures for the current period the possibility of misstatements  

in opening balances is indicated. 
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(ii)  Audit of Financial Statements for the First Time – Audit Procedure: When the audit of 

financial statements is being conducted for the first time, the auditor has to perform auditing 

procedures to obtain sufficient appropriate audit evidence. Since opening balances 

represent effect of transaction and events of the preceding period and accounting policies 

applied in the preceding period, the auditor need to obtain evidence having regard to nature 

of opening balances, materiality of the opening balances and accounting policies. Since it will 

not be possible for auditor to perform certain procedures, e.g., observing physical 

verification of inventories, etc. the auditor may obtain confirmation, etc. and perform 

suitable procedures in respect of fixed assets, investments, etc. The auditor can also obtain 

management representation with regards to the opening balances. 

(iii) Drafting Audit Report: If the auditor is unable to obtain sufficient appropriate audit evidence 

regarding the opening balances, the auditor shall express a qualified opinion or a disclaimer 

of opinion, as appropriate. Further, If the auditor concludes that the opening balances 

contain a misstatement that materially affects the current period’s financial statements, and 

the effect of the misstatement is not properly accounted for or not adequately presented or 

disclosed, the auditor shall express a qualified opinion or an adverse opinion. 

 

Question 11  

The audit report of Kolsi (P) Ltd. for F.Y. 2020-21 was issued by Bishnoi & Co. on 25th July, 

2021. However, a case was filed against Kolsi (P) Ltd. on 4th  August, 2021, with the Civil 

Court, with respect to an incident caused in its factory on 17th January, 2021, the 

outcome of which may result in paying heavy penalty by Kolsi (P) Ltd. 

Mr. Raj Bishnoi, the partner of Bishnoi & Co., discussed the said matter with the 

management and it was determined to amend the financial statements for F.Y. 2020 -21. 

Further, Mr. Raj inquired how the management intended to address the said matter in the 

financial statements to which he was told that the said matter was  going to  be  disclosed 

as a “Contingent Liability for a Court case” to the foot note in the balance sheet with no 

additional disclosures. 

The management told Mr. Raj that such disclosure was enough as he would further going   

a description of the said court case and its outcome in the ‘Emphasis of Matter’ paragraph 
in his amended audit report. 

In the context of aforesaid case scenario, please answer the following questions:- 

(a) Whether Mr. Raj on behalf of Bishnoi & Co., has properly adhered to his 

responsibilities in accordance with SA 560, on becoming aware of the court case 

filed against Kolsi (P) Ltd.? 

(b) Whether the contention of management of Kolsi (P) Ltd. is valid with respect to the 

disclosure of the court case in the financial statements? (Nov ’21) 

Answer 11 

(a) As per SA 560, ‘Subsequent Events’, the auditor has no  obligation to  perform any  

audit procedures regarding the financial statements after the date of the auditor’s 
report. However, when, after the date of the auditor’s report but before the date 
the financial statements are issued, a fact becomes known to the auditor that, had 

it been known to the auditor at the date of the auditor’s report, may have caused 

the auditor  to amend the auditor’s report, the auditor shall: 

(1) Discuss the matter with management and, where appropriate, those charged 

with governance. 
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(2) Determine whether the financial statements need amendment and, if so, 

(3) Inquire how management intends to address the matter in the financial 

statements. 

In the given case, on becoming aware of the court case filed against Kolsi (P)  

Ltd., Mr. Raj discussed the said matter with the management and it was 

determined to amend the financial statements. Also, he inquired how the 

management intended to address the said matter in the financial statements. 

However, If management does not take the necessary steps to ensure that 

anyone in receipt of the previously issued financial statements is informed of 

the situation and does not amend the financial statements in circumstances 

where Mr. Raj (hereinafter referred as ‘the auditor’) believes they need to be 
amended, the auditor shall notify management and, those charged with 

governance (unless all of those charged with governance are involved in 

managing the entity), that the auditor will seek to prevent future reliance on the 

auditor’s report. If despite such notification the management or those charged 
with governance do not take these necessary steps, the auditor shall take 

appropriate action to seek to prevent reliance on the auditor’s report in 
accordance with SA 560. 

(b) As per SA 706, ‘Emphasis of Matter Paragraphs and Other Matter Paragraphs in the 

Independent Auditor’s Report’, an Emphasis of Matter paragraph is not a substitute 

for: 

(a) A modified opinion in accordance with SA 705 (Revised) when required 

by the circumstances of a specific audit engagement; 

(b) Disclosures in the financial statements that the applicable financial 

reporting framework requires management to make, or that are 

otherwise necessary to achieve fair presentation; or 

(c) Reporting in accordance with SA 570 (Revised) when a material 

uncertainty exists relating to events or conditions that may cast 

significant doubt on an entity’s ability to continue as a going concern. 

In the given case, the management of Kolsi (P) Ltd. has presumed that as the 

auditor was going to provide a description of the said court case and its 

outcome in the ‘Emphasis of Matter’ paragraph in his amended audit report, 

there was no further  need for it to provide additional disclosures about the 

court case in the financial  statements. 

The said contention of management of Kolsi (P) Ltd. is not valid as ‘Emphasis 
of Matter’ paragraph cannot be used as a substitute for disclosures required 

to be made in the financial statements as per the applicable financial reporting 

framework or that is otherwise necessary to achieve fair presentation, which 

is the responsibility of the management. 

 

Question 12 

While formulating the audit plan and responding to the risks of material misstatement 

identified and assessed in related party transaction and relationships, Ms. K the 

engagement manager of the audit team of ABC Limited, decided to rely upon the 

internal controls placed for identification and disclosure of related party relationships 

and transactions in accordance with the applicable financial reporting framework. 
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You are requested to guide Ms. K regarding the necessity to test the controls to obtain 

sufficient and appropriate audit evidence. Also guide, whether Ms. K can use the audit 

evidence obtained, regarding operative effectiveness of control on identification and 

disclosure of related party relationships and transactions, in the interim period. (Nov ’21) 

Answer 12 

As per SA 550, “Related Parties”, according to para on “Responses to the risks of 

material misstatement associated with related party relationships and transactions”, 
the auditor should design and performs further audit procedures to obtain sufficient 

appropriate audit evidence about the assessed risks of material misstatement 

associated with related party relationships and transactions. 

Further, as per SA 330, “The Auditor’s Responses to Assessed Risks”, the auditor shall 

design and perform tests of controls to obtain sufficient appropriate audit evidence as 

to  the operating effectiveness of relevant controls when: 

(a) the auditor’s assessment of risks of material misstatement at the assertion 

level includes an expectation that the controls are operating effectively (i.e., 

the auditor  intends to rely on the operating effectiveness of controls in 

determining the nature, timing and extent of substantive procedures); or 

(b) Substantive procedures alone cannot provide sufficient appropriate audit 

evidence at the assertion level. 

In designing and performing tests of controls, the auditor shall obtain more persuasive  

audit evidence the greater the reliance the auditor places on the effectiveness of a 

control. Moreover, the auditor shall  test controls for the particular time, or throughout 

the period,  for which the auditor intends to rely on those controls, subject to when the 

auditor obtains audit evidence about the operating effectiveness of controls during an 

interim period, and the timing of test of controls over significant risks, in order to provide 

an appropriate basis for the auditor’s intended reliance. 

When the auditor obtains audit evidence about the operating effectiveness of controls 

during an interim period, the auditor shall: 

(a) Obtain audit evidence about significant changes to those controls subsequent 

to the interim period; and 

(b) Determine the additional audit evidence to be obtained for the remaining 

period. 

In the current case, Ms. K shall design and perform tests of controls to obtain sufficient 

appropriate audit evidence as to the operating effectiveness of relevant controls as she 

intends to rely on the operating effectiveness of controls in determining the nature, timing 

and extent of substantive procedures. 

Further, she is also required to obtain the audit evidence about significant changes to 

those controls subsequent to the interim period along with the additional audit evidence 

to be obtained for the remaining period in accordance with the requirements of Standards 

on Auditing as discussed above. 
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Chapter 1 

Auditing Standards, Statements and Guidance Notes 
Question 1 

MIO Ltd. is a mobile phone operating company.  Barring the  marketing function  it had outsourced  the 

entire operations like maintenance of mobile infrastructure, customer billing, payroll, accounting 

functions, etc. Assist the auditor of MIO Ltd. as to how he can obtain an understanding of how MIO Ltd. 

uses the  services of  the outsourced agency in its operations. (4 Marks, Oct 19) 

Answer 1 

As per SA 402 on “Audit Considerations Relating to an Entity Using a Service Organization”, when 

obtaining an understanding of the user entity in accordance with SA 315 “Identifying and Assessing the 

Risks of Material Misstatement through Understanding the Entity  and  its  Environment”, the user 
auditor shall obtain an understanding of how a user entity uses the services of a service organization in 

the user entity’s operations, including: 

(i) The nature of the services provided by the service organization and the significance of those 

services to the user entity, including the effect thereof on the user entity’s internal control; 

(ii) The nature and materiality of the transactions processed or accounts or financial reporting 

processes affected by the service organisation; 

(iii) The degree of interaction between the activities of the service organisation and those of the user 

entity; and 

(iv) The nature of the relationship between the user entity and the service organisation, including  

the relevant contractual terms for the activities undertaken by the service organisation. 

 

Question 2 

In an initial audit engagement, the auditor will have to satisfy about the sufficiency  and appropriateness 

of ‘Opening Balances' to ensure that they are free from misstatements, which may materially affect the 

current financial statements. Advise, the  auditor  about the  audit procedures to be followed, when 

financial statements are audited for the first time. 

If, after performing the procedure, as an auditor you are not satisfied about the correctness  of 'Opening 

Balances', what approach  you  will adopt in  drafting  your audit report? (6 Marks, Oct ‘19) 

Answer 2 

Audit Procedure for ensuring correctness of Opening Balances: As per SA 510 “Initial Audit Engagements-

Opening Balances”, the auditor shall obtain sufficient appropriate audit evidence about whether the 

opening balances contain misstatements that materially affect  the  current  period’s financial 

statements by - 

a. Determining whether the prior period’s closing balances have been correctly brought forward 
to the current period or, when appropriate, any adjustments have been  disclosed  as  prior period 

items in the current year’s Statement of Profit and Loss; 

b. Determining whether the opening balances reflect the application of appropriate accounting 

policies; and 

c. By evaluating whether audit procedures performed in the current period provide evidence 
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relevant to the opening balances; or performing specific audit procedures to obtain evidence 

regarding the opening balances. 

If the auditor obtains audit evidence that the opening balances contain misstatements that could 

materially affect the current period’s financial statements, the auditor shall perform such additional audit 
procedures as are appropriate in the circumstances to determine the effect on the current period’s financial 
statements. If the auditor concludes that such misstatements exist in the current period’s financial 
statements, the auditor shall communicate the misstatements with the appropriate level of management 

and those charged with governance. 

Approach for drafting Audit Report: SA 705 establishes requirements and provides guidance on 

circumstances that may result in a modification to the auditor’s opinion on the financial statements, the 
type of opinion appropriate in the circumstances, and the content of the auditor’s report when the 
auditor’s opinion is modified. The inability of the auditor to obtain sufficient appropriate audi t evidence 

regarding opening balances may result in one of the following modifications to the  opinion in the 

auditor’s report: 

(i) A qualified opinion or a disclaimer of opinion, as is appropriate in the circumstances; or 

(ii) Unless prohibited by law or regulation, an opinion which is qualified or disclaimed, as 

appropriate, regarding the results of operations, and cash flows, where relevant, and  unmodified 

regarding State of Affairs. 

If the auditor concludes that the opening balances contain a misstatement  that  materially affects  the 

current period’s financial statements and the effect of the misstatement is not properly accounted for 

or not adequately presented or disclosed, the auditor  shall  express  a  qualified opinion or an adverse 

opinion, as appropriate, in accordance with SA 705. 

 

Question 3 

AKY Ltd. is a listed company engaged in the business of software and is one of the largest company 

operating in this sector in India. The company’s annual turnover is Rs. 40,000 crores with profits of Rs. 

5,000 crores. Due to the nature of the business and the size of the company, the operations of the 

company are spread out in India as well as outside India. The company’s contracts with its various 
customers are quite complicated and different. During the course of the audit, the audit team spends 

significant time on audit of revenue – be it planning, execution or conclusion. This matter was also 

discussed with management at various stages of audit. The efforts towards audit of revenue also involve 

significant involvement of senior members of the audit team including the audit partner. After completion 

of audit for the year ended 31 March 2019, the audit partner was discussing significant matters with the 

management wherein they also communicated to the management that he plans to include revenue 

recognition as key audit matter in his audit report. The management did not agree with revenue 

recognition to be shown as key audit matter in the audit report. Comment (4 Marks, Oct 19) 

Answer 3 

Determining Key Audit Matters: SA 701, “Communicating Key Audit Matters in the Independent 

Auditor’s Report”, deals with the auditor’s responsibility to communicate key audit matters in the 
auditor’s report. It is intended to address both the auditor’s judgment as to what to communicate in the 
auditor’s report and the form and content of such communication. 

The auditor shall determine, from the matters communicated with those charged with governance, 

those matters that required significant auditor attention in performing the audit. In making this 

determination, the auditor shall take into account the following: 

a. Areas of higher assessed risk of material misstatement, or significant risks identified in accordance 
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with SA 315 Identifying and Assessing the Risks of Material Misstatement through Understanding 

the Entity and Its Environment. 

b. Significant auditor judgments relating to areas in the financial statements that involved significant 

management judgment, including accounting estimates that  have  been  identified as having 

high estimation uncertainty. 

c. The effect on the audit of significant events or transactions that occurred during the period. 

The auditor shall determine which of the matters determined in accordance with above  were  of most 

significance in the audit of the financial statements of the current period and therefore are the key audit 

matters. In the instant case, AKY Ltd., a listed company engaged in the business of  software  and  its 

contracts with its various customers are also quite complicated and different.  Further,  the  audit  team 

spends significant time on audit of revenue and efforts towards audit of revenue also involve significant 

involvement of senior members of the audit team including audit partner during  audit.  This matter 

was also discussed with management at various stages. After completion of audit, the audit partner 

communicated the management regarding inclusion of paragraph on revenue recognition as key audit 

matter in his audit report. 

In view of SA 701, the assessment of the auditor is valid as above matter qualifies to be a key audit 

matter in the opinion of auditor. Hence, it should be reported accordingly by the auditor in his audit 

report. 

 

Question 4 

During the audit of FMP Ltd, a listed company, Engagement Partner (EP)  completed his reviews and also 

ensured compliance with independence requirements that apply to the audit engagement. The 

engagement files were also reviewed by the Engagement Quality Control Reviewer (EQCR) except the 

independence assessment documentation. Engagement Partner was of the view that matters related to 

independence assessment are the responsibility of the Engagement Partner and not Engagement Quality 

Control Reviewer. Engagement Quality Control Reviewer objected to this and refused to sign off the 

documentation. Please advise as per SA 220 (4 Marks, Oct 19) 

Answer 4 

As per SA 220, Engagement Partner shall form a conclusion on compliance with independence 

requirements that apply to the audit engagement. In doing so, Engagement Partner shall: 

a. Obtain relevant information from the firm and, where applicable, network firms, to identify and 

evaluate circumstances and relationships that create threats to independence; 

b. Evaluate information on identified breaches, if any, of the firm’s independence policies and procedures to 

determine whether they create a threat to independence for the audit engagement; and 

c. Take appropriate action to eliminate such threats or reduce them to an acceptable level by 

applying safeguards, or, if considered appropriate, to withdraw from the audit engagement, 

where withdrawal is permitted by law or regulation. The engagement partner shall promptly 

report to the firm any inability to resolve the matter for appropriate action. 

Engagement Partner shall take responsibility for reviews being performed in accordance with the firm’s 
review policies and procedures. 

   As per SA 220, “Quality Control for Audit of Financial Statements”, for audits of financial statements of 

listed entities, Engagement Quality Control Reviewer (EQCR), on performing an engagement quality 

control review, shall also consider the engagement team’s evaluation of the firm’s independence in 

relation to the audit engagement. 
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In the given case, Engagement Partner is not right. The independence assessment documentation should 

also be given to Engagement Quality Control Reviewer for his review. 

 

Question 5 

SKJ Private Ltd is engaged in the business of construction. The company has also  got some  real  estate 

projects few years back on which it started the work in  the last 2  years. The annual turnover of the 

company is INR 600 crores and profits of INR 40 crores. 

The statutory auditors of the company got rotated by another audit firm due to mandatory audit rotation 

requirements as per the Companies Act 2013. 

The new statutory auditors of the company started audit of the financial statements for the year ended  

31 March 2019 in May 2019. The audit team also requested the client to provide certain information 

on the opening balances to perform their audit procedures. Initially the management did not provide 

any information to the auditors on the opening balances thinking that this is  not within the scope of 

their  work, however, after going through the auditing standards, the management agreed and 

provided the required information. 

Later on, the audit team also started requesting information for the period from 1 April 2019 to 31 

May 2019. With this requirement, CFO of the company got very upset and angry and set up a meeting 

with  the senior members of the audit team. CFO raised a concern that the audit team  has not  been  

doing the work properly and has been asking for unnecessary information like information on opening  

balances and then the information for the period after 31 March 2019. The  audit  partner  explained 

to the CFO that everything requested by the audit team has been as  per  the  auditing  standards,  

however, CFO said that in the earlier years, the previous auditors never asked for such information. 

You are requested to give your view in respect of this matter. 

(a) The requirement of the auditors for opening balances was valid but for the period after 31 

March 2019 is completely wrong as that is  out of  their scope for the current year’s audit. 
They  can ask  for those details during the audit of next year. 

(b) The concern of the CFO was valid. He has seen the previous auditors not performing such 

audit procedures and hence the new audit team should also follow the same approach 

which was followed by previous auditors as that would lead to efficient in audit. 

(c) The requirement of the auditors for opening balances as well as for the period after  31  

March  2019 is valid. After the requirements of SA 510 and SA 560, audit team is required 

to  perform  these procedures. 

(d) The audit team should set up a meeting with  previous auditors wherein it  should be  

assessed  why different approach was followed by the previous auditors. On  the basis  of  

that  discussion with the previous auditors, next course of action should be decided.  

                                                                                                                                           (1 Marks, May 20) 

Answer 5 

The answer is (c).  

 

Question 6 
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While investigating the matters relating to possible misappropriation of cash, cashier says  that every  

day cash is counted and reviewed by the  Finance Head. Your  specimen review indicates that daily  

cash summary was not signed off by the Finance Head. In this situation you should: - 

(a) Conclude that cashier is not telling truth. 

(b) Consider extending investigation procedures like corroborative enquiry with  Finance  

Head,  review of appropriate daily cash summaries etc. 

(c) Conclude that Finance Head is not a responsible person. 

(d) Conclude that daily cash summary is not relevant for investigation (1 Marks, May 20) 

Answer 6 

The answer is (b). 

 

Question 7 

On 15thMarch, 2020, the directors of Phony Ltd. instructed their accountant to enter purchases 

amounting Rs. 1.02 crores from a company incorporated dated 11 th March, 2020. However, no 

amount was actually paid and Rs. 1.02 crore was provided in the books of account as purchases   for 

the year ending on 31stMarch, 2020. 

On inspection, no documentary or other evidence of such purchases was found. As the auditor of Phony 

Ltd., what would be your approach regarding reporting of such bogus purchases? (5 Marks, May 20) 

Answer 7 

Reporting of Fraud Committed by Management/Directors of the Company: As per SA 240 on “The 
Auditor’s Responsibilities  Relating to Fraud in an Audit of Financial Statements”,  fraud can  be 

committed by management overriding controls using such techniques as recording fictitious journal 

entries, particularly close to the end of an accounting period, to manipulate operating   results or 

achieve other objectives. 

In the given case, Phony Ltd. has made purchases  amounting  Rs. 1.02 crores, at  year-end. It  also 

debited the sum in the books of account, however, no  documentary or  other evidence  of  such 

purchases was found, on investigation. It is clear that company has passed fictitious journal entries, 

near year-end, to manipulate the operating results. 

Accordingly, the auditor would adopt the approach which will be based on the result of  misstatement 

on the basis of such fictitious journal entry, i.e. if, as a result of a misstatement resulting from fraud or 

suspected fraud, the auditor encounters exceptional circumstances that  bring into question the 

auditor’s ability to continue performing the audit, the  auditor  shall  determine the professional and 

legal responsibilities applicable in the circumstances, including whether there is a requirement for the 

auditor to report to the person or persons who made the  audit appointment or, in some cases, to 

regulatory authorities; or the auditor may consider for  appropriateness of withdrawal from such 

engagement, where withdrawal from the engagement is legally permitted. 

In addition, the auditor is required to report according to section 143(12) of the Companies Act, 2013. 

As per section 143(12), if an auditor of a company in the course of the performance of his duties as 

auditor, has reason to believe that an offence of fraud, which involves or is expected to involve 

individually an amount of Rs. 1 crore or above is being or has been committed in the company by its 
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officers or employees, he shall report the matter to the Central Government in prescribed manner. 

The auditor is also required to report under clause (x) of paragraph 3 of Companies (Auditor’s Report) 
Order, 2016, whether any fraud by the company or any fraud on the Company by its  officers or 

employees has been noticed or reported during the year. If yes, the nature and the amount involved 

is to be indicated. 

 

Question 8 

While verifying the employee records in a  company, it was found that a  major portion of  the  labour 

employed was  child labour. On questioning the management, the auditor was told that it  was outside 

his scope of the financial audit to look into the compliance with other laws.  Comment  in accordance 

with relevant Standards  on Auditing. (4 Marks, May 20) 

Answer 8 

Compliance with Other Laws: As per SA 250, “Consideration of Laws and Regulations in  an  Audit of 

Financial Statements”, the auditor shall obtain sufficient appropriate audit evidence regarding 

compliance with the provisions of those laws and regulations generally recognised to have a direct 

effect on the determination of material amounts and disclosures in the financial statements including 

tax and labour laws. 

Further, non-compliance with other laws and regulations may result in fines, litigation or other 

consequences for the entity, the costs of which may need to be provided for in t he financial statements, 

but are not considered to have a direct effect on the financial statements. 

In the instant case, major portion of the labour employed in the company was child labour. While 

questioning by auditor, reply of the management that it was outside his scope of financial audit to look 

into the compliance with other laws is not acceptable as it may have a material effect on financial 

statements. 

Thus, auditor should ensure the disclosure of above fact and provision for the cost  of  fines, litigation 

or other consequences for the entity. In case if the auditor concludes that non- compliance has a 

material effect on the financial statements and has not been  adequately  reflected in the financial 

statements, the auditor shall  express a  qualified or adverse opinion on  the financial statement as per 

SA 705 “Modifications to the Opinion in the Independent Auditor’s Report”. 

 

Question 9 

Choti Limited had definite plan of its business being closed within a short period from the close of   the 

accounting year ended on 31stMarch, 2019. The Financial Statements for the year ended 31/03/2019 

had been prepared on the same basis as it had been in earlier periods with an additional note that the 

business of the Company shall cease in near future and the assets shall    be disposed off in accordance 

with a plan of disposal as decided by the Management.  The Statutory Auditors of the Company indicated 

this aspect in Key Audit Matters only by a  reference  as  to a possible cessation of business and making 

of adjustments, if any,  thereto to be made at  the time of cessation only. Comment on the reporting 

by the Statutory Auditor as above. (5 Marks, May 20) 

Answer 9 

Closure of Business: As per SA 570 “Going Concern”, management intentions to liquidate the  entity 

or to cease operations is  one of  the event  or condition that  may cast significant doubt on  the entity’s 
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ability to continue as going concern. 

As per SA 570, if events or conditions have been identified that may cast significant doubt on the 

entity’s ability to continue as a going concern but, based on the audit evidence obtained  the  auditor 

concludes that no  material  uncertainty exists,  the auditor shall evaluate  whether, in view of the 

requirements of the applicable financial reporting framework, the financial statements  provide 

adequate disclosures about these events or conditions. 

Even when no material uncertainty exists, it requires  the auditor to  evaluate  whether, in view of the 

requirements of the applicable financial reporting framework, the financial statements provide 

adequate disclosure about events or conditions that may cast significant doubt on the entity’s  ability 
to continue as a going concern. 

Further, as per SA 701 “Communicating Key Audit Matters in the Independent Auditor’s Report”, when 
matters relating to going concern may be determined to be key audit matters, and explains that a 

material uncertainty related to events or conditions that may cast significant doubt on the entity’s ability 
to continue as a going concern is, by its nature, a key audit matter. SA 701 also  emphasis on auditor’s 
responsibility to communicate key audit matters in the auditor’s report. 

As per the facts given in the case, intention of the Choti Limited had definite plan of its business being 

closed down within short period from 31stMarch, 2019. However,  financial  statements  for the year 

ended 31.03.2019 had been prepared on the same basis as it  had  been  in  earlier periods with an 

additional note. 

Thus, management intentions to liquidate the entity or to cease operations is one of the event or 

condition that may cast significant doubt on the entity’s ability to  continue as going concern is a  key 

audit matter. Therefore, the auditor is required to Communicate the Key Audit Matters in accordance 

with SA 570 in above stated manner. Simple reference as to a possible cessation of business and 

making of adjustments, if  any,  he made at the time of cessation only  by the auditor  in his report is 

not sufficient. 

 

Question 10 

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

employees amounting to Rs. 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. (1 Marks, Oct 20) 

Answer 10 

The answer is (a). 
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Question 11 

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? 

(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 

evidence. 

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

transactions. (1 Marks, Oct 20) 

Answer 11 

The answer is (c). 

 

Question 12 

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, Oct 

20) 

Answer 12 

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

charged with governance and request that the correction be made. 

If the auditor concludes that a material misstatement exists in other informatio n 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. 

 

Question 13 

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, Oct 20) 

Answer 13 

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: 
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(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. 

 

Question 14 

The firm from which you are pursuing your articleship training is the internal auditor of ABC Ltd. While 

conducting the audit of the medical expense reimbursements of the company employees, you come 

across some bills which are clearly not medical in nature, and some others which have been 

overwritten. During the discussions, the accountant points out that the employee is a functional head 

who enjoys a significantly higher medical expense reimbursement limit, and that you should ignore 

those bills as the amount is not material. You will: 

(a) Accept the explanation and the bills. 

(b) Recommend that the claim should be reduced, and clear guidelines should be issued to all 

employees on the matter, with a provision for disciplinary action. 

(c) Recommend that the employee be asked to submit fresh bills to avail the tax benefit. 

(d) Recommend that the employee be taxed on the aggregate amount of the suspect bills. 

(1 Marks, March 21) 

Answer 14 

The answer is (b). 

 

Question 15 

J.A.C.K. & Co., a Chartered Accountant firm was appointed as the statutory auditor of Falcon Ltd. after 

ensuring the compliance with relevant provisions of the Companies Act, 2013. Mr. Jay was   the 

engagement partner for the aforesaid audit and prior to commencement of the audit, Mr. Jay had called 

for a meeting of the engagement team in order to direct them and assign them their responsibilities. At 

the end of meeting, Mr. Jay assigned review responsibilities to two of the engagement team members 

who were the most experienced amongst all, for reviewing the work performed by the less experienced 

team members. While reviewing the work performed by the less experienced members of the 

engagement team, what shall be the considerations of the reviewers? (5 Marks, March 21) 

Answer 15 

As per SQC 1, “Quality Control for Firms that Perform Audits and Reviews of Historical Financial 

Information, and Other Assurance and Related Services Engagements”, review responsibilities are 

determined on the basis that more experienced team members, including the engagement partner, 

review work performed by less experienced team members. 

In the given situation, Mr. Jay, engagement partner assigned review responsibilities to two of the 

engagement team members who were the most experienced team members. 

While reviewing the work performed by less experienced members of the engagement team, both the 
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more experienced Reviewers should consider whether: 

 

(i) The work has been performed in accordance with professional standards and regulatory and 

legal requirements. 

(ii) Significant matters have been raised for further consideration. 

(iii) Appropriate consultations have taken place and the resulting conclusions have been 

documented and implemented. 

(iv) There is a need to revise the nature, timing and extent of work performed. 

(v) The work performed supports the conclusions reached and is appropriately documented. 

(vi) The evidence obtained is sufficient and appropriate to support the report; and 

(vii) The objectives of the engagement procedures have been achieved. 

 

Question 16 

Mokshda & Co is the statutory auditor of Get My Trip Ltd. The company is in the business of tours and 

travels. Annual turnover of the company is INR 2765 crore and profits are INR 285 crore. During the 

planning meeting of the management and the auditors, it was discussed that the management needs to 

provide written representation letter to  the auditors  for the preparation of  the financial statements 

and for the completeness of the information provided to the auditor. At the time of closure of the audit, 

there has been some confusion about the requirements of the written representation letter. 

Management argued that representation need not be written, it can also be verbal which has been 

provided to the audit team during the course of their audit. Auditors have completed their 

documentation and hence in a way, representation based on verbal discussions with the auditors has 

also got documented. Auditors explained that this is mandatory to obtain written representation in 

accordance with the requirements of SA 580. However, still some confusion remains regarding the date 

and period covered by the written representation. You are required to advise about the date  of  and  

period covered  by  written  representation  in  view  of SA 580. ( 4 Marks, March 21) 

 

 

Answer 16 

As per SA 580, “Written Representations”, as written representations are necessary audit evidence, 

the auditor’s opinion cannot be expressed, and the auditor’s report cannot be dated, before the 

date of  the written representations. Furthermore, because the  auditor is  concerned  with events 

occurring up to the date of the auditor’s report that may require adjustment to or disclosure in the 

financial statements, the written representations are dated  as  near  as  practicable to, but not after, 

the date of the auditor’s report on the financial statements. 

In some circumstances it may be appropriate for the auditor to obtain a written representation  

about a specific assertion in the financial statements during the course of the audit. Where this is 

the case, it may be necessary to request an updated written representation. 

The written representations are for all periods referred to in the auditor’s report because 
management needs to reaffirm that the written representations it previously made with respect to 

the prior periods remain appropriate. The auditor and management may agree to a form of written 

representation that updates written representations relating to the prior periods by addressing 
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whether there are any changes to such written representations and, if so, what they are. 

Situations may arise where current management were not present during all periods referred to in 

the auditor’s report. Such persons may assert that they are not in a position to provide some or all 
of the written representations because they were not in place during the period. This fact, however, 

does not diminish such persons’ responsibilities for the financial statements as a whole.  
Accordingly, the requirement for the auditor to request from them written  representations that  

cover the whole of the relevant period(s) still applies. 

 

 

Question 17 

ANUSHA Associates, Chartered Accountants, conducting the audit of Rishabh Ltd., a listed company 

for the year ended 31st March 2021 is concerned with the auditor's responsibilities relating to other 

information, both financial and non-financial, included in the Company’s annual report. While 
reading other information, ANUSHA Associates considers whether there is a material inconsistency 

between other information and the financial statements. As a basis for the consideration the 

auditor shall evaluate their consistency, compare selected amounts or  other items in the other 

information with such amounts or other items in the financial statements. Guide ANUSHA 

Associates with examples of "Amounts" or "other items" that may be included in the "other 

information" with reference to  SA 720. (5 Marks, April 21) 

 

Answer 17 

Examples of Amounts or Other Items that May Be Included in the Other Information: As per   SA 

720 “The Auditor’s Responsibility in Relation to Other Information”, the following are examples of 

amounts and other items that may be included in other information. This list is not intended to be 

exhaustive. 

Amounts 

(i) Items in a summary of key financial results, such as net income, earnings per share, 

dividends, sales and other operating revenues, and purchases and operating expenses. 

(ii) Selected operating data, such as income from continuing operations by  major  operating 

area, or sales by geographical segment or product line. 

(iii) Special items, such as asset dispositions, litigation provisions, asset impairments, tax 

adjustments, environmental remediation provisions, and restructuring and 

reorganization expenses. 

(iv) Liquidity and capital resource information, such as cash, cash equivalents and marketable 

securities; dividends; and debt, capital lease and minority interest obligations. 

(v) Capital expenditures by segment or division. 

(vi) Amounts involved in, and related financial effects of, off-balance sheet arrangements. 

(vii) Amounts involved in guarantees, contractual obligations, legal or environmental claims, 

and other contingencies. 

(viii) Financial measures or ratios, such as gross margin, return on average capital employed, 

return on average shareholders’ equity, current ratio, interest coverage ratio and debt ratio. Some of 

these may be directly reconcilable to the financial statements. 
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Other Items 

(i) Explanations of critical accounting estimates and related assumptions. 

(ii) Identification of related parties and descriptions of transactions with them. 

(iii) Articulation of the entity’s policies or approach to manage commodity, foreign exchange or interest 

rate risks, such as through the use  of  forward contracts, interest rate swaps, or  other 

financial instruments. 

(iv) Descriptions of the nature of off-balance sheet arrangements. 

(v) Descriptions of guarantees, indemnifications, contractual obligations, litigation or 

environmental liability cases, and other contingencies, including management’s qualitative 
assessments of the entity’s related exposures. 

(vi) Descriptions of changes in legal or regulatory requirements, such as new tax  or 

environmental regulations, that have materially impacted the entity’s operations or fiscal position, 

or will have a material impact on the entity’s future financial prospects. 

(vii) Management’s qualitative assessments of the impacts of new financial reporting 

standards that have come into effect during the period, or will come into  effect in  the 

following period, on the entity’s financial results, financial position and cash flows. 

(viii) General descriptions of the business environment and outlook. 

(ix) Overview of strategy. 

(x) Descriptions of trends in market prices of key commodities or raw materials. 

(xi) Contrasts of supply, demand and regulatory circumstances between geographic regions. 

(xii) Explanations of specific factors influencing the entity’s profitability in specific segments. 

 

Question 18 

AMRO Limited is availing the services of ABN Private Limited for its payroll operations. Payroll   

cost accounts for 67% of total cost for AMRO Limited. ABN Limited has provided the type 2 

report as specified under SA 402 for its description, design and operating effectiveness of 

control. 

ABN Private Limited has also outsourced a material part of payroll operation M/s RST & 

Associates in such a way that M/s RST & Associates is sub-service organization to AMRO 

Limited. The Type   2 report which was provided by ABN Private Limited was based on carve-

out method as specified under SA 402. 

CA Param while reviewing the unmodified audit report drafted by his assistant found that, a 

reference has been made to the work done by the service auditor. CA Param hence asked his 

assistant to remove such reference and modify report accordingly. 

Comment whether CA Param is correct in removing the reference of the work done by service 

auditor? (5 Marks, April 21) 

Answer 18 

Reporting by the User Auditor:  As  per  SA  402,  “Audit  Considerations  Relating  to  an  Entity 
Using a Service Organization”, the user auditor shall modify the opinion in the user auditor’s 
report in accordance with SA 705, “Modifications to the Opinion in the Independent Auditor’s 
Report”, if the user auditor is unable to obtain sufficient appropriate audit evidence regarding 
the services provided by the service organisation relevant to the audit of the user entity’s 
financial statements. 
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The user auditor shall not refer to the work of a service auditor in the user auditor’s report 
containing an unmodified opinion unless required by law or  regulation  to do so. If such 

reference is required by law or regulation, the user auditor’s report shall indicate that the 
reference does not diminish the user auditor’s responsibility for the audit opinion. 
Thus, in view of above, contention of CA. Param in removing reference of the  work  done by 

service auditor is in order as in case of unmodified audit report, user auditor cannot refer to  the 

work done by service auditor. 

 

Question 19 

While verifying the employee records in a company, it was found that a major portion of the 

labour employed was child labour. On questioning the management, the auditor was told that 

it was outside his scope of the financial audit to look into the compliance with other laws. 

Comment in accordance with relevant Standards on Auditing. (4 Marks, April 21) 

Answer 19 

Compliance with Other Laws: As per SA 250, “Consideration of Laws and Regulations in an 

Audit of Financial Statements”, the auditor shall obtain sufficient appropriate audit evidence regarding 

compliance with the provisions of those laws and regulations generally recognized to have a 

direct effect on the determination of material amounts and disclosures in the financial 

statements including tax and labour laws. 

Further, non-compliance with other laws and regulations may result in fines, litigation or other 

consequences for the entity, the costs of which may need to be provided for in the financial 

statements, but are not considered to have a direct effect on the financial statements. 

In the instant case, major portion of the labour employed in the company was child labour. While 

questioning by auditor, reply of the management that it was outside his scope of financial audit 

to look into the compliance with other laws is not acceptable as it may have a material effect on 

financial statements. 

Thus, auditor should ensure the disclosure of above fact and provision for the cos t of fines, 

litigation or other consequences for the entity. In case if the auditor concludes that  non -  

compliance has a material effect on the financial statements and has not been  adequately  

reflected in the financial statements, the auditor shall express a qualified  or  adverse opinion  

on the financial statement as per SA 705 “Modifications to the Opinion in the Independent Auditor’s 
Report”. 
 

 

Question 20 

Mr. Sheetal is appointed as a statutory auditor of Mahi Ltd. Mahi Ltd is required to appoint an 

internal auditor as per statutory provisions  given  in  the  Companies  Act,  2013  and  appointed 

Mr. Kunthu as its internal auditor. The external auditor Mr. Sheetal asked internal auditor to 

provide direct assistance to him regarding evaluating the sufficiency of tests performed and the 

adequacy  of disclosures in the financial statements and other matters affecting the auditor’s 
report. Discuss whether Mr. Sheetal, statutory auditor, can ask direct assistance from Mr. 

Kunthu, internal auditor as stated above in view of relevant Standard on Auditing. (4 Marks, 

April 21) 
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Answer 20 

Direct Assistance from Internal Auditor: As per SA 610 “Using the Work of Internal Auditor”, the 

external auditor shall not use internal auditors to provide direct assistance to perform 

procedures that Involve making significant judgments in the audit. 

Since the external auditor has sole responsibility for the audit opinion expressed, the external 

auditor needs to make the significant judgments in the audit engagement. 

Significant judgments include the following: 

• Assessing the risks of material misstatement; 

• Evaluating the sufficiency of tests performed; 

• Evaluating the appropriateness of management’s use of the going concern assumption; 

• Evaluating significant accounting estimates; and 

• Evaluating the adequacy of disclosures in the financial statements, and other 

matters affecting the auditor’s report. 

In view of above, Mr. Sheetal cannot ask direct assistance from internal auditors regarding 

evaluating the sufficiency of tests performed and the adequacy of disclosures in the financial 

statements and other matters affecting the auditor’s report. 
 

Question 21 

While auditing Veer Ltd., CA. Vardhman divided the whole population of trade receivables balances 

to  be tested in a few separate groups called ‘strata’ and started taking a sample from each of them. 

He treated each stratum as if it was a separate population. He divided the trade receivables 

balances of Veer Ltd. for the Financial Year 2020-21 into groups on the basis of personal judgment 

as follows: 

 

S. No. Particulars 

1 Balances in excess of ` 10,00,000; 

2 Balances in the range of ` 7,75,001 to ` 10,00,000; 

3 Balances in the range of ` 5,50,001 to ` 7,75,000; 

4 Balances in the range of ` 2,25,001 to ` 5,50,000; 

5 Balances ` 2,25,000 and below 

From the abovementioned groups, CA. Vardhman picked up different percentage of items for 

examination from each of the groups, for example, from the top group i.e.  balances in  excess of 

`10,00,000, he selected all the items to be examined; from the second group, he opted for 25 % 

of the items to be examined; from the lowest group, he selected 2% of the items for examination; 

and so on from rest of the groups. Which one of the following methods of sample selection is 

he following? 

(a) Systematic sampling. 

(b) Stratified sampling. 

(c) Section sampling. 

(d) Selection sampling. (1 Mark Oct 21) 

Answer 21 



 

 

Chapter 1 Auditing Standards, Statements and Guidance Notes 

1.16 

(b) 

 

Question 22 

Factors that the auditor may  consider in determining the appropriate level of  detail for 

communication  of significant deficiencies under SA 265 depends upon: 

I. Nature, size and complexity of the entity 

II. Nature of the significant deficiencies identified 

III. Estimated time required by management to resolve the deficiency 

IV. Fees charged from the client 

(a) I and II. 

(b) I, II and III. 

(c) III and IV. 

(d) Only II. (1 Mark Oct 21) 

 

Answer 22 

(a) 

 

Question 23 

As per SA 550 on Related Parties, existence of which relationship indicate the presence of 

control or significant influence? 

(a) Friend of a family member of a person who has the authority and responsibility for 

planning. 

(b) Holding debentures in the entity. 

(c) The entity’s holding of debentures in other entities. 

(d) The entity’s holding of equity in other entities. (1 Mark Oct 21) 

 

Answer 23 

(d) 

 

Question 24 

Siddha and Associates, Chartered Accountants has been appointed as the branch statutory 

auditor of CRR Bank. Auditor identified cases of Advances where primary security is not adequate 

to cover the margin as stipulated by the Loan covenants. Further no documentation exists to 

confirm that the collateral security is unencumbered. For the advances not having adequate 

security, the auditor should: 

(a) Mention the cases in the Long Form Audit report only. 

(b) Not mention the cases in the Long Form Audit report. 
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(c) Document the cases and discuss with branch management. 

(d) Consider to downgrade the asset as per RBI prudential norms. (1 Mark Oct 21) 

Answer 24 

(d) 

 

Question 25 

Jinchandra & Co., Chartered Accountants, have been appointed Statutory Auditors of Gurudeva 

Ltd. for the F.Y. 2020-21. The audit team has completed the audit and is in the process of preparing 

audit report Management of the company has also prepared draft annual report. 

Audit in-charge was going through the draft annual report and observed that the company has 

included an item in its Annual Report indicating downward trend in market prices of key 

commodities/raw material as compared to previous year. However, the actual profit margin of 

the company as reported in financial statements has gone in the reverse direction. Audit Manager 

discussed this issue with partner of the firm who in reply said that auditors are not covered with  

such disclosures made by the management in its annual report, it being the responsibility of the 

management. 

Do you think that the partner is correct in his approach on this issue? 

Discuss with reference to relevant Standard on Auditing the Auditor's duties with regard to  

reporting. (4 Marks Oct 21) 

 

Answer 25 

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”, descriptions of trends in market prices of key commodities or raw materials is an 

example of amounts or other Items that may be Included in the other information. 

The auditor’s discussion with management about a material inconsistency (or  other  information 

that appears to be materially misstated) may include requesting  management to provide support 

for the basis of management’s statements in the other information. Based on  management’s 
further information or explanations, the auditor  may  be  satisfied  that  the  other  information  

is not materially misstated. For example, management explanations may indicate reasonable and 

sufficient grounds for valid differences of judgment. 

Auditor’s duties with regard to reporting in the given case are given hereunder: 

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. 

Contention of the partner of the firm that auditors are not concerned with  such disclosures made  

by the management in its annual report, is incorrect. 
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Question 26 

In the course of audit of Kushal Ltd, you suspect that the management has made misstatements 

in the financial statements intentionally to deceive the users and to succumb to pressures to 

meet market expectations. Elucidate how the fraudulent financial reporting may be 

accomplished and also discuss the techniques of committing fraud by management overriding 

controls. (5 Marks Oct 21) 

Answer 26 

In the given case, management of Kushal Ltd has made intentional misstatements to deceive the 

users in order to meet market expectations. Auditor is suspecting such intentional behavior of the 

management and in such situations, SA 240 discusses how fraudulent financial reporting may be 

accomplished and also discusses techniques of committing fraud by management overriding 

controls. 

As per SA 240 on “The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial 

Statements” 

Fraudulent financial reporting may be accomplished by the following: 

i. Manipulation, falsification (including forgery), or alteration of accounting  records  or 

supporting documentation from which the financial statements are prepared. 

ii. Misrepresentation in or intentional omission from, the financial statements of events, 

transactions or other significant information. 

iii. Intentional misapplication of accounting principles relating  to  amounts,  

classification, manner of presentation, or disclosure. 

Fraudulent financial reporting often involves management override of controls that 

otherwise may appear to be operating effectively. Fraud can be committed by management 

overriding controls using such techniques as: 

i. Recording fictitious journal entries, particularly close to the end of an accounting 

period, to manipulate operating results or achieve other objectives. 

ii. Inappropriately adjusting assumptions and changing judgments used to estimate 

account balances. 

iii. Omitting, advancing or delaying recognition in the financial statements of events and 

transactions that have occurred during the reporting period. 

iv. Concealing, or not disclosing, facts that could affect the amounts recorded in the 

financial statements. 

v. Engaging in complex transactions that are structured to  misrepres ent the financial 

position  or financial performance of the entity. 

vi. Altering records and terms related to significant and unusual transactions. 

 

Question 27 

As an Auditor of TRP Ltd., you are suspicious that there might be non-compliance with laws and 

regulations to which the Company is subject to. Indicate the possible areas or aspects where 
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you may have to look out for forming an opinion as to whether your suspicion has some basis 

to further inquire. (4 Marks Oct 21) 

Answer 27 

Indications of Non-Compliance with Laws and Regulations: When the  auditor  becomes  

aware of the existence of, or information about, the following matters, it may be an indication 

of non-compliance with laws and regulations, possible areas or aspects to look out for forming 

an opinion are: 

➢ Investigations by regulatory organisations and government departments or payment 

of fines  or penalties. 

➢ Payments for unspecified services or loans to consultants, related parties, employees 

or government employees. 

➢ Sales commissions or agent’s fees that appear excessive in relation to  those ordinarily 

paid  by the entity or in its industry or to the services actually received. 

➢ Purchasing at prices significantly above or below market price. 

➢ Unusual payments in cash, purchases in the form of cashiers’ cheques payable to 

bearer or transfers to numbered bank accounts. 

➢ Unusual payments towards legal and retainership fees. 

➢ Unusual transactions with companies registered in tax havens. 

➢ Payments for goods or services made other than to the country from which the goods 

or services originated. 

➢ Payments without proper exchange control documentation. 

➢ Existence of an information system which fails, whether by design or by accident, to 

provide  an adequate audit trail or sufficient evidence. 

➢ Unauthorised transactions or improperly recorded transactions. 

➢ Adverse media comment. 

 

Question 28 

Ms Kee, the engagement partner of Best Hospitality Limited’s audit team did  not  perform  the  

necessary communication with those charged with governance over some critical  issues  

identified during the course of the audit. Moreover, when management identified that the 

engagement  partner   has not communicated to those charged with governance of the Best 

Hospitality  Limited, they also  chose not to communicate. Upon identification of this issue, the 

personnel charged with governance inquired with management and auditors as  to why  there 

was no communication of the critical matters   to them. 

Upon such inquiry, Engagement Partner contended that it was the responsibility of 

Management to communicate first, then only the audit team should communicate. However, 

Management was of the  view that they are not liable to communicate to those charged with 

governance. As an Engagement Quality Control Reviewer, what will be your opinion? 

(a) The auditor is responsible for communicating matters required by SA 260 to those charged 

with governance. Also, management has a responsibility to communicate matters of 

governance interest to those charged with governance. Communication by the auditor 

does not relieve management of its responsibility. 

(b) SAs are not applicable to the management and hence the management was not 

responsible for communicating the same to those charged with governance. Also, as  per 
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SA  260, Auditor can  only communicate when management has already informed those 

charged  with  governance  about the matters. Auditors cannot communicate first without 

management’s communication. 

(c) Communication by management with those charged with  governance of  matters that  the 

auditor  is required to communicate does relieve the auditor of  the responsibility to  also 

communicate  them if the management has already communicated. Hence, in the current 

case Management should have communicated as it was their responsibility. 

(d) SA 260 requires the auditor to perform procedures specifically to identify any other 

matters to communicate with those charged with governance  which includes matters 

already communicated by the management of non-material nature. Hence, it was the 

responsibility of the Auditor to communicate. (1 Mark Nov 21) 

Answer 28 

(a) 

 

Question 29 

XYZ & Associate Chartered Accountants were appointed auditors for Weknow LLP. The 

engagement manager of  the audit team, while designing the auditor response to  assessed risk, 

concluded that    there are no requirements of the applicable financial reporting framework  for 

disclosing the  related  party transaction in the Firm’s Financial Statement and hence the audit 

team is not required to perform any audit procedures with respect to identification and 

disclosure of related party relationship and transaction in financial statement. You as an 

engagement partner guide the engagement manager by selecting the appropriate response 

from below: 

(a) Even if the applicable financial reporting framework establishes minimal or no related 

party requirements, the auditor nevertheless needs to obtain an understanding of the 

entity’s related party relationships and transactions and should sufficiently be able to 

conclude whether the financial statements, insofar as they are  affected by  those  

relationships and transactions achieve a true and fair presentation and are not misleading. 

(b) If the applicable financial reporting framework establishes minimal or no related  party 

requirements, then the auditor is not required to obtain an understanding of the entity’s 
related  party relationships and transactions. 

(c) Even if the applicable financial reporting framework establishes minimal or no related 

party requirements, the auditor nevertheless needs to obtain an understanding of the 

entity’s related  party relationships and transactions and should sufficiently be able to 

conclude whether the financial statements, as a whole, are free from all the material 

related party transactions. 

(d) Because related parties are not independent of each other, hence auditor can obtain the 

written representation from the Related Party’s auditor regarding the accuracy and 
completeness of the related party transactions disclosed in Firm’s Financial Statement. 
This should only be carried where the applicable financial reporting framework establishes 

minimal or no related party requirements. .(1 Mark Nov 21) 

 

Answer 29 

(a) 
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Question 30 

Andromeda Limited issued a prospectus in respect of an IPO which had the auditor’s report on 

the financial statements for the year ended 31st March, 2021. The issue was fully subscribed. 

During this year, there was an abnormal rise in the profits of the company for which it was 

found later that it was because of Dealer dumping technique used by the company to inflate 

the sales. Upon further investigation it was identified that the Whole-time director and other 

top officials of the company were involved in the scheme. On discovery of this fact, the 

company offered to refund all moneys to the subscribers of the shares and sued the auditors 

for the damages alleging that the auditors failed to examine and ascertain any satisfactory 

explanation for steep increase in the rate of profits and related accounts. 

The company emphasized that the auditor should have proceeded with suspicion and should 

not have followed selected verification. In response, the auditors were able to prove that they 

found internal  controls to be satisfactory based on the samples which were selected for testing 

design and operating effectiveness and did not find any  circumstance to arouse suspicion. 

Further, they  were  able to  prove to the satisfaction that the sampling performed for 

substantive procedures was also appropriate as per sampling guidelines and was sufficient to 

reflect the population. 

The company was not able to prove that  auditors were negligent in  performance of  their 

duties. You  are required to advise on the same. 

(a) The stand of the company was correct in this case. Considering the nature of  the work, 

the Auditors should have proceeded with suspicion and should not  have  followed  

selected verification. 

(b) The approach of the auditors appears to be reasonable in this case. The auditors found 

internal controls to be satisfactory and also did not find any circumstance to arouse 

suspicion and hence they performed their procedures on the basis of selected 

verification. 

(c) In the given case, the auditors should have involved various experts along with them to 

help them on their audit procedures. Prospectus is one area wherein management 

involves various experts and hence the auditors should also have done that. In the given 

case,  by  not  involving  the experts the auditors did not perform their job in a 

professional manner. If  they  had  involved experts like forensic experts etc, the 

manipulation could have been detected. Hence the auditors should be held liable. 

(d) In case of such type of engagements, the focus is always on the management controls. If 

the  controls are found to be effective, then an auditor can never be held liable in respect 

of any deficiency or misstatement or fraud. .(1 Mark Nov 21) 

 

Answer 30 

(b) 

Question 31 

ZED Limited is  availing the services of  MEA  Private Limited for its  payroll operations.  Payroll   

cost accounts for 65% of total cost for ZED Limited. MEA  Limited has provided the type 2  report  

as specified under SA 402 for its description, design and operating effectiveness of control. MEA 

Private Limited has also outsourced a material part of payroll operation M/s MPS &  Associates in 

such a way that M/s MPS & Associates is sub-service organization to ZED Limited. The Type 2 
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report which was provided by  MEA Private Limited was based on  carve-out method  as specified 

under SA 402. 

CA Vasu while reviewing the unmodified audit report drafted by his assistant found that, a  

reference has been made to the work done by the service auditor. CA Vasu hence asked his 

assistant to remove such reference and modify report accordingly. 

Comment whether CA Vasu is correct in removing the reference of the work done by service  

auditor? (5 Marks Nov 21) 

 

Answer 31 

Reporting by the User Auditor: As per SA  402,  “Audit Considerations  Relating to  an  Entity  

Using a Service Organisation”, the user auditor shall modify the opinion in the  user  auditor’s  
report in accordance with SA 705, “Modifications to the Opinion in the Independent Auditor’s  
Report”, if the user auditor is unable to obtain sufficient appropriate audit evidence regarding 

the services provided by the service organisation relevant to the audit of the user entity’s 
financial statements. 

The user auditor shall not refer to the work of a service auditor in the user auditor’s report 

containing an unmodified opinion unless required by law or regulation to do so. If such  

reference   is required by law or  regulation, the user auditor’s report shall indicate that  the 

reference does   not diminish the user auditor’s responsibility for the audit opinion. 

Thus, in view of above, contention of CA. Vasu in removing  reference  of  the  work  done  by 

service auditor is in order as in case of unmodified audit report, user auditor cannot refer to the 

work done by service auditor. 

 

Question 32 

Sudharma Limited is a listed company having its operation across India. Sudharma Limited 

appointed Mr. S, Mr. D and Mr. M, as its joint auditors for the year 2019-20. After making sure 

that all of them are qualified to be appointed as statutory auditor, Sudharma Limited issued 

engagement letter to all of them. But Mr. S was not clear on some points, so he requested 

Sudharma Limited to slightly change the terms of his engagement. This change will not impact 

the ultimate opinion on the financial statement. The engagement letter contains the details on 

objective and scope of audit, responsibilities of auditor and identification of framework 

applicable. It also contains the reference to expected form and content of report from all three 

joint auditors. In your opinion what was the discrepancy in the Audit engagement letter issued 

by Sudharma Limited? (4 Marks Nov 21) 

Answer 32 

Agreement on Audit Engagement Terms : As per SA 210, “Agreeing the Terms of Audit 
Engagements”, the auditor shall agree the terms of the audit engagement with management or  

those charged with governance, as appropriate. 

Subject to prescribed details under Law or Regulations, the agreed terms of  the  audit  

engagement shall be recorded in an audit engagement letter or other suitable form of written 

agreement and shall include: 

(i) The objective and scope of the audit of the financial statements; 

(ii) The responsibilities of the auditor; 

(iii) The responsibilities of management; 

(iv) Identification of the applicable financial reporting framework for the preparation of 
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the  financial statements; and 

(v) Reference to the expected form and content of any reports to be issued by the auditor 

and a statement that there may be circumstances in which a report may  differ from 

its  expected form and content. 

In the given scenario, Sudharma Limited appointed Mr. S, Mr. D and Mr. M,  as  its joint  auditors  

for the year 2019-20 and issued engagement letter to all of them. The engagement letter 

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

framework applicable and reference to expected form and content of report from all three joint 

auditors. However, engagement letter issued by Sudharma Ltd. does not specify the 

responsibilities of management, whereas as per SA 210, it should also specify responsibilities 

of management. 

 

Question 33 

OM Ltd. is a company engaged in the business of manufacture of spare parts. Shanti & Associates 

are the statutory auditors of the company for the FY 2020-21. During the course of audit, CA Shanti 

noticed that the company had a major customer, namely, Korean Mart from South Korea. Owing to 

an outbreak of war and subsequent destruction leading to government ban on import and export 

in South Korea, the demand from Korean Mart for the products of OM Ltd. ended for an 

unforeseeable time period. When discussed with the management, CA Shanti was told that the 

company is in the process of identifying new customers for their products. CA Shanti understands 

that though the use of going concern assumption is appropriate but a material uncertainty exists 

with respect to the identification of new customers. This fact is duly reflected in the financial 

statements of OM Ltd. for the FY 2020-21. How should CA Shanti deal with this matter in the 

auditor’s report for the FY 2020-21 in accordance with relevant Standard on Auditing? (5 Marks 

Nov 21) 

 

Answer 33 

As per SA 570, “Going Concern”, loss of a major market or a key customer  is  one  of  the  

operating indicators that may cast significant doubt on the company’s ability to  continue as  a  

going concern. 

In the present case, OM Ltd. has a key customer in South Korea from which the demand for its 

products has ended on account of outbreak of  war, subsequent destruction and government 

ban  on import and export in South Korea. Further, the company has not yet i dentified new 

customers and is in the process of doing the same. As such, the identification of new customer 

is a material uncertainty that cast a significant doubt on the company’s ability to continue as a 

going concern. 

However, this matter is duly disclosed by the management of OM Ltd. in the financial 

statements  for the year ended 31.03.2021. 

As such, considering that the going concern assumption is appropriate but a material uncertainty 

exists with respect to identification of new customer, CA Shanti should: 

(1) Express an unmodified opinion and 

(2) Include in his audit report, a separate section under the heading “Material Uncertainty  
Related to Going Concern” to: 

(i) Draw attention to the note in the financial statements that discloses the matters and 
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(ii) State that these events or conditions indicate that a material uncertainty exists that 

may cast significant doubt on the entity’s ability to continue as a going concern and 
that the auditor’s opinion is not modified in respect of the matter. 

(iii) Thus, CA Shanti should deal with this matter in his auditor’s report in the above 
mentioned manner. 

 

Question 34 

The financial statements of Prabhu Ltd.  as on March 31, 2020 are to be prepared under 

Division    Il of Schedule III to the Companies Act, 2013. Comment on the  disclosure  

compliances  for  Prabhu Ltd. from the following information in the financial statements 

which are required to be drawn up in compliance with Ind AS. 

(i) Property, Plant and Equipment include ` 2.50 crore for a boiler-plant under 

construction. 

(ii) Cash and cash equivalents include ` 1.25  crore  deposited  with  a  nationalized  bank  

on 31st March, 2020 for 18 months. It is shown under current assets. 

(iii) Non-current assets include under caption "Biological assets other than bearer Plants" 

a sum  of ` 1.50 crore being cost of cultivation for bringing to  yield  level, the 

cashewnut  trees whose yield period, according to estimate shall not be less than 10 

years. (4 Marks Nov 21) 

 

Answer 34 

(i) Disclosure of Boiler Plant under Construction: Boiler plant under construction should 

be shown under the heading ‘Capital Work in Progress’ instead of Property  Plan  and  

Equipment. Thus, inclusion of value of boiler plant under construction in Property Plan 

and Equipment is not in order. 

(ii) Disclosure of Cash and Cash Equivalents deposited with Nationalised Bank: Bank 

deposits with more than 12 months maturity shall be  disclosed  under  'Other  financial 

assets'. Therefore, disclosure of deposits rupees 1.25 crores in a nationalised bank for 

18 months as Cash and Cash Equivalents is not in order as per Division II of Schedule 

III. 

(iii) Disclosure of Cost of Cultivation for bringing to yield level the Cashewnut trees:  Cost  

of 1.5 crore rupees for Cultivation for bringing to  yield level, the cashewnut trees  

whose   yield period is more than one period will form part of ‘Bearer Plant’. Hence it 

will not be considered as ‘Biological Assets other than bearer plant’. Therefore, it  
should be  shown under the heading ‘Property Plant and Equipment’ as Bearer Plant 

as per Division II of Schedule III. 

 

 

Question 35 

Adeshvar Pvt Ltd is engaged in the business of real estate. The  auditor  of  the  company 

requested the information from the management to review the outcome of accounting 

estimates (like estimated costs considered for percentage completion etc) included in the 

prior period  financial statements and their subsequent re-estimation for the purpose of the 

current period. 
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The management has refused the information to the auditor saying that the review of prior 

period information should not be done by the auditor. Please advise. (4 Marks Nov 21) 

 

Answer 35 

As per SA 540, “Auditing Accounting Estimates, Including Fair Value Accounting Estimates, and 

Related Disclosures”, the auditor shall review the outcome of  accounting estimates  included  

in the prior period financial statements, or, where applicable, their subsequent re-estimation 

for the purpose of the current period. The nature and extent of the auditor’s review takes 
account of the nature of the accounting estimates, and whether the information obtained 

from  the review would  be relevant to identifying and assessing risks of material misstatement 

of accounting estimates  made in the current period financial statements. 

The outcome of an accounting estimate will  often differ from  the  accounting estimate 

recognized in the prior period financial statements. By performing risk assessment procedures 

to identify and understand the reasons for such differences, the auditor may obtain: 

• Information regarding the effectiveness of management’s prior period estimation 

process, from which the auditor can judge the likely effectiveness of management’s 
current process. 

• Audit evidence that is pertinent to the re-estimation, in the current period, of prior 

period accounting estimates. 

• Audit evidence of matters, such as estimation uncertainty, that may be required to be 

disclosed in the financial statements. 

The review of prior period accounting estimates may also assist the auditor, in the current 

period,  in identifying circumstances or conditions that increase the susceptibility of 

accounting  estimates to, or indicate the presence of, possible management bias. The auditor’s 
professional skepticism assists in identifying such circumstances or conditions and in 

determining the nature, timing and extent of further audit procedures. 

However, the review is not intended to call into question the judgments made in the prior 

periods that were based on information available at that time. 

In the given case, the management is not correct in refusing the relevant information  to  t he 

auditor. 

 

Question 36 

CA. Jill, a recently qualified practicing Chartered Accountant got his first audit assignment of  Natural (P) 

Ltd. for the financial year 2019-20. He obtained all the relevant appropriate audit evidence for the items 

related to Statement of Profit and Loss. However, while  auditing  the Balance Sheet items, CA. Jill left 

out obtaining appropriate audit evidence, say,  confirmations,  from the outstanding Accounts 

Receivable amounting Rs. 190 lakhs, continued as it is  from  the  last year, on the affirmation of the 

management that there is no receipts and further credits during the year. CA. Jill, therefore, excluded 

from the audit programme, the audit of accounts receivable  on the understanding that it pertains to 

the preceding year which was already audited by predecessor auditor. Comment (5 Marks, May 20) 

Answer 36 

Verification of Accounts Receivable: As per SA 510 “Initial Audit Engagements – Opening Balances”, 
while conducting an initial audit engagement, the objective of  the auditor with  respect  to opening 
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balances is to obtain sufficient appropriate audit evidence about whether- 

(i) Opening balances contain misstatements that materially affect the current period’s financial 

statements; and 

(ii) Appropriate accounting policies reflected in the opening balances have been consistently 

applied in the current period’s financial statements, or changes thereto are properly  accounted 

for and adequately presented and disclosed in accordance with the applicable  financial 

reporting framework. 

When the financial statements for the preceding period were audited by another auditor, the  current 

auditor may be able to obtain sufficient appropriate audit evidence regarding opening balances by 

perusing the copies of the audited financial statements. 

Ordinarily, the current auditor can place reliance on the closing balances  contained  in  the  financial 

statements for the preceding period, except when during the performance of audit procedures for the 

current period the possibility of misstatements in opening  balances  is  indicated. 

For current assets and liabilities, some audit evidence about opening balances may be  obtained  as 

part of the current period’s audit procedures, say, the  collection  of  opening  accounts receivable 

during the current period will  provide some  audit evidence of  their existence, rights  and obligations, 

completeness and valuation at the beginning of the period. 

In addition, according to SA 580 “Written Representations”, the auditor may consider it necessary  to 

request management to provide written representations about specific assertions  in  the  financial 

statements; in particular, to support an understanding that the auditor has obtained from other audit 

evidence of management’s judgment or intent in relation to, or the completeness of, a specific 

assertion. Although such written representations provide necessary audit evidence, they  do not 

provide sufficient appropriate audit evidence on their own for that assertion. 

In the given case, the management of Natural (P) Ltd. has restrained CA. Jill, its auditor, from obtaining 

appropriate audit evidence for balances of Accounts Receivable outstanding  as  it is from the 

preceding year. CA. Jill, on believing that the preceding year balances  have  already  been audited and 

on the statement of the management that there are no receipts  and  credits during the current year, 

therefore excluded the verification of Accounts Receivable from his audit programme. 

Thus, CA. Jill should have requested the management to provide written representation for their views 

and expressions; and he  should also not exclude  the audit procedure of  closing balances  of Accounts 

Receivable from his audit programme. Consequently, CA. Jill shall also be held guilty for professional 

misconduct for not exercising due diligence, or grossly negligence in  the conduct  of his professional 

duties as per the Code of Ethics. 
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Chapter 1 

Auditing Standards, Statements and Guidance Notes 

 

Question 1 

You are engaged by M/s Active Ltd. to examine and report on prospective financial information which 

the management of the company has prepared for presentation at an Investor meet program organized 

by a State Government to attract investment in their state. The company in its vision document 

descripted various plans and proposals of the company with projected financial goals and means to 

achieve the same and various benefits accruing to the economic development of the State. What 

important matters will be considered by you while determining the nature, timing and extent of 

examination procedure to be applied in the review of the same? (5 Marks, May 2019) 

Answer 1 

Examination Procedures: As per SAE3400, “The Examination of Prospective Financial Information”, when 
determining the nature, timing and extent of examination procedures, the auditor should consider 

matters such as: 

(i) The knowledge obtained during any previous engagements; 

(ii) Management’s competence regarding  the  preparation  of  prospective  financial information; 

(iii) the likelihood of material misstatement; 

(iv) the extent to  which the  prospective  financial information is  affected  by the management’s 
judgment; 

(v) the sources of information considered by the management for the purpose, their adequacy, 

reliability of the underlying data, including data derived from third parties, such as industry 

statistics, to support the assumptions; 

(vi) the stability of entity’s business; and 

(vii) the engagement team’s experience with the business and the industry in which the 

entity operates and with reporting on prospective financial information. 

 

Question 2 

Dice Ltd. appointed two CA firms MN & Associates and PQ & Co. as joint auditors for conducting audit 

for the year ended 31stMarch, 2019. In the course of audit, it has been observed that there is a major 

under statement in the value of inventory. The inventory valuation work was looked after by MN & 

Associates but there was no documentation for the division of the work between the joint auditors. 

Comment on the above situation with regard to responsibilities among joint auditors. (5 Marks, May 

2019) 

Answer 2 

Responsibility and Co-ordination among Joint Auditors: As per SA299, “Joint Audit of Financial 
Statements”, where joint auditors are appointed, they should, by mutual discussion, divide the audit 

work among themselves. The division of the work would usually be in terms of audit identifiable units or 

specified area. In some cases due to the nature of the business entity under audit, such a division of the 

work may not be possible. In such situations, the division of the work may be with reference to items of 

assets or liabilities or income or expenditure or with reference to period of time. The division of the work 

among joint auditors as well as the areas of work to be covered by all of them should be adequately 

documented and preferably communicated to the entity. 
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• In respect of the audit work divided among the joint auditors, each joint auditor is responsible 

only for the work allocated to him, whether or not he has prepared a separate audit of the work 

performed by him. On the other hand all the joint auditors are jointly and severally responsible– 

(i) The audit work which is not divided among the joint auditors and is carried out by all joint 

auditors; 

(ii) Decisions taken by all the joint auditors under audit planning phase concerning the 

nature, timing and extant of the audit procedure to be performed by each of the auditor; 

(iii) Matters which are bought to the notice of the joint auditors by anyone of the mandon 

which there is an agreement among the joint auditors; 

(iv) Examining that the financial statements of the entity comply with the requirements of 

the relevant statute; 

(v) Presentation and disclosure of financial statements as required by the applicable 

financial reporting frame work; 

(vi) Ensuring that the audit report complies with the requirements of the relevant statutes, 

the applicable Standards on Auditing and the other relevant pronouncements issued by 

ICAI; 

• The joint auditors shall also discuss and document the nature, timing, and the extent of the audit 

procedures for common and specific allotted areas of audit to be performed by each of the joint 

auditors and the same shall be communicated to those charged with governance. After 

identification and allocation of work among the joint auditors, the work allocation document 

shall be signed by all the joint auditors and the same shall be communicated to those charged 

with governance of the entity. 

• Hence, in respect of audit work divided among the joint auditors, each joint auditor shall be 

responsible only for the work allocated to such joint auditor including proper execution of the 

audit procedures. 

• In the instant case. Dice Ltd. appointed two CA Firms MN & Associates and PQ & Co. as joint 

auditor for conducting audit. As observed during the course of audit that there is a major under 

statement in the value of inventory and the inventory valuation work was looked after by MN 

& Associates. 

• In view of SA 299MN & Associate will be held responsible for the same as inventory valuation 

work was looked after by MN & Associates only.   Further, there is violation of SA299 as the 

division of work has not been documented. 

Question 3 

After accepting the statutory audit of M/s All in One Ltd., a departmental store, you became aware of 

the fact that management of the company have imposed certain limitations on the scope of your 

assurance function which may adversely affect and result in your inability to obtain sufficient 

appropriate audit evidence to discharge your responsibility required by the statute. Indicate the 

consequences and your response to the limitations imposed by the management on your scope.  

(4 Marks, May 2019) 

 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Responsibility of Joint Auditors and Coordination: The question was based on SA 299. Majority 

of the examinees were aware about the provisions for documentation and responsibility for 

the allocated work. Most of the examinees have wrongly mentioned that since the allocation of 

the work has not been documented both the joint auditors will be jointly responsible. 
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Answer 3 

Consequence of an Inability to Obtain Sufficient Appropriate Audit Evidence Due to a Management-

Imposed Limitation after the Auditor Has Accepted the Engagement : As per SA 705, Modification to 

the Opinion in the Independent Auditor’s Report”, if, after accepting the engagement, the auditor 

becomes aware that management has imposed a limitation on the scope of the audit that the auditor 

considers likely to result in the need to express a qualified opinion or to disclaim an opinion on the 

financial statements, the auditor shall request that management remove the limitation. 

• If management refuses to remove the prescribed limitation, the auditor shall communicate the 

matter to those charged with governance, unless all of those charged with governance are 

involved in managing the entity and determine whether it is possible to perform alternative 

procedures to obtain sufficient appropriate audit evidence. 

• If the auditor is unable to obtain sufficient appropriate audit evidence, the auditor shall 

determine the implications as follows: 

(i) If the auditor concludes that the possible effects on the financial statements of 

undetected misstatements, if any, could be material but not pervasive, the auditor shall 

qualify the opinion; or 

(ii) If the auditor concludes that the possible effects on the financial statements of 

undetected misstatements, if any, could be both material and pervasive so that a 

qualification of the opinion would be inadequate to communicate the gravity of the 

situation, the auditor shall: 

1. Withdraw from the audit, where practicable and possible under applicable law or 

regulation; or 

2. If withdrawal from the audit before issuing the auditor’s report is not practicable Or 

possible, disclaim an opinion on the financial statements. 

• If the auditor withdraws as discussed above, before withdrawing, the auditor shall communicate 

to those charged with governance any matters regarding misstatements identified during the 

audit that would have given rise to a modification of the opinion 

 

Question 4 

A professional accountant in public practice is always subject to various threats incompliance with 

fundamental principles of his profession and you, as a professional accountant, are worried about 

engagement specific threat in your audit assignment of M/s Soft Ltd. and want to implement some 

measures to eliminate and reduce the same. Enumerate some engagement specific safeguards which 

you may introduce in your work environment toward off such threats. (5 Marks, May 2019) 

Answer 4 

Engagement-specific safeguards in the work environment may include: 

(i) Involving an additional professional accountant to review the work done or otherwise advise 

as necessary. 

(ii) Consulting an independent third party, such as a committee of independent directors, a 

professional regulatory body or another professional accountant. 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Management imposed Restriction on the Scope: Many examinees failed to answer in 

accordance with SA 705 and gave general answer. 
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(iii) Discussing ethical issues with those charged with governance of the client. 

(iv) Disclosing to those charged with governance of the client the nature of services provided and 

extent of fees charged. 

(v) Involving another firm to perform or re-perform part of the engagement. 

(vi) Rotating senior assurance team personnel. 

Question 5 

Mr. L while conducting the audit of ABC Ltd., observed that a substantial amount is recognized in respect 

of obsolescence of inventory and warranty obligation in the financial statements. Mr. L wants to obtain 

written representation from the management to determine whether the assumptions and estimates used 

are reasonable. Guide Mr. L with reference to the relevant Standard on Auditing. (5 Marks, NOV-19) 

Answer 5 

Written Representations: As per SA 540, “Auditing Accounting Estimates, Including Fair Value 

Accounting Estimates, and Related Disclosures”, the auditor shall obtain written representations from 

management and, where appropriate, those charged with governance whether they believe significant 

assumptions used in making accounting estimates are reasonable. 

• SA580, “Written Representations” discusses the use of written representations. Depending on the 

nature, materiality and extent of estimation uncertainty, written representations about accounting 

estimates recognized or disclosed in the financial statements may include representations: 

(i) About the appropriateness of the measurement processes, including related assumptions 

and models, used by management in determining accounting estimates in the context of the 

applicable financial reporting framework, and the consistency in application of the processes. 

(ii) That the assumptions appropriately reflect management’s intent and ability to carry out 
specific courses of action on behalf of the entity, where relevant to the accounting estimates 

and disclosures. 

(iii) That disclosure related to accounting estimates are complete and appropriate under the 

applicable financial reporting framework. 

(iv) That no subsequent event requires adjustment to the accounting estimates and disclosures 

included in the financial statements. 

 

 

 

 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Engagement specific safeguard: The examinees failed to mention engagement specific 

safeguard in the work environment and gave answer in general whereas few examinees 

explained threats in work environment. 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Written Representations: Majority of the Examinees  did not mention  SA  540 but wrongly 

quoted SA 501 - Audit evidence and  explained  SA  580  unnecessarily. Those who 

mentioned SA 540 could not give the correct points asked for. 
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Question 6 

LMP Associates, Chartered Accountants, conducting the audit of PQR Ltd., a listed Company for the year 

ended 31
st March 2019 is concerned with the auditor's responsibilities relating to other information, both 

financial and non-financial, included in the Company’s annual report. While reading other information, 
LMP Associates considers whether there is a material in consistency between other information and the 

financial statements. As a basis for the consideration the auditor shall evaluate their consistency, compare 

selected amounts or other items in the other information with such amounts or other items in the 

financial statements.  Guide LMP Associates with examples of "Amounts" or "other items" that may be 

included in the" other information" with reference to SA720. (5 Marks, NOV-19) 

Answer 6 

Examples of Amounts or Other Items that May Be Included in the Other Information: As per SA720 

“The Auditor’s Responsibility in Relation to Other Information”, the following are examples of amounts 
and other items that may be included in other information. This list is not intended to be exhaustive. 

• Amounts 

(i) Items in a summary of key financial results, such as net income, earnings per share, 

dividends, sales and other operating revenues, and purchases and operating expenses. 

(ii) Selected operating data, such as income from continuing operations by major operating 

area, or sales by geographical segment or product line. 

(iii) Special items, such as asset dispositions, litigation provisions, asset impairments, tax 

adjustments, environmental remediation provisions, and restructuring and 

reorganization expenses. 

(iv) Liquidity and capital resource information, such as cash, cash equivalents and marketable 

securities; dividends; and debt, capital lease and minority interest obligations. 

(v) Capital expenditures by segment or division. 

(vi) Amounts involved in, and related financial effects of, off-balance sheet arrangements. 

(vii) Amounts involved in guarantees, contractual obligations, legal or environmental claims, 

and other contingencies. 

(viii) Financial measures or ratios, such as gross margin, return on average capital employed, 

return on average shareholders’ equity, current ratio, interest coverage ratio and debt 
ratio. Some of these may be directly reconcilable to the financial statements. 

• Other Items 

(i) Explanations of critical accounting estimates and related assumptions. 

(ii) Indications of an inappropriate limitation in the scope of work. 

(iii) Indications that the client might be involved in money laundering or other criminal 

activities. 

(iv) The reasons for the proposed appointment of the firm and non-reappointment of the 

previous firm. 

The extent of knowledge affirm will have regarding the integrity of a client will generally 

grow within the context of an ongoing relationship with that client. 
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Question 7 

MB & Associates is a partnership firm of Chartered Accountants which was established seven years back. 

The firm is getting new clients and has also, been offered new engagement services with existing clients. 

The firm is concerned about obtaining such information as it considers necessary in the circumstances 

before accepting an engagement with a new client and acceptance of a new engagement with an existing 

client. The firm is looking to work with only select clients to adhere to the Quality Control Standards. Guide 

MB & Associates about the matters to be considered with regard to the integrity of a client, as per the 

requirements of SQC1 (4 Marks, NOV-19) 

Answer 7 

(a) As per SQC 1, the firm should obtain such information as it considers necessary in the 

circumstances before accepting an engagement with a new client, when deciding whether to 

continue an existing engagement, and when considering acceptance of a new engagement with 

an existing client. Where issues have been identified, and the firm decides to accept or continue 

the client relationship or a specific engagement, it should  document how the issues were 

resolved. 

With regard to the integrity of a client, matters that the firm considers include, for example: 

(i) The identity and business reputation of the client’s principal owners, key management, 
related parties and those charged with its governance. 

(ii) The nature of the client’s operations, including its business practices. 

(iii) Information concerning the attitude of the client’s principal owners, key management 

and those charged with its governance towards such matters as aggressive interpretation 

of accounting standards and the internal control environment. 

(iv) Whether the client is aggressively concerned with maintaining the firm’s fees as low 

as possible. 

(v) Indications of an inappropriate limitation in the scope of work. 

(vi) Indications that the client might be involved in money laundering or other criminal 

activities. 

(vii) The reasons for the proposed appointment of the firm and non-reappointment of the 

previous firm. 

The extent of knowledge a firm will have regarding the integrity of a client will generally  grow 

within the context of an ongoing relationship with that client. 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Matters to be considered with regard to integrity of a client: Only few Examinees have 

given correct answers while most of the Examinees wrongly mentioned about KYC and 

background of clients. 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Examples of amounts or other Items that may be included  in  the  other information: 

Majority of the Examinees did not answer the question although they correctly quoted SA 

720. Many Examinees produced extracts of Annual report and other irre levant matters. 
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Question 8 

Moon Ltd. is a dealer in electronic appliances. The Company has a centralized ware house at the 

outskirts of Mumbai. The Auditors of the company M/s J K Associates normally attend the physical 

verification of stocks carried out by the Management at the end of the financial year. However, on 

account of certain disturbances in the region, the physical inventory counting could not be carried 

out at the year end. The stock taking is decided to be done by management at some other date 

subsequently, after a month. In the light of the above facts: 

Enumerate the audit procedures to be considered by M/s J K Associates, if physical inventory 

counting is conducted at a date other than the date of the financial statements with reference to the 

relevant Standard on Auditing. (5 Marks, Nov-20) 

Answer 8 

As per SA 501 “Audit Evidence- Specific Considerations for Selected Items”, when inventory is material 
to the financial statements, the auditor shall obtain sufficient appropriate audit evidence regarding the 

existence and condition of inventory. 

• For practical reasons, the physical inventory counting may be conducted at a date, or dates, 

other than the date of the financial statements. This may be done irrespective of whether 

management determines inventory quantities by an annual physical inventory counting or 

maintains a perpetual inventory system. In either case, the effectiveness of the design, 

implementation and maintenance of controls over changes in inventory determines whether 

the conduct of physical inventory counting at a date, or dates, other than the date of the 

financial statements is appropriate for audit purposes. 

• If physical inventory counting is conducted at a date other than the date of the financial 

statements, the auditor, J K Associates, shall perform the following procedures: 

(A) Attendance at physical inventory counting, unless impracticable, to: 

(i) Evaluate management’s instructions and procedures for recording and controlling 

the results of the entity’s physical inventory counting; 

(ii) Observe the performance of management’s count procedures; 

(iii) Inspect the inventory; and 

(iv) Perform test counts; and 

(B) Performing audit procedures over the entity’s final inventory records to determine 
whether they accurately reflect actual inventory count results. 

➢ In addition to above, auditor shall also perform audit procedures to obtain audit evidence about 

whether changes in inventory between the count date and the date of the financial statements 

are properly recorded. 

➢ Relevant matters for consideration when designing audit procedures to obtain audit evidence 

about whether changes in inventory amounts between the count date, or dates, and the final 

inventory records are properly recorded include: 

1. Whether the perpetual inventory records are properly adjusted. 

2. Reliability of the entity’s perpetual inventory records. 

3. Reasons for significant differences between the information obtained during the 

physical count and the perpetual inventory records. 
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Question 9 

You are the auditor of PQR Ltd. which is in the business of supplying food products to various airline 

companies operating aircrafts in domestic circle only. As per terms of agreement with airlines, the 

company needs to stock various non-perishable food items for coming one month (average holding of 

inventory to the tune of INR 75 Crores). Also the payment terms have been settled and the company 

receives payment in 45days after the supply of goods. Everything was going-on well till the end of March 

2020 when pandemic Covid hit the world and everything came to a stand still. Aviation sector was hit hard 

and there were no flights from April 2020 onwards. Consequently, the business of PQR Ltd. also got 

severely affected and the scheduled supplies of goods to airlines also were not made. Also, the liquidity 

position of airline companies got hit and the scheduled payments were also not received on due dates. As 

the auditor of PQR Ltd. what audit procedures would you perform to ensure that all subsequent events 

are considered, so that financial statements for the year ended 31.03.2020 represent true and fair view? 

(5 Marks, Nov-20) 

Answer 9 

As per SA 560“Subsequent Events”, the auditor shall perform audit procedures designed to obtain 
sufficient appropriate audit evidence that all events occurring between the date of the financial 

statements and the date of the auditor’s report that require adjustment of, or disclosure in, the financial 
statements have been identified. The auditor is not, however, expected to perform additional audit 

procedures on matters to which previously applied audit procedures have provided satisfactory 

conclusions. 

➢ The auditor shall perform the procedures required in above paragraph so that they cover the 

period from the date of the financial statements to the date of the auditor’s report, or as near 
as practicable thereto. 

Being the auditor of PQR Ltd, to ensure that all subsequent events are considered so that 

financial statements for the year ending31.03.2020 represent true and fair view, the auditor 

shall take into account the auditor’s risk assessment in determining the nature and extent of 
such audit procedures, which shall include the following: 

(a) Obtaining an understanding of any procedures management has established to ensure 

that subsequent events are identified. 

(b) Inquiring of management and, where appropriate, those charged with governance as to 

whether any subsequent events have occurred which might affect the financial 

statements. 

(c) Reading minutes, if any, of the meetings, of the entity’s owners, management and those 
charged with governance, that have been held after the date of the financial statements 

and inquiring about matters discussed at any such meetings for which minutes are not 

yet available. 

(d) Reading the entity’s latest subsequent interim financial statements, if any. 
 

➢ When, as a result of the procedures performed as required above, the auditor identifies 

events that require adjustment of, or disclosure in, the financial statements, the auditor shall 

determine whether each such event is appropriately reflected in those financial statements. 
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Question 10 

GS & Co., Chartered Accountants, have been appointed Statutory Auditors of MAP Ltd. for the F.Y 2019-

20. The audit team has completed the audit and is in the process of preparing audit report Management 

of the company has also prepared draft annual report. 

Audit in-charge was going through the draft annual report and observed that the company has included 

an item in its Annual Report indicating downward trend in market prices of key commodities/raw material 

as compared to previous year. However, the actual profit margin of the company as reported in financial 

statements has gone in the reverse direction. Audit Manager discussed this issue with partner of the firm 

who in reply said that auditors are not covered with such disclosures made by the management in its 

annual report, it being the responsibility of the management. Do you think that the partner is correct in 

his approach on this issue. Discuss with reference to relevant Standard on Auditing the Auditor's duties 

with regard to reporting. (4 Marks, Nov-20) 

Answer 10 

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”, Descriptions of trends in 
market prices of key commodities or raw materials is an example of amounts or other Items that may be 

Included in the other information. 

The auditor’s discussion with management about a material inconsistency (or other information that 

appears to be materially misstated) may include requesting management to provide support for the basis 

of management’s statements in the other information. Based on management’s further information or 
explanations, the auditor may be satisfied that the other information is not materially misstated. For 

example, management explanations may indicate reasonable and sufficient grounds for valid differences 

of judgment. 

Auditor’s duties with regard to reporting in the given case are given hereunder: 

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: 

Agrees to make the correction, the auditor shall determine that the correction has been made; or Refuses 

to make the correction, the auditor shall communicate the matter with those charged with governance 

and request that the correction be made. 

Contention of the partner of the firm that auditors are not concerned with such disclosures made by the 

management in its annual report, is incorrect. 

Question 11 

Mr. X, while conducting audit of PQR Ltd, comes across certain transactions which according to him are 

significant transactions with related parties and identified to be outside the entity's normal course of 

business. Guide Mr. X with examples of such transactions and to understand the nature of significant 

transactions outside the entity's normal course of business. (5 Marks, NOV-20) 

Answer 11 

In the given case of PQR Ltd, Mr. X, while conducting audit has come across certain significant related 

party transaction which are identified to be outside the entity’s normal course of business. Mr. X wants 

guidance through examples of such significant transactions which are given in SA550 



 

Chapter 1 Auditing Standards, Statements and Guidance Notes 

1.10 

➢ As per SA550“ Related Parties”, examples of transactions outside the entity’s normal Course of 
business may include: 

1. Complex equity transactions, such as corporate restructurings or acquisitions. 

2. Transactions with offshore entities in jurisdictions with weak corporate laws. 

3. The leasing of premises or the rendering of management services by the entity to another 

party if no consideration is exchanged. 

4. Sales transactions with unusually large discounts or returns. 

5. Transactions with circular arrangements, for example, sales with a commitment to 

repurchase. 

6. Transactions under contracts whose terms are changed before expiry. 

 

Question 12 

PQ Limited, a listed entity, is in the business of manufacturing of specialty chemicals. The company has 

appointed CA Jazz as CFO of the company. CA Jazz is concerned about compliance with the provisions of 

laws and regulations that determine the reported amounts and disclosure in financial statements of PQ 

Limited. Accordingly, CA Jazz wants to implement such policies and procedures that can assist him in the 

prevention and detection of non-compliance with laws and regulations. Help CA Jazz by citing examples 

of such policies and procedures. (5 Marks, NOV-20) 

Answer 12 

In PQ Ltd, listed entity, CA Jazz has been appointed as CFO. PQ Ltd is in the business of manufacturing 

of specialty chemicals. CA Jazz is concerned about compliance with the provisions of Laws and 

regulations and wants to implement such policies and procedures that would assist him in prevention 

and detection of non-compliance with laws and regulations. CA Jazz is specifically wanting examples of 

types of policies and procedures that PQ Ltd may implement so that relevant laws and regulations are 

properly complied with. Such examples of policies and procedures are given in SA250. 

➢ As per SA 250, “Consideration of Laws and Regulations in an Audit of Financial Statements”, 

➢ The following are examples of the types of policies and procedures PQ Ltd. may implement to 

assist in the prevention and detection of non-compliance with laws and regulations: 

i. Monitoring legal requirements and ensuring that operating procedures are designed to 

meet these requirements. 

ii. Instituting and operating appropriate systems of internal control. 

iii. Developing, publicizing and following a code of conduct. 

iv. Ensuring employees are properly trained and understand the code of conduct. 

i. Monitoring compliance with the code of conduct and acting appropriately to discipline 

employees who fail to comply with it. 

ii. Engaging legal advisors to assist in monitoring legal requirements. 

iii. Maintaining a register of significant laws and regulations with which the entity has to 

comply within its particular industry and a record of complaints. 

Question 13 

In the course of audit of Quick Ltd, you suspect that the management has made misstatements in the 

financial statements intentionally to deceive the users and to succumb to pressures to meet market 
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expectations. Elucidate how the fraudulent financial reporting may be accomplished and also discuss the 

techniques of committing fraud by management over riding controls. (5 Marks, NOV-20) 

Answer 13 

In the given case, management of Quick Ltd has made intentional misstatements to deceive the users 

in order to meet market expectations. Auditor is suspecting such intentional behavior of the 

management and in such situations, SA 240 discusses how fraudulent financial reporting may be 

accomplished and also discusses techniques of committing fraud by management overriding controls. 

➢ As per SA 240 on “The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial 
Statements” 

Fraudulent financial reporting may be accomplished by the following: 

i. Manipulation, falsification (including forgery), or alteration of accounting records or 

supporting documentation from which the financial statements are prepared. 

ii. Misrepresentation in or intentional omission from, the financial statements of events, 

transactions or other significant information. 

iii. Intentional misapplication of accounting principles relating to amounts, classification, 

manner of     presentation, or disclosure. 

➢ Fraudulent financial reporting often involves management over ride of controls that otherwise 

may appear to be operating effectively. Fraud can be committed by management over riding 

controls using such techniques as: 

i. Recording fictitious journal entries, particularly close to the end of an accounting period, 

to manipulate operating results or achieve other objectives. 

ii. Inappropriately adjusting assumptions and changing judgments used to estimate account 

balances. 

iii. Omitting, advancing or delaying recognition in the financial statements of events and 

transactions that have occurred during the reporting period. 

iv. Concealing, or not disclosing, facts that could affect the amounts recorded in the financial 

statements. 

v. Engaging in complex transactions that are structured to misrepresent the financial position 

or financial performance of the entity. 

vi. Altering records and terms related to significant and unusual transactions. 

 

Question 14 

M/s SG & Co. Chartered Accountants were appointed as Statutory Auditors of XYZ Limited for 

the F.Y 2020-2021. The Company implemented internal controls for prevention and early 

detection of any fraudulent activity. Auditors carried out test of controls and found out no major 

observations. After the completion of audit, audit report was submitted by the auditors and 

audited results were issued. Fraud pertaining to  the area of  inventory came to light 

subsequently for the period covered by audit and auditors were asked to make submission as to 

why audit failed to identify such fraud.  Auditors submitted that because  of inherent limitations 

of audit, it is not possible to get persuasive evidence of certain matters like fraud. Do you think 

auditor made correct statement? Also discuss certain subject matters or assertions where it is 

difficult to detect material misstatements due to potential effects of inherent limitations.

 (5 Marks July 21) 
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Answer 14 

Certain assertions or subject matters where it is difficult to detect material misstatements due 

to potential effects of inherent limitations - 

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

Accordance with Standards on Auditing” and as per SQC 1 because of the inherent limitations of 

an audit, there is an unavoidable risk  that some  material misstatements of the financial 

statements may not be detected, even though the audit is properly planned and performed in 

accordance with SAs. 

Accordingly, the subsequent discovery of a material misstatement of the financial statements 

resulting from fraud or error does not by itself indicate a failure to conduct an audit in accordance 

with SAs. However, the inherent limitations of an audit are not a justification for the auditor to be 

satisfied with less-than-persuasive audit evidence. 

Whether the auditor has performed an audit in accordance with SAs is determined by the audit 

procedures performed in the circumstances, the sufficiency and appropriateness of the audit 

evidence obtained as a result thereof and the suitability of the auditor’s report based on an 

evaluation of that evidence in the light of the overall objectives of the auditor. 

In view of above, it can be concluded that auditors did not give correct statement. 

In the case of certain assertions or subject matters, the potential effects of the inherent limitations 

on the auditor’s ability to detect material misstatements are particularly significant. Such assertions 
or subject matters include: 

(i) Fraud, particularly fraud involving senior management or collusion. 

(ii) The existence and completeness of related party relationships and transactions. 

(iii) The occurrence of non-compliance with laws and regulations. 

(iv) Future events or conditions that may cause an entity to cease to continue as a going 

concern. 

 

Question 15 

MN & Associates, Chartered Accountants have been appointed as statutory Auditors of Cotton 

Ltd. for the F.Y 2020-2021. The Company is into the business of yarn manufacturing. For this 

purpose, cotton ginning is also done within the factory premises. Raw cotton is purchased from 

local market and processed in-house. The Company received a notice from the State 

Government to deposit market development fee for the  last 5 years to the tune of ` 10.00 

crores. The Company and all other organizations in the same business have not deposited the 

market development fee, taking shelter of an old circular issued by the Government. The trade 

association met with the government officials to resolve the matter and agreed to deposit the 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Examinees did not understand the requirement of the question and they wrongly concluded 

that  the contention of auditor was correct. Examinees failed to highlight  that inherent 

limitations of an audit are not a justification for the auditor to be satisfied with less-than-

persuasive audit evidence. Majority  of  examinees could not list out the assertions  or 

subject matters where it was difficult to detect material misstatements due to potential 

effects of inherent limitations. Lack of understanding of SA 200 was obvious in majority of 

cases. 
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same prospectively. However, the matter relating to payment of development fee for the last 5 

years is pending before the Government as at the end of the financial year. The Company, 

however, disclosed the same in notes to accounts, as contingent liability, without quantifying 

the effect and proper explanation. If the liability is provided in the books of accounts, entire 

reserves will be  wiped off. Auditor seeks your guidance as to how this disclosure affects them 

while forming an opinion on financial statements. (5 Marks July 21) 

 Answer 15 

Forming an opinion and reporting on financial statements – 

As per Ind AS 37, “Provisions, Contingent Liabilities and Contingent Assets”, an entity 

should disclose for each class of contingent liability at the end of the reporting period a  

brief description of the nature of the contingent liability and, where practicable . 

(a) an estimate of its financial effect, measured in the standard; 

(b) an indication of the uncertainties relating to the amount or timing of any outflow; and 

(c) the possibility of any reimbursement. 

SA – 700 - Forming an opinion and reporting on financial statements: 

The auditor shall evaluate whether in view of the requirements of the applicable financial 

reporting framework – 

(i) The financial statements adequately disclose the significant accounting policies 

selected and applied; 

(ii) The accounting policies selected and applied are consistent with the applicable 

financial reporting framework and are appropriate; 

(iii) The accounting estimates made by the management are reasonable; 

(iv) The information presented in the financial statements is relevant, reliable, 

comparable and understandable; 

(v) The financial statements provide adequate disclosures to enable the intended users 

to understand the effect of material transactions and events on the information 

conveyed in the financial statements. 

If financial statements prepared in accordance with the requirements of a fair 

presentation framework do not achieve fair presentation, the auditor shall discuss the 

matter with management and, depending on the requirements of the applicable financial 

reporting framework and how the matter is resolved, shall determine whether it is 

necessary to modify the opinion in the auditor’s report in accordance with SA 705. 

In the present case, auditor may consider modifying his opinion considering the financial 

effect of liability not disclosed properly. 

Question 16 

PQ Limited, a listed entity, headquartered in Mumbai and is having 15 branches all over India. The 

Company is in the business of buying paddy grown by farmers directly and processing to produce 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Examinees referred to Ind AS 37 but majority of  examinees did not explain how the auditor 

shall evaluate the requirements of the applicable financial reporting framework with 

reference to SA 700. However, examinees correctly concluded that auditor should modify his 

opinion if financial effects are not disclosed properly. 
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final products for selling in domestic as well as international  markets. PQ Limited appointed four 

firms of Chartered Accountants for audit of i ts head office and branches.   Your firm is one of those 

firms. It was agreed that your firm will act   as Principal auditor. 'What factors will  be  considered 

by  you while accepting the position of Principal auditor ? (5 Marks July 21) 

Answer 16 

(a) Factors to be considered while accepting the position of Principal auditor - 

SA 600 – Using the work of Another Auditor - 

While accepting the position of Principal Auditor, the auditor should consider whether the 

auditor's own participation is sufficient to be able to act as the principal auditor. 

For this purpose, the auditor would consider: 

(a) the materiality of the portion of the financial information which the principal auditor 

audits; 

(b) the principal auditor's degree of knowledge regarding the business of the components; 

(c) the risk of material misstatements in the financial information of the components 

audited by the other auditor; and 

(d) the performance of additional procedures as set out in this SA regarding the 

components audited by other auditor resulting in the principal auditor having 

significant participation in such audit. 

Question 17 

HK & Co. Chartered Accountants have been auditors of SAT Ltd  (a  listed entity) for the last 8 

financial years. CA. H, partner of the firm, has been handling the audit assignment very well 

since the appointment. The audit work of CA. H and her team is reviewed by a senior partner 

CA. K to assure that audit is performed in accordance with professional standards and regulatory 

and legal requirements. CA. K was out of India for some personal reasons, so this year CA. G has 

been asked to review the audit work. In your opinion, what areas CA. G should consider at the 

time of review. List any four areas and also comment whether firm is complying with Standard 

on Quality Control or not. (5 Marks July 21) 

Answer 17 

Compliance with Standard on Quality Control on review of audit work - 

As per SQC 1, an engagement quality control review for audits of financial statements of 

listed entities includes considering the following: 

(i) The work has been performed in accordance with professional standards and 

regulatory and legal requirements; 

(ii) Significant matters have been raised for further consideration; 

(iii) Appropriate consultations have taken place and the resulting conclusions have been 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Even though examinees correctly referred to SA 600 but majority of them misunderstood 

the question and wrongly discussed on the areas for relying on the work of other auditor 

instead of explaining the factors to be  considered  while  accepting the position  of Principal 

Auditor. 
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documented and implemented; 

(iv) There is a need to revise the nature, timing and extent of work performed; 

(v) The work performed supports the conclusions reached and is appropriately 

documented; 

(vi) The evidence obtained is sufficient and appropriate to support the report; and 

(vii) The objectives of the engagement procedures have been achieved. 

The firm should establish policies and procedures: 

(i) Setting out criteria for determining the need for safeguards to reduce the familiarity 

threat to an acceptable level when using the same senior personnel on an assurance 

engagement over a long period of time; and 

(ii) For all audits of financial statements of listed entities, requiring the rotation of the 

engagement partner after a specified period in compliance with the Code. 

The familiarity threat is particularly relevant in the context of financial statement audits of 

listed entities. For these audits, the engagement partner should be rotated after a pre- 

defined period, normally not more than seven years. 

From the facts given in the question and from the above stated paras of SQC 1, it can be 

concluded that  firm is not complying with SQC 1 as Engagement Partner H is continuing  for 

more than 7 years. 

 

Question 18 

GHK Associates, Chartered Accountants, conducting the audit of PBS Ltd., a listed company for 

the year ended 31.03.2020 is concerned with the presentation and disclosure of segment 

information included in Company's Annual Report. GHK Associates want to ensure that methods 

adopted by management for determining segment information have resulted in disclosure in 

accordance with the applicable financial reporting framework. Guide GHK Associates with 

'Examples of Matters' that may be relevant when obtaining an understanding of the methods 

used by the management with reference to the relevant Standards on Auditing. (5 Marks, Jan 

‘21) 
 

Answer 18 

The auditors, GHK Associates wanted to ensure and obtain sufficient appropriate audit evidence 

regarding the presentation and disclosure of segment information in accordance with the 

applicable financial reporting framework by obtaining an understanding of the methods used by 

management in determining segment information. SA 501 guides in this regard. As per SA 501- 

“Audit Evidence—Specific Considerations for Selected Items”, example of matters that may be 

relevant when obtaining an understanding of the methods used by management in determining 

segment information and whether such methods are likely to result in disclosure in accordance 

with the applicable financial reporting framework include: 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Most of the examinees did not highlight regarding the rotation  of  the  engagement partner 

for a maximum period of seven years and hence  the  firm  is  not  complying  with  SQC 1. 
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(i) Sales, transfers and charges between segments, and elimination of inter-segment 

amounts. 

(ii) Comparisons with budgets and other expected results, for example, operating profits as 

a percentage of sales. 

(iii) The allocation of assets and costs among segments. 

(iv) Consistency with prior periods, and the adequacy of the disclosures with respect to 

inconsistencies. 
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Chapter 2 

Audit Planning Strategy & Execution 

Question 1 

Mr. Ram Kapoor, Chartered Accountant, has been appointed as the statutory auditor by XYZ 

Private Limited for the audit of their financial statements for the year 2018-19. The company 

has mentioned in the audit terms that they will not be able to provide internal  audit reports to 

Mr. Ram during the course of audit. Further, company also imposed some limitation on scope 

of Mr. Ram. 

What are the preconditions Mr. Ram should ensure before accepting/ refusing the proposal? 

Also advise, whether Mr. Ram should accept the proposed audit engagement? (Nov 19) 

 

Answer 1 

As per SA 210 “Agreeing the Terms of Audit Engagements”, in order to establish whether the 

preconditions for an audit are present, the auditor shall: 

(a) Determine whether the financial reporting framework to be applied in the preparation of 

the financial statements is acceptable; and 

(b) Obtain the agreement of management that it acknowledges and understands its 

responsibility 

(i) For the preparation of the financial statements in accordance with the applicable 

financial reporting framework, including where relevant their fair presentation; 

(ii) For such internal control as management determines is necessary to enable the 

preparation of financial statements that are free from material misstatement, whether 

due to fraud or error; and 

(iii) To provide the auditor with: 

a. Access to all information of which management is aware that is relevant to the 

preparation of the financial statements such as records, documentation and other 

matters; 

b. Additional information that the auditor may request from management for the 

purpose of the audit; and 

c. Unrestricted access to persons within the entity from whom the auditor determines it 

necessary to obtain audit evidence. 

Further, if management or those charged with governance impose a limitation on the scope of 

the auditor’s work  in the terms of a proposed audit engagement such that  the auditor believes 

the limitation will result in the auditor disclaiming an opinion on the financial statements, the 

auditor shall not accept such a limited  engagement as  an audit engagement, unless required 

by law or regulation to do so. 

In addition if the preconditions for an audit are not present, the auditor shall discuss the matter 

with management. Unless required by law or regulation to do so, the auditor shall not accept 

the proposed audit engagement. 

In the instant case, Mr. Ram should not accept the appointment as statutory auditor of XYZ 

Private Limited due to limitation imposed on his scope of work. 

 

Question 2 

Write a short note on : Contents of an audit plan. (Nov 20) 



 

 

Chapter 2 Audit Planning Strategy & Execution 

2.2 

Answer 2 

Contents of an Audit Plan: The auditor shall develop an audit plan that shall include a description 

of- 

(i) The nature, timing and extent of planned risk assessment procedures, as determined 

under SA 315 “Identifying and Assessing the Risks of Material Misstatement through 

Understanding the Entity and Its Environment”. 

(ii) The nature, timing and extent of planned further audit procedures at the assertion level, 

as determined under SA 330 “The Auditor’s Responses to Assessed Risks”. 

(iii) Other planned audit procedures that are required to be carried out so that the 

engagement complies with SAs. 

The audit plan is more detailed than the overall audit strategy that includes the nature, timing 

and extent of audit procedures to be performed by engagement team members. Planning for 

these audit procedures takes place over the course of the audit as the audit plan for the 

engagement develops. For example, planning of the auditor's risk assessment procedures occurs 

early in the audit process. However, planning the nature, timing and extent of specific further 

audit procedures depends on the outcome of those risk assessment procedures. In addition, the 

auditor may begin the execution of further audit procedures for some classes of transactions, 

account balances and disclosures before planning all remaining further audit procedures. 

 

Question 3 

Below is an extract from the list of supplier statements as at 31st March 2020 held by t he 

Company and corresponding payables ledger balances at the same date along with some 

commentary on the noted differences: 

 

Supplier Statement 

balance 

`'000 

Payables ledger 

balance 

`'000 

Cete Company 80 60 

Lice Company 185 115 

The difference in the balance of Cete Company is due to an invoice which is under dispute due 

to defective goods which were returned on 30th March 2020. Which of the following audit 

procedures should be carried out to confirm the balance owing to Cete Company? 

(I) Review post year-end credit notes for evidence of acceptance of return. 

(II) Inspect pre year-end goods returned note in respect of the items sent back to the supplier. 

(III) Inspect post year-end cash book for evidence that the amount has been settled. 

(a) 1, 2 and 3. 

(b) 1 and 3 only. 

(c) 1 and 2 only. 

(d) 2 and 3 only. 

(May 21) 

Answer 3 

The answer is (c). 
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Audit Planning Strategy & Execution 

 

Question 1 

CA Sameer, after developing the audit strategy for Menka Ltd., develops  an audit plan but finds a need  

to revise the materiality levels set earlier and therefore a deviation  from the already set audit strategy  

is  felt necessary. In this case, he should 

(a) Continue with the Audit Plan without considering the Audit Strategy 

(b) Drop the audit and withdraw from the engagement 

(c) First Modify the audit strategy and thereafter prepare the audit plan according to the  modified 

strategy. 

(d) Devise a new audit plan and then, change the strategy as per the Revised Plan. (1 Marks, Oct 19) 

Answer 1 

(c) First Modify the audit strategy and thereafter prepare the audit plan  according to  the  modified 

strategy. 

 

Question 2 

An auditor’s expert may be either an auditor’s internal or an external expert. Which of the following 

cannot be an auditor’s internal expert? 

(a) Partner of the Auditor’s Firm 

(b) Temporary Staff of the Auditor’s Firm 

(c) Permanent Staff of Auditor’s Network Firm 

(d) A Prospective CA, soon to  join the Auditor’s Firm  as  a Partner. (1 Marks, Oct 19) 

Answer 2 

(d) A Prospective CA, soon to join the Auditor’s Firm as a Partner 

 

Question 3 

OPQ Ltd is in the software consultancy business. The company had large balance of accounts receivables 

in the past years which have been assessed as area of high risk. For the year ended 31 March 2019, in 

respect of the valuation of accounts receivable, the statutory auditor  was assigned with the checking of 

accuracy of the aging of the accounts receivables and provision based on ageing, to the internal auditor 

providing direct assistance to  him. Comment. (4 Marks, Oct 19) 

Answer 3 

As per SA 610 Using the Work of Internal Auditor, the external auditor  (Statutory  Auditor)  shall not  use 

internal auditors to provide direct assistance to perform procedures that: 

a. Involve making significant judgments in the audit; 

b. Relate to higher assessed risks of material misstatement where the judgment required in 

performing the relevant audit procedures or evaluating the audit evidence  gathered  is more than 
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limited; 

c. Relate to work with which the internal auditors have been  involved  and which has  already been, 

or will be, reported to management or those charged with governance by the internal audit 

function; or 

d. Relate to decisions the external auditor makes in accordance with this SA regarding  the internal 

audit function and the use of its work or direct assistance. 

In the given case where the valuation of accounts receivable is assessed as an area of higher risk, the 

statutory auditor could assign the checking of the accuracy of the aging to an internal auditor providing 

direct assistance. However, because the evaluation of the adequacy of  the  provision based on the 

aging would involve more than limited judgment, it would not be appropriate to assign that latter 

procedure to an internal auditor providing direct assistance. 

 

Question 4 

Mr. Shah is reviewing the anti-fraud controls for a construction company.  The  company  has witnessed 

a few frauds in the past mainly in the nature of material stolen from the sites and fake expense vouchers. 

Mr. Shah is evaluating  options for verifying  the process in detecting  fraud and the corrective action  to 

be taken in such cases. As an expert, you are required  to  advise  Mr. Shah as  how inventory  fraud 

occurs and the verification procedure to be followed for detecting the same. (5 Marks, Oct 19) 

 

Answer 4 

Inventory frauds - Inventory frauds are many and varied but here we are concerned with 

misappropriation of goods and their concealment. 

(i) Employees may simply remove goods from the premises. 

(ii) Theft of goods may be concealed by writing them off as damaged goods, etc. 

(iii) Inventory records may be manipulated by employees who have committed theft so that book 

quantities tally with the actual quantities of inventories in hand. 

Verification Procedure for Defalcation of inventory - It may be of trading stock, raw materials, 

manufacturing stores, tools or of other similar items (readily) capable of conversion into cash. The loss 

may be the result of a theft by an employee once or repeatedly over a long period, when the same have 

not been detected. Such thefts usually are possible  through  collusion among a number of persons. 

Therefore, for their  detection, the  entire  system  of receipts, storage  and  despatch  of  all goods, etc. 

should be reviewed to localise the weakness in the system. 

The determination of factors which have been responsible for the theft  and  the  establishment of guilt 

would be difficult in the absence of: 

(a) a system of inventory control,  and existence  of detailed  record of the  movement of inventory, 

or 

(b) availability of sufficient data from which such a record can be constructed. 

The first step in such an investigation is to establish the different items of inventory defalcated and their 

quantities by checking physically the quantities in inventory held and those shown by the Inventory 

Book. 

Afterwards, all the receipts and issues of inventory recorded  in  the  Inventory  Book  should  be verified 

by reference to entries in the Goods Inward and Outward Registers and the documentary evidence as 

regards purchases and sales. This would reveal the particulars of  inventory  not  received but paid for as 
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well as that issued but not charged to customers. Further, entries in respect  of returns, both inward and 

outward, recorded in the financial books should be checked with corresponding entries in the Inventory 

Book. Also, the totals of the Inventory  Book  should  be checked. Finally, the shortages observed on 

physical verification of inventory should be reconciled with the discrepancies observed on checking the 

books in the  manner mentioned above.  In  the case of an industrial concern, issue of  raw materials,  

stores  and tools  to  the factory  and receipts  of manufactured goods in the godown also should be 

verified with relative source documents. 

Defalcations of inventory, sometimes, also  are  committed by the  management, by diverting  a  part of 

production and the  consequent shortages  in production being adjusted by inflating  the wastage  in 

production; similar defalcations of inventories and stores are covered up by inflating quantities issued 

for production. For detecting such shortages, the investigating accountant should take assistance of an 

engineer. For that he will be more conversant  with factors  whic h are responsible  for shortage in 

production and thus will be able to correctly determine the extent to  which the shortage in production 

has been inflated. In this regard, guidance can also be taken from  past records showing the extent of 

wastage in production in the past. Similarly,  he  would  be able  to better judge whether the material 

issued for production was excessive and, if so to what extent. 

The per hour capacity of the machine and the time that it took to complete one cycle of production, also 

would show whether the issues have been larger than those required. 

 

 

 

Question 5 

Which among the following is not a factor for determining the necessity to use an auditor’s expert 

to assist in obtaining sufficient appropriate audit evidence? 

(a) The use of a management’s expert by the management in preparing the financial statements  

(b) The presence of an internal audit function and verification of the subject matter by them. 

(c) The nature and significance of matter including its complexity. 

(d) The risk of material misstatement in the matter. (1 Marks, May 20) 

Answer 5 

The answer is (b). 

 

Question 6 

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. 
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(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 (1 Marks, Oct 20) 

Answer 6 

The answer is (c). 

 

Question 7 

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 (1 Marks, Oct 20) 

 

Answer 7 

The answer is (a). 

 

Question 8 

Rajul Ltd had a net worth of INR 2500 crores because of which Ind AS became applicable to them. The 

company had various derivative contracts – options, forward contracts, interest rate swaps  etc. which 

were required to be fair  valued for which company got the fair valuation done  through  an external 

third party. The statutory auditors of the company involved an auditor’s expert to audit valuation of 

derivatives. Auditor and auditor’s expert were new to each other i.e., they were working for the first 

time together but developed a good bonding during the course of the audit. The auditor did not enter 

into  any formal agreement with  the auditor’s expert. Please advise. (5 Marks, March’ 21) 

Answer 8 
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As per SA 620, Using the work of an Auditor’s Expert, the nature, scope and objectives of the 
auditor’s expert’s work may vary considerably with the circumstances, as may the respective roles 
and responsibilities of the auditor and the auditor’s expert, and the nature, timing and extent of 

communication between the auditor and the auditor’s expert. It is therefore required that these 
matters are agreed between the auditor and the auditor’s expert. 

In certain situations, the need for a detailed agreement in writing is required like - 

a. The auditor’s expert will have access to sensitive or confidential entity information. 
b. The matter to which the auditor’s expert’s work relates is highly complex. 
c. The auditor has not previously used work performed by that expert. 

d. The greater the extent of the auditor’s expert’s work, and its significance in the context of the 

audit. 

In the given case, considering the complexity involved in the valuation and volume of derivatives 

and also due to the fact that the auditor and auditor’s expert were new to each other, auditor should 

have signed a formal agreement/ engagement letter with the auditor’s expert in respect of the work 
assigned to him. 

 

Question 9 

Entertainment Paradise, a movie theatre complex, is the foremost theatre located in Chennai. Along 

with the sale of tickets over the counter and online booking, the major proportion of income   is from 

the cafe, shops, pubs etc. located in the complex. Its other income includes advertisements exhibited 

within/outside the premises such as hoardings, banners, slides, short films etc. The  facility for parking 

of vehicles is also provided in the basement of the premises. 

Entertainment Paradise appointed your firm as the auditor of the entity. Being the head of the audit 

team, you are, therefore, required to draw an audit programme initially in respect of  its  revenue and 

expenditure considering the above mentioned facts along with other relevant points relating to a 

complex. (5 Marks, March 21) 

Answer 9 

Audit Programme of Movie Theatre Complex: 

a. Peruse the Memorandum of Association and Articles of Association of the entity. 

b. Ensure the object clause permits the entity to engage in this type of business. 

c. In the case of income from sale of tickets: 

i. Verify the control system as to  how it is ensured that the collections on  sale  of tickets  of 

various shows are properly and accurately accounted. 

ii. Verify the system relating to online booking of various shows and the system of realization of 

money. 

iii. Check that there is overall system of reconciliation of collections with the number of  seats 

available for different shows in a day. 

d. Verify the internal control system and its effectiveness relating to the income from café,  shops, 

pubs, game zone etc., located within the multiplex. 

e. Verify the system of control exercised relating to the income receivable from advertisements 

exhibited within the premises and inside the hall such as hoarding, banners, slides, short  films 

etc. 
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f. Verify the system of collection from  the parking areas in respect of the vehicles parked by   the 

customers. 

g. In the case of payment to the distributors verify the system of payment which may be either 

through out right payment or percentage of  collection or  a combination of  both. Ensure at  the 

time of settlement, any payment of advance made to the distributor is also adjusted  against 

the amount due. 

h. Verify the system of payment of salaries and other benefits to  the employees  and  ensure that 

statutory requirements are complied with. 

i. Verify the payments effected in respect of the maintenance of the building and ensure the same 

is in order. 

j. Verify the insurance premium paid and ensure it covers the entire assets. 

 

Question 10 

The audit team has obtained the following results from the trade receivables circularization of 

Nemi Co for the year ended 31 March 2021. 

Customer Balance as per 

sales ledger 

Balance as per 

customer 

confirmation 

Comment 

 Rs. Rs.  

AM Co 2,25,000 2,25,000  

AN Co 3,50,000 2,75,000 Invoice raised on 29 March 2021 

AO Co 6,20,000 4,80,000 Payment made on 30 March 2021 

AP Co 5,35,000 5,35,000 A balance of Rs. 45,000 is currently 

   being disputed by AP Co. 

AR Co 1,78,000 No reply  

Which of the following statements in relation to the results of the trade receivables 

circularization is TRUE? 

(a) No further audit procedures need to be  carried out in  relation to  the outstanding balances 

with  AM Co. and AP Co. 

(b) The difference in relation to AN Co. represents a timing difference and should be agreed to 

a pre- year-end invoice. 

(c) The difference in relation to AO Co. represents a timing difference and should be agreed to 

pre- year-end bank statements. 

(d) Due to the non-reply, the balance with AR Co. cannot be verified and a different customer 

balance should be selected and circularized. (1 Marks, April 21) 

Answer 10 

The Answer is the (b) 

 

Question 11 

You are the audit manager of Ranker & Co are responsible for the audit work to be  managed for 

the  fixed assets of the company. Ranker & Co has 5 properties amounting to Rs.11.5 crore. One 

of the important tasks ahead for you is to confirm the ownership of these properties. 
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Which of the following would provide the most persuasive evidence of the ownership? 

(a) To conduct a physical inspection of all the properties located at different areas. 

(b) To ask the management registration documents of these properties and inspect and verify 

them. 

(c) To check whether all the properties are recorded properly in the fixed asset register and 

depreciation has been calculated correctly. 

(d) Enquire with the management if these properties are insured and review the insurance 

documentation. (1 Marks April 21) 

Answer 11 

The Answer is the (b) 

 

Question 12 

During the process of extracting the exception reports, the auditors noted numerous purchase 

entries without valid purchase orders. In terms of percentage, about 40% of purchases were made 

without valid purchase orders whereas few purchase orders were validated after the actual 

purchase. Also, there was no reconciliation between the goods received and the goods ordered. 

You are required to briefly explain the audit procedures to address the validity of account balance 

level. (4 Marks, April 21) 

 

Answer 12 

In the given scenario, the auditors noted numerous purchase entries  without  valid  purchase 

orders during the process of extracting the exception reports. Further, in terms of  percentage, 

about 40% of purchases were made without valid purchase orders and also few purchase orders 

were validated after the actual purchase. Also there was no reconciliation between the goods 

received and the goods ordered. 

Audit Procedures: The following procedures may address the validity of the account balance: 

• Make a selection of the purchases, review correspondence with the vendors, purchase 

requisitions (internal document) and reconciliations of their accounts. 

• Review Vendor listing along with the ageing details. Follow up the material amounts paid 

before the normal credit period and analyses the reasons for exceptions. 

• Meet with the company's Purchase officer and obtain responses to  our  inquiries regarding  

the purchases made without purchase orders. 

• Discuss the summary of such issues with the client. 

 

Question 13 

Mr. S & Mr. J are a senior and junior articled assistant respectively, in a renowned audit firm. 

Both were assigned statutory audit of a manufacturing company. Mr. S instructed his junior to 

draft an audit plan by taking reference from a similar client (a partnership f irm) who was 

engaged in the same business. Mr. J was confused as to how that reference could suit in this 

case, since the nature and extent of planning would vary for both clients. After few days, the 

audit work commenced. During the course of the audit, certain events took place, which made 

Mr. J to rethink about the audit plan initially designed. He approached Mr. S and enquired 
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about when would an audit plan require a change. Comment about both the situations face by 

Mr. J in the above situation. (5 Marks Oct 21) 

Answer 13 

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

accordance with Standards on Auditing”  states  that in order to  achieve  the overall objectives 

of the audit, the auditor shall use the objectives stated in relevant SAs in planning and 

performing the audit. Without a careful plan, the overall objective of an audit may not be 

achieved. The audit planning is necessary to conduct an effective audit, in an efficient and 

timely manner.  So far  as   the nature of planning is concerned, it would vary according to- 

(i) Size and Complexity of the Auditee  -  If the size and complexity of organization of which  

audit is to be conducted is large, then much more planning activities would be required 

as compared to an entity whose size and complexity is small. 

(ii) Past Experience & Expertise - The key engagement team members’ previous 

experience & expertise also contributes towards variation in planning activities. 

(iii) Change in Circumstances - Another factor contributing towards  variation  in  planning 

activities is change in circumstances. 

Changes to Audit Planning: The auditor should update and change  the overall  audit  

strategy and audit plan as necessary during the course of the audit. The auditor may need 

to modify the overall audit strategy and audit plan due to the factors such as (i) result of 

unexpected events, (ii) changes in conditions, or (iii) the audit evidence obtained from the 

results of audit procedures. 

Further, the auditor would also have to modify the nature, timing & extent of further audit 

procedures, based on the revised considerations of assessed risks. This may be the case 

when information coming to the auditor differs significantly from the information when he 

planned the  audit process. 

In addition to the above, there may be possibilities of change in law, notifications, 

government policies, which warrants updation of overall audit strategy and audit plan. 

 

Question 14 

You have been appointed as auditor of ARHAM Ltd. After having determined the audit 

objectives, now you have been requested to draft audit criteria. What are the sources that you 

will use while doing the task? (5 Marks Oct 21) 

Answer 14 

Determining Audit Criteria - Audit criteria are the standards used  to  determine  whether  a  

program meets or exceeds expectations. It provides a context for understanding the results of 

the audit. Audit criteria are reasonable and attainable standards of performance against which 

economy, efficiency and effectiveness of programmes and activities can be assessed. 

The audit criteria may be sought to be obtained from the following sources: 

(i) procedure manuals of the entity. 

(ii) policies, standards, directives and guidelines. 

(iii) criteria used by the same entity or other entities in similar activities or programmes. 

(iv) independent expert opinion and know how. 
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(v) new or established scientific knowledge and other reliable information. 

(vi) general management and subject matter literature and research papers. 
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Audit Planning Strategy & Execution 

Question 1 

CA Dabu has been appointed as an auditor of M/s MAP Technocraft Ltd. to conduct statutory 

audit. While conducting audit, he came across some difficulties which the management could not 

explain to him properly and, therefore, he decided to take services of Mr. Jay, an engineering 

consultant. Mr.   Jay performed his work and submitted details to CA Dabu. State the specific 

procedure which CA Dabu should follow to evaluate the adequacy of work performed by Mr. Jay.

 (5 Marks, May ‘19) 
Answer 1 

Evaluating the Adequacy of the Auditor’s Expert’s Work: As per SA 620 on “Using the Work of 

an Auditor’s Expert”, specific procedures to evaluate the adequacy of the auditor’s expert’s 

work for the auditor’s purposes may include: 

(i) Inquiries of the auditor’s expert. 

(ii) Reviewing the auditor’s expert’s working papers and reports. 

(iii) Corroborative procedures, such as: 

• Observing the auditor’s expert’s work; 

• Examining published data, such as statistical reports from reputable, authoritative 

sources; 

• Confirming relevant matters with third parties; 

• Performing detailed analytical procedures; and 

• Re-performing calculations. 

(iv) Discussion with another expert with relevant expertise when, for example, the findings 

or conclusions of the auditor’s expert are not consistent with other audit evidence. 

(v) Discussing the auditor’s expert’s report with management. 

Therefore, as per SA 620 on “Using the Work of an Auditor’s Expert”, the auditor shall evaluate 

the adequacy of the auditor’s expert’s work for the auditor’s purposes, including: 

(i) The relevance and reasonableness of that expert’s findings or conclusions, and their 

consistency with other audit evidence; 

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

and reasonableness of those assumptions and methods in the circumstances; and 

(iii) If that expert’s work involves the use of source data that is significant to that expert’s 

work, the relevance, completeness, and accuracy of that source data. 

If the auditor determines that the work of the auditor’s expert is not adequate for the auditor’s 

purposes, the auditor shall: 

(i) Agree with that expert on the nature and extent of further work to be performed by 

that expert; or 

(ii) Perform further audit procedures appropriate to the circumstances. 

 

Question 2 

A professional accountant is often required to give certificates or report for special purposes 

required by various authorities and statute and he needs to take careful evaluation of such 
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engagement. However, issuing such special purpose certificates or reports has some inherent 

limitations which could limit his review and evaluation. Enumerate some of the limitations 

associated with such special purpose report or certificates.                                 (5 Marks, May ‘19) 

Answer 2 

Inherent Limitations: A practitioner is expected to provide either a reasonable assurance (about 

whether the subject matter of examination is materially misstated) or a limited assurance (stating 

that nothing has come to the practitioner’s attention that causes the practitioner to believe that 

the subject matter is materially misstated) since it is difficult to reduce engagement risk to zero 

due to inherent limitations of the audit. The inherent limitations could arise from: 

(i) the nature of financial reporting; 

(ii) the use of selective testing; 

(iii) the inherent limitations of internal controls; 

(iv) the fact that much of the evidence available to the practitioner is persuasive rather 

than conclusive; 

(v) the nature of procedures to be performed in a specific situation; 

(vi) the use of professional judgment in gathering and evaluating evidence and forming 

conclusions based on that evidence; 

(vii) in some cases, the characteristics of the underlying subject matter when evaluated or 

measured against the criteria; and 

(viii) the need for the engagement to be conducted within a reasonable period of time and 

at a reasonable cost. 

Therefore, whenever a practitioner is required to give a “certificate” or a “report” for special 
purpose, the practitioner needs to undertake a careful evaluation of the scope of the engagement, 

i.e., whether the practitioner would be able to provide reasonable assurance or limited 

assurance on the subject matter. 

 

Question 3 

Cineplex, a movie theatre complex, is the foremost theatre located in Delhi. Along with the 

sale of tickets over the counter and online booking, the major proportion of income is from the 

cafe, shops, pubs etc. located in the complex. Its other income includes advertisements exhibited 

within/outside the premises such as hoardings, banners, slides, short films etc. The facility for 

parking of vehicles is also provided in the basement of the premises. Cineplex appointed your firm 

as the auditor of the entity. Being the head of the audit team, you are, therefore, required to draw 

an audit programme initially in respect of its revenue and expenditure considering the above 

mentioned facts along with other relevant points relating to a complex. (5 Marks, Nov ‘19) 
Answer 3 

Audit Programme of Movie Theatre Complex: 

(i) Peruse the Memorandum of Association and Articles of Association of the entity. 

(ii) Ensure the object clause permits the entity to engage in this type of business. 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Inherent Limitations: Examinees exhibit lack of understanding of the question and failed to 

answer the same correctly. 
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(iii) In the case of income from sale of tickets: 

(1) Verify the control system as to how it is ensured that the collections on sale of 

tickets of various shows are properly accounted. 

(2) Verify the system of relating to online booking of various shows and the system 

of realization of money. 

(3) Check that there is overall system of reconciliation of collections with the number 

of seats available for different shows on a day. 

(iv) Verify the internal control system and its effectiveness relating to the income from café, 

shops, pubs, game zone etc., located within the multiplex. 

(v) Verify the system of control exercised relating to the income receivable from 

advertisements exhibited within the premises and inside the hall such as hoarding, 

banners, slides, short films etc. 

(vi) Verify the system of collection from the parking areas in respect of the vehicles parked 

by the customers. 

(vii) In the case of payment to the distributors verify the system of payment which may 

be either through out right payment or percentage of collection or a combination of 

both. Ensure at the time of settlement any payment of advance made to the distributor 

is also adjusted against the amount due. 

(viii) Verify the system of payment of salaries and other benefits to the employees and 

ensure that statutory requirements are complied with. 

(ix) Verify the payments effected in respect of the maintenance of the building and ensure 

the same is in order. 

(x) Verify the insurance premium paid and ensure it covers the entire assets. 

Question 4 

Mr. X has been appointed as an auditor of M/s ABC Ltd., Mr. X wants to be satisfied about the 

sufficiency and appropriateness of 'Opening Balances' to ensure that they are free from 

misstatements. Lay down the audit procedure, Mr. X should follow, in the initial audit engagement 

of M/s ABC Ltd. Also suggest the approach to be followed regarding mention in the audit report 

if Mr. X is not satisfied about the correctness of 'Opening Balances'? (4 Marks, Nov ‘19) 
Answer 4 

Audit Procedures to be followed in case of initial audit engagement: As per SA 510, the auditor shall 

obtain sufficient appropriate audit evidence about whether the opening balances contain 

misstatements that materially affect the current period’s financial statements by: 

(i) Determining whether the prior period’s closing balances have been correctly brought 

forward to the current period or, when appropriate, any adjustments have been 

disclosed as prior period items in the current year’s Statement of Profit and Loss; 

(ii) Determining whether the opening balances reflect the application of appropriate 

accounting policies; and 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Audit Programme of Movie Theatre Complex: Majority of the Examinees wrote extremely good 

answer while a few Examinees gave irrelevant points about capital  expenditure and other audit 

procedure besides various taxes and balance sheet items . 
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EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Audit Procedures to be followed in case of Initial Audit Engagement - SA-510: Majority of the 

Examinees could not answer to the point and gave irrelevant answers besides many Examinees 

omitted the approach to be followed regarding mention in the Audit report. 

 

(iii) Performing one or more of the following: 

(1) Where the prior year financial statements were audited, perusing the copies of 

the audited financial statements including the other relevant documents relating 

to the prior period financial statements; 

(2) Evaluating whether audit procedures performed in the current period provide 

evidence relevant to the opening balances; or 

(iv) Performing specific audit procedures to obtain evidence regarding the opening 

balances. 

Approach to be followed regarding mention in the Audit Report: If the auditor is unable to obtain 

sufficient appropriate audit evidence regarding the opening balances, the auditor shall express a 

qualified opinion or a disclaimer of opinion, as appropriate. Further, If the auditor concludes that 

the opening balances contain a misstatement that materially affects the current period’s financial 
statements, and the effect of the misstatement is not properly accounted for or not adequately 

presented or disclosed, the auditor shall express a qualified opinion or an adverse opinion. 
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Question 1 

(a) “ABC & Co.” is an Audit Firm having partners “Mr. A”, “Mr. B” and “Mr. C”, Chartered 

Accountants. “Mr. A”, “Mr. B” and “Mr. C” are holding appointment as an Auditor in 4,  6 

and 10 Companies respectively. 

(i) Provide the maximum number of Audits remaining in the name of “ABC & Co.” 

(ii) Provide the maximum number of Audits remaining in the name of individual partner 

i.e. Mr. A, Mr. B and Mr. C. 

(iii) Can ABC & Co. accept the appointment as an auditor in 60 private companies having 

paid-up share capital less than ` 100 crore which has not committed default in filing its 

financial statements under section 137 or annual return under section 92 of the 

Companies Act with the Registrar, 2 small companies and 1 dormant company? 

(iv) Would your answer be different, if out of those 60 private companies, 45 companies 

are having paid-up share capital of ` 110 crore each? 

(b)  Bhishm Limited decided to appoint Mr. Rajvir, chartered accountant, as the branch auditor 

for the audit of its Lucknow branch accounts for the year 2018-19. The decision to appoint 

branch auditor was taken by way of Board Resolution in the meeting of Board of Directors of 

the company, held in April 2018, subject to shareholders’ approval in AGM of the company 
scheduled to be held in June 2018. Meanwhile, the Principal Auditor of the company raised 

an objection that the branch auditor cannot be appointed without his consent. Advise, 

whether the objection raised by company auditor is valid. (Nov 19) 

Answer 1 

(a) Fact of the Case: In the instant case, Mr. A is holding appointment in 4 companies, whereas 

Mr. B is having appointment in 6 Companies and Mr. C is having appointment in 10 

Companies. In aggregate all three partners are having 20 audits. 

Provisions and Explanations: As per section 141(3)(g) of the Companies Act, 2013, a person 

shall not be eligible for appointment as an auditor if he is in full time  employment elsewhere 

or a person or a partner of a firm holding appointment as its auditor, if such person or partner 

is at the date of such appointment or reappointment holding appointment as auditor of more 

than twenty companies other than one person companies, dormant companies, small 

companies and private companies having paid-up share capital less than ` 100 crore (private 

company which has not committed a default in filing its financial statements under section 137 

of the said Act or annual return under section 92 of the said Act with the Registrar).  

As per section 141(3)(g), this limit of 20 company audits is per person. In the case of an audit 

firm having 3 partners, the overall ceiling will be 3 × 20 = 60 company audits. Sometimes, a 

chartered accountant is a partner in a number of auditing firms. In such a case, all the firms in 

which he is partner or proprietor will be together entitled to 20 company audits on his account. 

Conclusion: 

(i) Therefore, ABC & Co. can hold appointment as an auditor of 40 more companies: 

Total Number of Audits available to  the Firm = 20*3 = 60 

Number of Audits already taken by all the partners 

In their individual capacity = 4+6+10 = 20 

Remaining number of Audits available to  the Firm  = 40 

(ii) With reference to above provisions an auditor can hold more appointment as auditor = 
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ceiling limit as per section 141(3)(g)- already holding appointments as an auditor. Hence 

(1) Mr. A can hold: 20 - 4 = 16 more audits. (2) Mr. B can hold 20-6 = 14 more audits and 

(3) Mr. C can hold 20-10 = 10 more audits. 

(iii) In view of above discussed provisions, ABC & Co. can hold appointment as an auditor 

in all the 60 private companies having paid-up share capital less than 

` 100 crore (private company which has not committed a default in filing its financial 

statements under section 137 of the said Act or annual return under section 92 of the said 

Act with the Registrar), 2 small companies and 1 dormant company as these are excluded 

from the ceiling limit of company audits given under section 141(3)(g) of the Companies Act, 

2013. 

(iv)As per fact of the case, ABC & Co. is already having 20 company audits and  they can also 

accept 40 more company audits. In addition they can also conduct the audit of one person 

companies, small companies, dormant companies and private companies having paid up 

share capital less than ` 100 crores (private company which has not committed a default in 

filing its financial statements under section 137 of the said Act or annual return under 

section 92 of the said Act with the Registrar). In the given case, out of the 60 private 

companies ABC  & Co. is offered, 45 companies having paid-up share capital of ` 110 crore 

each. 

Therefore, ABC & Co. can also accept the appointment as an auditor for 2 small companies, 

1 dormant company, 15 private companies having paid-up share capital less than ` 100 

crore (private company which has not committed a  default in filing its financial statements 

under section 137 of the said Act or annual return under section 92 of the said Act with the 

Registrar.”) and 40 private companies having paid-up share capital of ` 110 crore each in 

addition to above 20 company audits already holding. 

(b)  Appointment of Branch Auditor: Section 143 (8) of the Companies Act, 2013, prescribes the 

duties and powers of the company’s auditor with reference to the audit of the branch and the 
branch auditor. Where a company has a branch office, the accounts of that office shall be 

audited either by the auditor appointed for the company (herein referred to as the 

company's auditor) under this Act or by any other person qualified for appointment as an 

auditor of the company under this Act and appointed as such under section 139. 

In case of subsequent appointment of auditor, section 139(1) of the Act provides that every 

company shall, at the first annual general meeting appoint an individual or a  firm as an 

auditor who shall hold office from the conclusion of that meeting till the conclusion of its 

sixth annual general meeting. 

In the instant case, Bhishm Limited decided to appoint Mr. Rajvir, chartered accountant, as 

the branch auditor for the audit of its Lucknow branch accounts and  the decision to appoint 

branch auditor was taken by way of Board Resolution in the meeting of Board of Directors of 

the company subject to shareholders’ approval in AGM of the company. 

Thus, objection raised by company auditor is not valid as per section 143(8) of the companies 

Act, 2013 and the Board has authority to appoint branch auditor but should be approved by 

shareholders in General Meeting. 

 

Question 2 

Areas of propriety audit under Section 143(1) of the Companies Act, 2013. (Nov 19) 

Answer 2 

Areas of propriety audit under Section 143(1): Section 143(1) of the Companies Act, 2013 

requires the auditor to make an enquiry into certain specific areas. In some of the areas, the 

auditor has to examine the same from propriety angle as to - 
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(i) whether loans and advances made by the company on the basis of security have been 

properly secured and whether the terms on which they have been made are prejudicial 

to the interests of the company or its members; 

(ii) whether transactions of the company which are represented merely by book entries are 

prejudicial to the interests of the company; Again, considering the propriety element, 

rationalizing the proper disclosure of loans and  advance given by company is made; 

(iii) where the company not being an investment company or a banking company, whether 

so much of the assets of the company as consist of shares, debentures and other 

securities have been sold at a price less than that at which they were purchased by the 

company; 

(iv) whether loans and advances made by the company have been shown as deposits; 

(v) whether personal expenses have been charged to revenue account; 

(vi) where it is stated in the books and documents of the company that any shares have been 

allotted for cash, whether cash has actually been received in respect of such allotment, 

and if no cash has actually been so received, whether the position as stated in the 

account books and the balance sheet is correct, regular and not misleading. 

A control has been set up to verify the receipt of cash in case of allotment of shares for cash. 

Further, if cash is not received, the books of accounts and statement of affairs shows the true 

picture. 

 

Question 3 

The Balance Sheet of G Ltd. as at 31st March, 19 is as under. Comment on the presentation in 

terms of Schedule III. 

Heading Note 

No. 
31st March, 19 31st March, 18 

Equity & Liabilities    

Share Capital 1 XXX XXX 

Reserves & Surplus 2 0 0 

Employee stock option outstanding 3 XXX XXX 

Share application money refundable 4 XXX XXX 

Non-Current Liabilities  XXX XXX 

Deferred tax liability (Arising from 

Indian Income Tax) 

5 XXX XXX 

Current Liabilities    

Trade Payables 6 XXX XXX 

Total  XXXX XXXX 

Assets    

Non-Current Assets    

Fixed Assets-Tangible 7 XXX XXX 

CWIP (including capital advances) 8 XXX XXX 

Current Assets    

Trade Receivables 9 XXX XXX 

Deferred Tax Asset (Arising from 

Indian Income Tax) 

10 XXX XXX 

Debit balance of Statement of Profit 

and Loss 

 XXX XXX 
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Total  XXXX XXXX 

“When the auditor modifies the audit opinion, the auditor shall use the heading “Qualified 
Opinion,” “Adverse Opinion,” or “Disclaimer of Opinion,” as appropriate, for the Opinion 

section.” As an expert you are required to brief the special considerations 

required for expressing: 

(i) Qualified Opinion; 

(ii) Adverse Opinion and 

(iii) Disclaimer of Opinion. 

The auditor’s inability to obtain sufficient appropriate audit evidence (also referred to as a 

limitation on the scope of the audit) may arise from: 

(i) Circumstances beyond the control of the entity; 

(ii) Circumstances relating to the nature or timing of the auditor’s work; or 

(iii) Limitations imposed by management. Explain with the help of examples. 

(May 20) 

Answer 3 

Following Errors are noticed in presentation as per Schedule III: 

(i) Share Capital and Reserve & Surplus are to be reflected under the heading “Shareholders’ 
funds”, which is not shown while preparing the balance sheet. Although it is a part of Equity 

and Liabilities, yet it must be shown under head “shareholders’ funds”. The heading 
“Shareholders’ funds” is missing in the balance sheet given in the question. 

(ii) Reserve & Surplus is showing zero balance, which is not correct in the given case. Debit 

balance of statement of Profit & Loss should be shown as a negative figure under the head 

‘Surplus’. The balance of ‘Reserves and Surplus’, after adjusting negative balance of surplus 

shall be shown under the head ‘Reserves and Surplus’ even if the resulting figure is in the 

negative. 

(iii) Schedule III requires that Employee Stock Option outstanding should be disclosed 

under the heading “Reserves and Surplus”. 

(iv) Share application money refundable shall be shown under the sub-heading “Other Current 
Liabilities”. As this is refundable and not pending for allotment, hence it is not a part of 

equity. 

(v) Deferred Tax Liability has been correctly shown under Non-Current Liabilities. But Deferred 

tax assets and deferred tax liabilities, both, cannot be shown in balance sheet because only 

the net balance of Deferred Tax Liability or Asset is to be shown  if the enterprise has a 

legally enforceable right to set off assets against liabilities  representing current tax; and it 

relates to the same governing tax laws. 

(vi) Under the main heading of Non-Current Assets, Property, Plant and Equipment are further 

classified as under: 

(a) Tangible assets 

(b) Intangible assets 

(c) Capital work in Progress 

(d) Intangible assets under development. 

Keeping in view the above, the CWIP shall be shown under Property, Plant and Equipment as 

Capital Work in Progress. The amount of Capital advances included in CWIP shall be disclosed 

under the sub-heading “Long term loans  and advances” under the heading Non-Current Assets. 
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Subsequent to the notification of Ministry of Corporate Affairs dated October 11, 2018 under 

Section 467(1) of the Companies Act, 2013, the words “Fixed  assets” shall be substituted with 

the words “Property, Plant and Equipment”. 

Deferred Tax Asset shall be shown under Non-Current Asset. It should be the net balance of 

Deferred Tax Asset after adjusting the balance of deferred tax liability if the enterprise has a legally 

enforceable right to set off assets against liabilities representing current tax; and it relates to the 

same governing tax laws. 

Subsequent to the notification of Ministry of Corporate Affairs dated October 11, 2018 under 

Section 467(1) of the Companies Act, 2013, Trade Payables should be disclosed as follows:- 

(A) total outstanding dues of micro enterprises and small enterprises; and 

(B) total outstanding dues of creditors other than micro enterprises and small 

enterprises.” 

Special consideration required for expressing Qualified Opinion: When the auditor expresses 

a qualified opinion due to a material misstatement in the financial statements, the auditor shall 

state that, in the auditor’s opinion, except for the effects of the matter(s) described in the Basis 

for Qualified Opinion section: 

When reporting in accordance with a fair presentation framework, the accompanying financial 

statements present fairly, in all material respects (or give a true and fair view of) […] in 

accordance with [the applicable financial reporting framework]; or 

When reporting in accordance with a compliance framework, the accompanying financial 

statements have been prepared, in all material  respects, in accordance with [the applicable 

financial reporting framework]. 

When the modification arises from an inability to obtain sufficient appropriate audit evidence, the 

auditor shall use the corresponding phrase “except for the possible effects of the matter(s) ...” for 
the modified opinion. 

Special consideration needed for expressing Adverse Opinion: When the auditor expresses an 

adverse opinion, the auditor shall state that, in the auditor’s opinion, because of the significance 

of the matter(s) described in the Basis for Adverse Opinion section: 

(1) When reporting in accordance with a fair presentation framework, the accompanying 

financial statements do not present fairly (or give a true and fair view of) […] in accordance 

with [the applicable financial reporting framework]; or 

(2) When reporting in accordance with a compliance framework, the accompanying financial 

statements have not been prepared, in all material respects, in accordance with [the 

applicable financial reporting framework]. 

Special consideration is required for expressing Disclaimer of Opinion: When the auditor 

disclaims an opinion due to an inability to obtain sufficient appropriate audit evidence, the 

auditor shall: 

(1) State that the auditor does not express an opinion on the accompanying financial 

statements; 

(2) State that, because of the significance of the matter(s) described in the Basis for Disclaimer 

of Opinion section, the auditor has not been able to obtain sufficient appropriate audit 

evidence to provide a basis for an audit opinion on the financial statements; and 

(3) Amend the statement required in SA 700 (Revised), which indicates that the financial 

statements have been audited, to state that the auditor was engaged to audit the financial 

statements. 

Unless required by law or regulation, when the auditor disclaims an opinion on the financial 

statements, the auditor’s report shall not include a Key Audit Matters section in accordance with 
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SA 701. 

The auditor’s inability to obtain sufficient appropriate audit evidence (also referred to as a 

limitation on the scope of the audit) may arise from: 

(i) Circumstances beyond the control of the entity; 

(ii) Circumstances relating to the nature or timing of the auditor’s work; or 

(iii) Limitations imposed by management. 

An inability to perform a specific procedure does not constitute a limitation on the scope of the 

audit if the auditor is able to obtain sufficient appropriate audit evidence by performing 

alternative procedures. Limitations imposed by management may have other implications for 

the audit, such as for the auditor’s assessment of fraud risks  and consideration of engagement 

continuance. 

Examples of circumstances beyond the control of the entity include when: 

 The entity’s accounting records have been destroyed. 

 The accounting records of a significant component have been seized indefinitely by 

governmental authorities. 

Examples of circumstances relating to the nature or timing of the auditor’s work 

include when: 

 The entity is required to use the equity method of accounting for an associated entity, and 

the auditor is unable to obtain sufficient appropriate audit evidence about the latter’s 
financial information to evaluate whether the equity method  has been appropriately 

applied. 

 The timing of the auditor’s appointment is such that the auditor is unable to observe 

the counting of the physical inventories. 

 The auditor determines that performing substantive procedures alone is not 

sufficient, but the entity’s controls are not effective. 

Examples of an inability to obtain sufficient appropriate audit evidence arising from a 

limitation on the scope of the audit imposed by management include when: 

 Management prevents the auditor from observing the counting of the physical inventory. 

 Management prevents the auditor from requesting external confirmation of specific 

account balances. 

 

Question 4 

NIC Chartered Accountants was appointed as statutory auditors by PNG Ltd. for the audit of 

their financial statements. During the course of audit the auditors noticed a fraud of 

` 101 lac committed by an officer of the Company. The officer sanctioned and made the payment 

to fake vendors for purchase of fixed assets, however, the assets were not  entered in the Fixed 

Assets Register. The auditor reported the fraud in his audit report to the shareholders of the 

Company presented in the Annual General Meeting, but did not mention the name of the parties 

involved. The Board of Directors of the Company asked ICAI to take necessary action against the 

auditor as he did not comply with his duty to report fraud as per Section 143(12) of the 

Companies Act, 2013. What is the duty of the auditor as per the Companies Act, 2013 in 

reporting the fraud committed by officers / employees of the Company? 

(a) As per the Companies Act, 2013, since the amount of fraud is more than ` 100 lac; the auditor 

should have reported the matter within 2 days of his knowledge to the Board of Directors/ 

Audit committee of the Company seeking their reply or observations within 45 days. After 

completion of 45 days, the auditor should forward his report to the Central Government 
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along with the reply, if any, received from Board/ Audit Committee. 

(b) As per the Companies Act, 2013, during the course of audit if the auditor has reason to 

believe that a fraud has been committed by the officers or employees of the Company, the 

auditor shall report the matter to the Central Government immediately. 

(c) The auditor’s duty is restricted to reporting the fraud to shareholders and he is not required 

to report the matter to the Board of Directors/ Audit Committee/ Central Government. 

(d) The auditor can submit his report on fraud to shareholders but is required to mention the 

name of the parties involved in fraud, as per Section 143(12) of the Companies Act, 2013. 

(Nov 20) 

Answer 4 

The answer is (a). 

 

Question 5 

Petro Ltd. is engaged in generation of electricity for  captive  consumption  through Captive 

Generating Plant. The Company also maintains cost records in its books of account as required 

under Cost Records and Audit Rules. Mr. Xylo, friend of Managing Director of the Company, 

suggested name of his brother, who is a Cost Accountant in Practice, for the purpose of cost audit. 

However, the statutory auditor of the company,  is of the view that the Company is not legally 

required to conduct cost audit. Now, the Managing Director is in dilemma about the requirement 

of cost audit. Being an  expert  in cost records and audit rules, you are required to guide in this 

regard. (Nov 20) 

Answer 5 

Applicability of Provisions related to Cost Records and Audit: The provisions relating to cost 

records and audit are governed by section 148 of the Companies Act, 2013 read with the 

Companies (Cost Records and Audit) Rules, 2014.The audit conducted under this section shall 

be in addition to the audit conducted under section 143. 

Rule 3 of the Companies (Cost Records and Audit) Rules, 2014 provides the classes of companies, 

engaged in the production of goods or providing services, required to include cost records in their 

books of account. 

However, the requirement for cost audit under these rules shall not be applicable to    a company 

which is covered under Rule 3, and, 

(i) whose revenue from exports, in foreign exchange, exceeds 75 per cent of its total 

revenue; or 

(ii) which is operating from a special economic zone. 

(iii) which is engaged in generation of electricity for captive consumption through Captive 

Generating Plant. 

In the given case, Petro Ltd. is engaged in generation of electricity for captive consumption 

through Captive Generating Plant. Therefore, Petro Ltd. is not required to conduct cost audit as  

it is  falling under the exemption criteria. Hence, the opinion of statutory auditor of the 

Company regarding non-applicability of cost audit is correct. 

 

Question 6 

Star Ltd. is a power generating company which uses coal as raw material for its power generating 

plant. The Company has been allotted coal blocks in the state of Jharkhand  and Odisha. During 
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the FY 2020-21, a scam regarding allotment of coal blocks was unveiled leading to a ban on the 

allotment of coal blocks to various companies including Star Ltd. This happened in the month of 

December 2020 and as such entire power generation process of Star Ltd, came to a halt in that 

month. As a result of such ban, and the resultant stoppage of the production process, many key 

managerial personnel of the company left the Company. There were delays in the of payment 

of wages and salaries  and the banks from whom the Company had taken funds for project 

financing also decided not to extend further finance or to fund further working capital 

requirements of the Company. 

Further, when discussed with the management, the statutory auditor understood that the 

Company had no action plan to mitigate such circumstances. Further, all such circumstances 

were not reflected the financial statements of Star Ltd. What course of action should the 

statutory auditor of the Company consider in such situation? (May 21) 

Answer 6 

SA 570- “Going Concern” deals with the auditor’s responsibilities in the audit of financial 
statements relating to going concern and the implications for the auditor’s report. 

The auditor’s responsibilities are to obtain sufficient appropriate audit evidence regarding, and 

conclude on, the appropriateness of management’s use of the going concern basis of accounting 
in the preparation of the financial statements, and to conclude, based on the audit evidence 

obtained, whether a material uncertainty exists about the entity’s ability to continue as a going 
concern. 

When the use of going concern basis of accounting is inappropriate i.e., if the financial 

statements have been prepared using the going concern basis of accounting but, in the auditor’s 
judgment, management’s use of the going concern basis of accounting in the preparation of the 

financial statements is inappropriate, the auditor shall express an adverse opinion. 

Also, when adequate disclosure of a material uncertainty is not made in the financial statements 

the auditor shall express a qualified opinion or adverse opinion, as appropriate, in accordance 

with SA 705 (Revised); and in the Basis for Qualified (Adverse) Opinion section of the auditor’s 
report, state that a material uncertainty exists that may cast significant doubt on the entity’s 
ability to continue as a going concern and that the financial statements do not adequately disclose 

this matter. 

In the present case, the following circumstances indicate the inability of Star Ltd. to continue as 

a going concern: 

 Ban on the allotment of coal blocks 

 Halt in power generation 

 Key Managerial Personnel leaving the Company. 

 Banks decided not to extend further finance and not to fund the working capital 

requirements of the Company. 

 Non availability of sound action plan to mitigate such circumstances. 

Therefore, considering the above factors it is clear that the going concern basis is 

inappropriate for the Company. Further, such circumstances are not reflected in the 

financial statements of the Company. As such, the statutory auditor of Star Ltd. should: 

 Express an adverse opinion in accordance with SA 705 (Revised) and 

 In the Basis of Opinion paragraph of the auditor’s report, the statutory auditor should 

state that a material uncertainty exists that may cast significant doubt on the entity’s 
ability to continue as a going concern and that the financial statements do not adequately 

disclose this matter. 
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Question 7 

AB & Co. were appointed auditors for NOME Limited, a listed company, for the term of 

two five consecutive years from 2010-11, 2011-12, 2012-13, 2013-14, 2014-15, 2015-

16, 2016-17, 2017-18, 2018-19, 2019-20. As per the provision of the section 139(2)(b) 

“No listed company or a company belonging to such class or classes of companies as 

may be prescribed, shall appoint or re-appoint an audit firm as auditor for more than 

two terms of five consecutive years”. 

Hence, Management of NOME Limited reached out (based on the recommendation of 

Audit Committee) to BCD & Co. for their nomination as the appointment of Statutory 

Auditor for the financial year 2020-21. However, BCD & Co. did not provide any written 

consent to  such appointment neither they provided a certificate that the appointment, 

if  made, shall  be in accordance with the conditions laid in the Act and Rules therein. 

Still the management went ahead and proposed an appointment in AGM and BCD & Co. 

were appointed as an auditor for the financial year 2020 -21. Post appointment, those 

charged with governance identified that majority of the partners in the BCD & Co. are 

same which were there in AB & Co. Now, fearing the contravention of the provision of 

Companies Act, 2013. Management, on guidance of those charged with governance, 

decided to file a complaint with tribunal under section 140(5) of the Companies Act 

against statutory auditors. 

You are required to guide the BCD & Co. regarding the contravention of the provisions 

of the Companies Act, 2013 with respect to appointment of Auditor. (Nov ’21) 

Answer 7 

As per section 139(1) of the Companies Act, 2013, every company shall, at the first 

annual general meeting, appoint an individual or a  firm as an auditor who shall hold  

office from  the conclusion of that meeting till the conclusion of its sixth annual general 

meeting and thereafter till the conclusion of every sixth meeting and the manner and 

procedure of selection of auditors by the members of  the company at such meeting shall 

be such as  may be prescribed. 

It may be noted further that before such appointment is made, the written consent of 

the auditor to such appointment, and a certificate from him or it that the appointment, 

if made, shall be in accordance with the conditions as  may be prescribed, shall be 

obtained from  the auditor. 

It may also be noted that the certificate shall also indicate whether the auditor satisfies 

the criteria provided in section 141 of the Companies Act, 2013. 

Further, as per section 139(2), “(2) No listed company or a company belonging to such 

class or classes of companies as may be prescribed, shall appoint or re-appoint (a) an 

individual as auditor for more than one term of five consecutive years; and (b) an audit 

firm as auditor for more than two terms of five consecutive years. 

It may also be noted further that as on the date of appointment no audit firm having a 

common partner or partners to the other audit firm, whose tenure has expired in a 

company immediately preceding the financial year, shall be appointed as auditor of the 

same company for a period of five years:” 

In the current case, while appointing the auditors of the company a written consent of 

the auditor to such appointment was not obtained. Moreover a certificate from him that 

the appointment if made shall be in accordance with the conditions laid down in the Act 

http://ebook.mca.gov.in/Actpagedisplay.aspx?PAGENAME=17525
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and Rules was also not obtained. Further, majority of the partners of AB & Co. were 

partners    in BCD & Co. AB & Co. already served two terms of five consecutive years i.e., 

from 2010 - 11 to 2019-20 as a statutory auditor of the company. 

Hence, BCD & Co. were not eligible to be appointed as an auditor of NOME Limited as all 

partners of BCD & Co are partner of AB & Co. who have already served two terms of five 

consecutive years as an auditor of NOME Limited. Since, before the appointment of 

Statutory Auditor, the management should have obtained the required certification and 

written consent from BCD & Co., therefore, in this case both, the management and the 

auditors have contravened the provision of the Companies Act, 2013 as a  result fine as  

per section 147 of Companies Act will be applicable i.e. if any of the provisions of sections 

139 to 146 (both inclusive) is contravened, the company shall be punishable with fine 

which shall not be less than twenty-five thousand rupees but which may extend to five 

lakh rupees and every officer of the company who is in default shall be punishable with 

fine which shall not be less than ten thousand rupees but which may extend to one lakh 

rupees. If  an auditor of a company contravenes any of the provisions of section 139, 

section 144 or section 145, the auditor shall be punishable with fine which shall not be 

less than twenty - five thousand rupees, but which may extend to five lakh rupees or four 

times the remuneration of the auditor, whichever is less. 

It may be noted that if an auditor has contravened such provisions knowingly or  willfully 

with the intention to deceive the company or its shareholders or creditors or tax 

authorities, he shall be punishable with imprisonment for a term which may extend to 

one year  and  with fine which shall not be less than fifty thousand rupees, but which may 

extend to twenty- five lakh rupees or eight times the remuneration of the auditor, 

whichever is less. 
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Chapter 5 

Audit of Limited Companies 

 

Question 1 

OPE Ltd issued a prospectus in respect of an IPO which had the auditor’s report on the financial 

statements for the year ended 31 March 2019. The issue was fully subscribed. 

During this year, there was an abnormal rise in the  profits  of  the company for  which it  was found  

later on that it was because of manipulated sales in which there was participation of Whole-time 

director and other top officials  of the  company. On discovery  of this  fact, the  company offered  to 

refund  all moneys to the subscribers of the shares  and sued the auditors  for  the damages alleging that  

the auditors  failed to examine and ascertain any satisfactory explanation for steep increase in the rate 

of profits and related accounts. 

The company emphasized that the auditor should have proceeded with suspicion and should not have 

followed selected verification. The auditors were able to prove that they found internal controls to be 

satisfactory and did not find any circumstance to arouse suspicion. 

The company was not able to  prove  that  auditors  were negligent in performance of  their duties.  

Which of the following is correct: 

(a) The stand of the company was correct in this case. Considering the nature of the work, the 

Auditors should have proceeded with suspicion and should not have followed selected verification. 

(b) The approach of the auditors look reasonable in this case. The auditors  found internal  controls to  

be satisfactory and also did not find any circumstance to arouse suspicion and hence  they  

performed their procedures on the basis of selected verification. 

(c) In the given case, the auditors should have  involved  various  experts  along with them to  help them 

on their audit procedures. Prospectus is one area wherein management involves various  experts  

and hence the auditors should also have done that. In the given  case, by not involving the experts  

the auditors did not perform their job in a professional manner. If they had involved experts like 

forensic experts etc, the manipulation could have been detected.  Hence the  auditors  should  be 

held liable. 

(d) In case of such type of engagements, the focus is always on the management controls.  If  the 

controls are found to be effective then an auditor can never be held liable in respect  of  any 

deficiency or misstatement or fraud. (1 Marks, Oct 19) 

 

 

Answer 1 

(b)  The approach of the auditors  look  reasonable in this  case. The auditors  found internal  controls 

to be satisfactory and also did not find any circumstance to arouse suspicion and hence  they  performed 

their procedures on the basis of selected verification. 

 

Question 2 

Rajeev Ltd is a listed company having business of production of motion pictures. For the year ended 31 

March 2018, the company wanted to appoint GST auditor. For the purpose,  somebody who is  familiar 

with the business of the company/industry was to be preferred for appointment  i.e.  who would  have 
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worked with the company in the past to avoid efforts/  duplication in terms of providing the information 

to  get the GST audit completed. The company had following options for the same. Please advise. 

(a) Internal auditors can be appointed for this work. 

(b) Both statutory and internal auditors can be jointly appointed for this work. 

(c) Internal auditors along with the tax consultants of the company can be appointed for this work. 

(d) Statutory auditors can be appointed for this work. (1 Marks, Oct 19) 

 

Answer 2 

(d) Statutory auditors can be appointed for this work. 

 

Question 3 

The auditor should ensure that the board of directors of the top 100 listed entities shall comprise of – 

(a) not less  than  7 directors. 

(b) not less  than  4 directors. 

(c) not less  than  6 directors. 

(d) not less than 2 directors (1 Marks, Oct 19) 

Answer 3 

(c) not less than 6 directors. 

 

Question 4 

Honeywell Ltd, a listed company pays its key managerial persons the remuneration in excess of  the 

limits which have been prescribed under 197 of the Companies Act, 2013  without  obtaining  the  

necessary approvals from the regulatory authority. In this circumstance, the auditor while reporting 

under CARO 2016 (CARO 2020), is required to state: 

(a) Name of the managerial persons to whom the remuneration has been paid in excess of limits and 

the amount involved. 

(b) Name of the managerial persons to whom the remuneration in excess of limits are paid  and the 

steps taken by the company for securing refund of the same. 

(c) The maximum remuneration payable and amount paid in excess of the maximum remuneration 

to the managerial persons. 

(d) The amount involved and steps taken by the company for securing the refund of the same. 

(2 Marks, Oct 19) 

Answer 4 

(d) The amount involved and steps taken by the company for securing the refund of the same. 

 

Question 5 

AJ Private Ltd. was incorporated on 21 March, 2018 and has limited operations. However, the capital 

induction in the company was huge because it would be capital intensive. The companyis in the process 
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to set up a plant in Karnataka which should be completed by 31 May, 2019. T he company’s management 
prepared its financial statements for the year ended 31 March, 2019. The auditors were also  called to  

start the work in April 2019. The auditors would be able to complete their work by 31 May, 2019 and 

accordingly would issue their audit report by 1st week of June, 2019 as per the plan agreed with the 

management. The auditors have some observations related to  preparations  of  financial  statements 

which are not in compliance with Schedule III and most importantly the point related to c apitalization 

of  the plant as Property, Plant and Equipment in the financial statements for  the  year  ended 31  March, 

2019. Please suggest which of the following statements would be correct. 

(a) The compliance of Schedule III shall start from 1 April 2019 for this company as per Companies 

Accounts (Amendment) Rules 2016. 

(b) The compliance of Schedule III shall start from first financial period, however, some exemptions 

would be applicable as per Companies Accounts Rules 2014. 

(c) There should be full compliance of Schedule III and plant should be kept as CWIP as per Schedule 

III. 

(d) There should be full compliance of Schedule III  and plant should be shown as PPE  as per Schedule 

(2 Marks, Oct 19) 

Answer 5 

(c) There should be full compliance of Schedule III and plant should be kept as CWIP as per Schedule 

III. 

 

Question 6 

Whilst the Audit team has identified various matters, they need your advice to include the  same in your 

audit report in view of CARO 2016 (CARO 2020):- 

(i) Physical verification of only 40% of items of inventory has been conducted bythe company. The 

balance 60% will be conducted in next year due to lack of time and resources. (2 Marks)  

(ii) An amount of Rs. 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 Rs. 0.25 Lakhs per month. Whilst the transaction 

was accounted in the financial statements based on the amounts' paid, no separate disclosure 

has been made in the notes forming part of the accounts highlighting the same as a 'related party' 

transaction. (3 Marks, Oct 19)  

Answer 6 

(i) Physical Verification of Inventory: Clause (ii) of Para 3  of CARO, 2016(CARO 2020) requires the  

auditor to report on whether physical verification of inventory has been conducted at reasonable 

intervals by the management and (whether the opinion of the Auditor, the coverage and the 

procedure of such verification by the management is appropriate, whether any discrepancies of 

10% or more in the aggregate for each class of inventory was noticed and if so, whether it has 

been properly dealt with in books of accounts.) Added in CARO 2020. Physical verification of 

inventory is the responsibility of the management which should normally verify all material items 

at least once in a year and more often in appropriate cases. The auditor in order to satisfy himself 

about verification  at reasonable intervals should examine the adequacy of evidence and record of  

verification.  In the given case, the above requirement of CARO, 2016 (CARO 2020) has not been 

fulfilled as such and the auditor should point out the specific areas where he believes the procedure 
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of inventory verification is not reasonable. He may consider the impact on financial statement and 

report accordingly. 

(ii) As per clause (xiii) of para 3 of CARO 2016 (CARO 2020), the auditor is required to report, “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;” 

Therefore, the duty of the auditor, under this clause is to report  (i)Whether  all  transactions  with 

the related parties are in compliance with section 177 and 188 of the  Companies Act, 2013 (“Act”); 
(ii) Whether related party disclosures as required by relevant Accounting Standards (AS 18, as may be 

applicable) are disclosed in the financial statements. 

In the present case, the auditor is required to report as per clause xiii of para 3 of CARO 2016, as 

one of related party transaction amounting 3.25 lakhs per month i.e. in lieu of marketing services 

has been noticed of which amount Rs. 0.25 lakh per month is exceeding the arm’s length price has not 

been disclosed highlighting the same as related party transactions as per AS 18. Thus, the auditor 

is required to report accordingly. 

 

Question 7 

Vivan Ltd is a company engaged in the business of software development. It is one of the largest 

companies in this sector with a turnover of INR 25,000 crores. The operations of the company are 

increasing constantly, however, the focus of the management is more on cost cutting in the coming 

years to improve its profitability. In respect of the financial statements  of the  company which are used 

by various stakeholders, some fraud  was  observed  in  respect  of  assets  reported  therein due to 

which those stakeholders suffered damages. As a result, those stakeholders applied to Tribunal for 

change of auditor on the basis that auditor is colluded in the fraud. 

Elucidate the power of Tribunal to change the auditor of a company if found acting in a fraudulent 

manner as provided under sub-section (5) of section 140 of the Companies Act, 2013 (4 Marks, Oct 19) 

Answer 7 

Direction by Tribunal in case auditor acted in a fraudulent manner: As per sub-section  (5) of the 

section 140, the Tribunal either suo motu or on an application made to it by the Central Government or 

by any person concerned, if it is satisfied that the auditor of a company has, whether directly or 

indirectly, acted in a fraudulent manner or abetted or colluded in any fraud by, or  in  relation to, the 

company or its directors or officers,  it may,  by order, direct the company to  change its auditors. 

However, if the application is made by the Central Government and the  Tribunal is  satisfied  that any 

change of the auditor is required, it shall within fifteen days of receipt of such application, make an 

order that he shall not function as an auditor and the Central Government may appoint another auditor 

in his place. 

It may be noted that an auditor, whether individual or firm, against whom final  order  has  been passed 

by the Tribunal under this section shall not be eligible to be appointed as an auditor of any company for 

a period of five years from  the date of  passing of the order and  the auditor  shall also  be liable for 

action under section 447. 

It is hereby clarified that the case of a firm, the liability shall  be of the  firm and that  of every  partner 

or partners who acted in a fraudulent manner or abetted or colluded in any fraud  by,  or in relation  to, 

the company or its director or officers. 
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Question 8 

As an auditor, how would you deal with the following situations: 

a. Nick Ltd. is a subsidiary of Ajanta Ltd., whose 20% shares have been held by Central Government, 

25% by Uttar Pradesh Government and 10% by Madhya Pradesh Government. Nick Ltd. appointed 

Mr. Prem as its statutory auditor. 

b. Contravene Ltd. appointed CA Innocent as an auditor for the company for the current financial year. 

Further the company offered him the services of actuarial, investment advisory and investment 

banking which was also approved by the Board  of Directors. (5 Marks, Oct 19) 

 

Answer 8 

(i)  According to Section 139(7) of the Companies Act, 2013, the auditors of a government company 

shall be appointed or re-appointed by the Comptroller and Auditor General of India(C&AG). As per 

section 2(45), a Government company is defined as any company in  which not less than 51% of the 

paid-up share capital is held by the Central Government or by any State Government or Governments 

or partly by the Central  Government and partly by one  or more State Governments and includes a 

company which is a subsidiary of a Government Company as thus defined. 

In the given case, Ajanta Ltd is a government company as its 20% shares have been held by Central 

Government, 25% by U.P. State Government and 10% by  M.P.  State  Government. Total 55% shares 

have been held by Central and State governments, therefore, it is a Government company. 

Nick Ltd. is a subsidiary company of Ajanta  Ltd. Hence, Nick Ltd. is covered  in the definition  of a 

government company. Therefore, auditor of Nick Ltd. can be appointed only by C&AG. 

Consequently, appointment of Mr. Prem is invalid and he should not give acceptance to the Directors 

of Nick Ltd. 

(ii) Services not to be Rendered by the Auditor: Section 144 of the Companies Act, 2013 prescribes 

certain services not to be rendered by the auditor.  An  auditor appointed  under the Act shall provide 

to the company only such other services as are approved by the Board of Directors or the audit 

committee, as the case may be, but which shall not include any of the following services (whether 

such services  are  rendered  directly or indirectly  to  the  company or its holding company or 

subsidiary company), namely: 

(i) accounting and book keeping services; 

(ii) internal audit; 

(iii) design and implementation of any financial information system; 

(iv) actuarial services; 

(v) investment advisory services; 

(vi) investment banking services; 

(vii) rendering of outsourced financial services; 

(viii) management services; and 

(ix) any other kind of services as may be prescribed. 

Further section 141(3)(i) of the Companies Act, 2013 also disqualifies a  person  for  appointment as an 

auditor of a company who is engaged as on the date of appointment in consulting and specialized 

services as provided in section 144. 

In the given case, CA Innocent was appointed as an auditor of Contravene Ltd. He was offered additional 

services of actuarial, investment advisory and investment banking which was also approved by the Board 
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of Directors. The auditor is advised not to accept the services as these services are specifically notified 

in the services not to  be  rendered  by  him  as an auditor  as per section 144 of the Act. 

 

Question 9 

The Property, Plant and Equipment of Nasir Ltd. included Rs.23.49crores of earth removing machines of 

outdated technology which had been retired from active use and had been kept for disposal after knock 

down. These assets appeared at residual value and had been last inspected seven years back. As an 

Auditor, what may be your reporting concern in view of CARO, 2016 (CARO 2020) on matters specified 

above?  

                                                                                                                                                  (4 Marks, May’20) 

Answer 9 

Disclosure in Audit Report: The auditor is required to specifically include certain matters as per CARO, 

2016 (CARO 2020) under section 143 of the Companies Act, 2013. 

According to clause (i) (a) of CARO, 2016 (CARO 2020) the auditor has to comment whether the 

company is maintaining proper records showing full particulars, including quantitative details and 

situation of fixed assets (Property, Plant & Equipment) and whether the company is maintaining 

proper records showing full particulars of intangible Assets ; and as per clause (i) (b) whether these 

fixed assets (Property, Plant & Equipment and Intangible Assets) have been physically verified by the 

management at reasonable intervals; whether any material discrepancies were  noticed  on such 

verification and if so, whether the same have been properly dealt with in the  books  of account; 

In the given case, Nasir Ltd. has intention to sale its earth removing machines of outdated technology 

which had been retired from active use and had been kept for disposal after knock  down and these 

assets are appearing at residual value. Further, inspection of such machines (though it is a retired 

machine, however value is 23.49crores which is material amount) was done seven years back, is not 

in compliance with CARO, 2016 (CARO 2020). 

Hence, this fact needs to be disclosed in the Audit Report as per clause (i) (a) and  (b)  of Paragraph 3 

of CARO 2016 (CARO 2020). 

 

Question 10 

Ceta Ltd. is a company in which 58% of the paid up share capital  is  held  by  Rajasthan  Government. 

The company is engaged in the business of providing consultancy services  in  relation to construction 

projects. The audit of the financial statements of Ceta  Ltd.  for  the  financial year ended 31 March 2019 

got completed with lot of intervention  of  Comptroller  &  Auditor General of India, wherein C&AG was 

giving directions to the auditors on the manner in which audit should be conducted in respect of certain 

areas. Further, it also received comments from C&AG on the audit report of the auditors. Ceta Ltd is 

seeking advice to go against C&AG so that they can avoid unnecessary interference of C&AG. You are 

required to advise Ceta Ltd. with respect to role of C&AG in the audit of a Government company  

                                                                                                                                                  (4 Marks, May‘ 20) 

Answer 10 

Role of C&AG in the Audit of a Government company: Role of C&AG is prescribed under sub section 

(5), (6) and (7) of section 143 of the Companies Act, 2013. 

In the case of a Government company, the comptroller and Auditor-General of India shall appoint the 

auditor under sub-section (5) or sub-section (7) of section 139  i.e.  appointment  of  First Auditor or 

Subsequent Auditor and direct such auditor the manner in which the accounts of the Government 
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company are required to be audited and thereupon the auditor so appointed shall submit a copy of 

the audit report to the Comptroller and Auditor-General of India which, among other things, include 

the directions, if any, issued by  the  Comptroller  and  Auditor-General of India, the action taken 

thereon and its impact on the accounts and financial statement of the company. 

The Comptroller and Auditor-General of India shall within  sixty days  from the date  of  receipt of  the 

audit report have a right to: 

(i) conduct a supplementary audit of the financial statement of the company by such person or 

persons as he may authorize in this behalf; and for the purposes of such audit, require information 

or additional information to be furnished to any person  or  persons,  so  authorised, on such 

matters, by such person or persons, and in such form,  as  the  Comptroller and Auditor-General 

of India may direct; and 

(ii) comment upon or supplement such audit report. 

It may be noted that any comments given by the Comptroller and Auditor-General of India upon, 

or supplement to, the audit report shall be sent by  the company to  every person  entitled to copies 

of audited financial statements under sub-section (1) of section 136 i.e. every member of the 

company, to every trustee for the debenture-holder of any debentures issued by the company, and 

to all persons other than such member or trustee, being the person so entitled and also be placed 

before the annual general meeting of the company at  the same time and in the same manner as 

the audit report. 

 

Test Audit:  

Further, without prejudice to the provisions relating to audit and auditor, the  Comptroller and 

Auditor- General of India may, in case of any company covered under sub-  section (5) or sub-section 

(7) of section 139, if he considers necessary, by an order, cause test audit to be conducted of the 

accounts of such company and the provisions of section 19A of the Comptroller and Auditor-General's 

(Duties, Powers and Conditions of Service) Act, 1971, shall apply to the report of such test audit. 

 

Question 11 

Comment on the following with reference to Schedule III to the Companies Act, 2013: 

(i) A company has disclosed performance guarantee and counter guarantees as Contingent 

Liabilities. 

(ii) A company has clubbed all other expenses under the head ‘Other Expenses” on the basis of 

1 percent of total revenue or Rs.5,000 whichever is higher. 

(iii) A company has shown Deferred Tax Liability under Non-Current Liabilities and Deferred tax assets 

under Non-Current Asset in balance sheet. (6 Marks, May’ 20) 

 

Answer 11 

(i) A contingent liability in respect of guarantees arises when a company issues guarantees to 

another person on behalf of a third party e.g. when it undertakes  to  guarantee  the  loan  

given to a subsidiary or to another company or gives a guarantee that another company will 

perform its contractual obligations. 

However, where a company undertakes to perform its own obligations, and for this purpose 

issues, what is called a "guarantee", it does not represent a contingent liability and it is 
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misleading to show such items as contingent liabilities in the Balance sheet. For various 

reasons, it is customary for guarantees to be issued by Bankers e.g. for payment  of  insurance 

premia, deferred payments to foreign suppliers, letters of credit, etc. For this purpose, the 

company issues a "counter-guarantee" to its Bankers. Such "counter- guarantee" is not really 

a guarantee at all, but is an undertaking to perform what is in any  event the obligation of  the 

company, namely, to pay the insurance premia when demanded   or to make deferred 

payments when due. Hence, such performance guarantees and counter-guarantees should not 

be disclosed as contingent liabilities. 

(ii) All other expenses not classified under other heads will be classified under "Other  Expenses". 

For this purpose, any item of expenditure which exceeds one percent of the revenue from 

operations or Rs. 1,00,000 whichever is higher, needs to be disclosed separately. The given 

treatment in the scenario is not in order. 

(iii) Deferred Tax Liability should be shown under Non-Current Liabilities. Deferred Tax  Asset shall 

be shown under Non-Current Asset. But Deferred tax  assets  and  deferred  tax liabilities, both, 

cannot be shown in balance sheet because only the net balance of Deferred Tax Liability or 

Asset is to be shown. Thus, DTA and DTL shown separately in the balance  sheet by the company 

is not correct. 

 

Question 12 

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. (1 Marks, Oct 20) 

Answer 12 

The answer is (a). 

 

Question 13 

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 
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liabilities. 

(iii) Sale proceeds of scrap incidental to manufacture were included in "Other Income". (6 Marks, Oct 

20) 

Answer 13 

(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. 

 

Question 14 

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, Oct 20) 

 

Answer 14 

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. 

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 
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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. 

 

Question 15 

R.O.K. & Co. and TNK & Co. were appointed as the joint statutory auditors at the AGM of Auspic General  

Insurance Co. Ltd. Apart from the aforesaid audit, R.O.K. & Co. is also being appointed   as a joint 

statutory auditor of one another General Insurance Company and TNK & Co. is appointed as a joint 

statutory auditor of Life Insurance Company. How many  further audits can be  accepted by R.O.K. & 

Co. and TNK & Co., respectively, of either general or life insurance companies? (4 Marks, March 21) 

Answer 15 

The appointment of statutory auditors in the General Insurance Corporation of India, and its 

subsidiaries and the divisions as well as other public sector Insurance Companies is made by the 

Comptroller and Auditor General of India, as in the case of other public sector undertakings . 

However, in the case of others, auditor is appointed at the AGM after ensuring that the auditor 

satisfies the compliance requirements with the relevant sections of the IRDAI Guidelines on 

Corporate Governance. These guidelines pose certain restrictions on the number of insurance 

companies a statutory auditor can audit. Currently, an auditor can conduct audit only for three 

insurance companies and not more than 2 life or 2 general. The Guidelines also mandate a 

mandatory joint audit for all insurance companies. 

In the given case, R.O.K. & Co. is joint statutory auditor of  Auspic General Insurance  Co.  Ltd.  And 

of one another General Insurance Company. Accordingly, it  can now,  further, accept  only  one 

audit and that too of a Life Insurance Company only. 

Further, TNK & Co. is joint statutory auditor of Auspic General Insurance Co. Ltd. as well  as  of  one 

Life Insurance Company. Accordingly, it can now, further, accept only one audit  of  either a  Life 

Insurance Company or a General Insurance Company. 

 

Question 16 

Mr. Raj, the engagement partner of R.O.K. & Co., in connection with statutory audit of Waria Ltd., had 

assigned the responsibility of enquiring into propriety matters of the Company as required by section 

143(1) of the Companies Act, 2013, to Mr. Samay, an engagement team member. Mr. Samay while 

making such enquiries, was having following queries, as tabulated below, which he ought to get 

resolved from Mr. Raj, as follows:- 
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Sr. No. Query of Mr. Samay 

1 What documents to be seen in case of loan given by the company in lieu of 

hypothecation of goods from lender as a security for the purpose of reporting 

as per 

clause (a) of section 143(1) of the Companies Act, 2013? 

2 What shall be the cost of Debentures and Bonus Shares sold by the company for 

which the cost is not ascertainable for the purpose of reporting as per clause 

(c) of section 143(1) of the Companies Act, 2013? 

3 Whether the shares allotted by Waria Ltd. against a loan taken by it from a 

NBFC can be considered to be allotted for cash for the purpose of reporting as 

per clause (f) of 

section 143(1) of the Companies Act, 2013? 

Assuming that you are Mr. Raj the engagement partner, please provide answer to the queries of  Mr. 

Samay? (6 Marks, March 21) 

 

Answer 16 

Sr. 

No. 

Query of Mr. Samay Response to Query 

1 What documents to be seen in case of 

loan given by the company in lieu of 

hypothecation of goods from lender 

as a security for the purpose of 

reporting as per clause (a) of section 

143(1) of the Companies Act, 2013? 

Mr. Samay should see deed of Hypothecation 

or other document creating the charge, 

together with a statement of stocks held at 

the balance sheet date in order. 

2 What shall be the cost of Debentures 

and Bonus Shares sold by the 

company for which the cost is not 

ascertainable for the purpose of 

reporting as per clause 

(c) of section 143(1) of the Companies 

Act, 2013? 

For Debentures sold: Where the cost of 

debentures sold is not ascertainable, the 

book value thereof at the date of sale may be 

treated as the cost for the purposes of this 

clause. 

For Bonus Shares sold: When bonus shares 

are received, the number of shares in the 

portfolio would be increased by the bonus 

shares while the cost of the total portfolio 

would remain the same as before. The result 

would be that the average cost per unit of the 

total holding would come down 

proportionately. The usual accounting 

practice for apportioning the cost of a part of 

the total holding on the sale thereof is to take 

it at its average cost. 



 

Chapter 5 Audit of Limited Companies 

5.12 

3 Whether the shares allotted by Waria 

Ltd. against a loan taken by it from a 

NBFC can be considered to be 

allotted for cash for the purpose of 

reporting as per clause (f) of section 

143(1) of the Companies Act, 2013? 

The law on the subject has hitherto been that, 

where the consideration for the issue of 

shares is an adjustment against a bona fide 

debt payable in money on demand by the 

company, the shares are deemed to have 

been subscribed in cash (vide the decision in 

Spargo’s Case – 1873, 8, Ch. A. 407). According to 

the legal opinion obtained by the ICAI, the 

expression “shares allotted for cash” may also 

include shares allotted against a debt.  

Therefore, in cases which are covered by the 

decision in Spargo’s case, no comment is 

required by the auditor, even though the 

company may have in the Return of Allotment 

under Section 75, shown such shares as 

allotted against adjustment of a debt. 

Thus, the shares allotted by Waria Ltd. against 

a loan taken by it from a NBFC can be 

considered to be allotted for cash. 

 

Question 17 

VM Ltd., a company wholly owned by Central Government was disinvested during the previous year, 

resulting in 45% of the shares being held by public. The shares were also listed on the BSE. Since the 

shares were listed, all the listing requirements were applicable, including publication of quarterly 

results, submission of information to the BSE etc. 

Gautam, the Finance Manager of  the Company is of the opinion that now the company is subject  to 

stringent control by BSE and the markets, therefore the auditing requirements of a limited company in 

private sector under the Companies Act 2013 would be applicable to the company and the C&AG will 

not have any role to play. Comment. (4 Marks, March 21) 

Answer 17 

Section 2(45) of the Companies Act, 2013, defines a “Government Company” as a company in which not less than 

51% of the paid-up share capital is held by the Central Government or by any State Government or 

Governments or partly by the Central Government and partly  by  one or  more State Governments, 

and includes a company which is a subsidiary company of such a Government company. The auditors 

of these government companies are firms of Chartered Accountants, appointed by the Comptroller 

& Auditor General, who gives the auditor directions on the manner in which the audit should be 

conducted by them. 

In the given scenario, VM Ltd., a company wholly owned by Central Government was disinvested 

during the previous year, resulting in 45% of the shares being held by public. Since, shares were listed 

on the BSE therefore all the listing requirements were applicable. 

Opinion of Finance Manager of the Company Mr. Gautam that since company is subject  to stringent 

control by BSE and the markets, therefore the auditing requirements of a  limited  company in private 

sector under the Companies Act 2013 would be applicable to the  Company   and the C&AG will not 

have any role to play, is not correct as listing of company’s shares on a stock exchange is irrelevant 

for this purpose. 
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Question 18 

AJ Associates a chartered accountant firm is acting as an auditor of the XYZ Ltd. Provisions of the 

cost audit are also applicable to the XYZ Ltd. Two years ago, ABC Associates was appointed as 

cost auditor of the XYZ Ltd. However, this year due to some reason the Cost Auditor firm 

resigned. The management being of the opinion that AJ Associates being the auditor of the 

company knows everything about the company so AJ Associates should be appointed as the 

cost auditor of the XYZ Ltd for the current year. 

Select the correct statement with respect to the appointment of AJ Associates as the cost auditor 

of the Company? 

(i) Practicing CA/CWA/CMA can be appointed as cost auditor of the company, so appointment 

of AJ Associates as cost auditor being a company auditor is valid. 

(ii) Only Practicing CWA/CMA can be appointed as cost auditor of  the  company, but 

appointment of AJ Associates as cost auditor being a company auditor is invalid. 

(iii) Company Auditor can be appointed as cost auditor subject to fulfilment of certain 

conditions as specified under section 148 of the Companies Act 2013. 

(iv) Company Auditor cannot be appointed as cost auditor of the company. (1 Marks, April 21) 

(a) (i) and (ii). 

(b) (ii) and (iv). 

(c) (ii) and (iii). 

(d) (i) and (iv). 

 

Answer 18 

The Answer is the (b) 

 

Question 19 

The Property, Plant and Equipment of Peer Ltd. included Rs.39.61 crore of earth removing 

machines of outdated technology which had been retired from active use and had been kept for 

disposal after knock down. These assets appeared at residual value and had been last inspected 

seven years back. As an Auditor, what may be your reporting concern in view of CARO, 2016 on 

matters specified above? (4 Marks, April 21) 

Answer 19 

Disclosure in Audit Report: The auditor is required to specifically include certain matters as per 

CARO, 2016 under section 143 of the Companies Act, 2013. 

According to clause (i) (a) of CARO, 2016 (CARO 2020) the auditor has to comment whether the 

company is maintaining proper records showing full particulars, including quantitative details 

and situation of fixed assets (Property, Plant & Equipment) and whether the company is 

maintaining proper records showing full particulars of intangible Assets ; and as per clause (i) 

(b) whether these fixed assets (Property, Plant & Equipment and Intangible Assets) have been 

physically verified by the management at reasonable intervals; whether any material 

discrepancies were  noticed  on such verification and if so, whether the same have been properly 

dealt with in the  books  of account; 
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In the given case, Peer Ltd. has intention to sale its earth removing machines of outdated 

technology which had been retired from active use and had been kept for  disposal after knock  

down and these assets are appearing at residual value. Further, inspection of such machines 

(though it is a retired machine, however value is 39.61 crore which is material amount) was 

done seven years back, is not in compliance with CARO, 2016 (CARO 2020). 

Hence, this fact needs to be disclosed in the Audit Report as per clause (i) (a) and  (b)  of 

Paragraph 3 of CARO 2016 (CARO 2020). 

 

Question 20 

RAJUL & Co.” is an Audit Firm having partners “Mr. R”, “Mr. A”, “Mr. J”, “Mr. U” and “Mr. L”, 
Chartered Accountants. “Mr. R”, “Mr. A”, “Mr. J”, “Mr. U” and “Mr. L” are holding appointment 

as an Auditor in 4, 5, 6, 10 and 15 Companies respectively. 

(i) Provide the maximum number of Audits remaining in the name of “ RAJUL & Co.” 

(ii) Provide the maximum number of Audits remaining in the name of individual partner i.e. 

“Mr. R”, “Mr. A”, “Mr. J”, “Mr. U” and “Mr. L”. 

(iii) Can RAJUL & Co. accept the appointment as an auditor in 80 private companies having 

paid- up share capital less than Rs. 100 crore which has not committed default in filing its 

financial statements under section 137 or annual return under section 92 of the 

Companies Act  with  the Registrar, 2 small companies and 1 dormant company? 

(iv) Would your answer be different, if out of those 80 private companies, 65 companies are 

having paid-up share capital of Rs. 115  crore each? (6 Marks, April 21) 

Answer 20 

In the instant case, Mr.  R is holding appointment in 4 companies, Mr.  A is holding appointment 

in  5 companies, Mr. J is holding appointment in 6 companies, whereas Mr.  U is having 

appointment  in 10 Companies and Mr. L is having appointment in 15 Companies. In aggregate 

all five partners are having 40 audits. 

Provisions and Explanations: As per section 141(3)(g) of the Companies Act, 2013, a person shall 

not be eligible for appointment as an auditor if he is in full time employment elsewhere or a 

person or a partner of a firm holding appointment as its auditor, if such person or partn er is 

at the date of such appointment or reappointment holding appointment as auditor of more than 

twenty companies other than one person companies, dormant companies, small companies and 

private companies having paid-up share capital less than Rs. 100 crore (private company which 

has not committed a default in filing its financial statements under section 137 of the said Act or 

annual return under section 92 of the said Act with the Registrar). 

As per section 141(3)(g), this limit of 20 company audits is  per  person. In the case of an  audit  

firm having 5 partners, the overall ceiling will be 5 × 20 = 100 company audits. Sometimes, a 

Chartered Accountant is a partner in a number of auditing firms. In such a case, all the firms in 

which he is partner or proprietor will be together entitled to 20 company audits on his account. 

Conclusion: 

(i) Therefore, RAJUL & Co. can hold appointment as an auditor of 60 more 

companies: Total Number of Audits available to  the Firm = 

20*5 = 100 Number of Audits 

already taken by all the partners 
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In their individual capacity = 4+5+6+10+15 = 40 

Remaining number of Audits available to  the Firm   = 60 

(ii) With reference to above provisions, an auditor can hold more appointment as  auditor  

= ceiling limit as per section 141(3)(g)- already holding appointments as an auditor. 

Hence (1) Mr. R can hold: 20 - 4  = 16 more audits. (2)  Mr.  A can hold: 20 -  5 = 15 more 

audits. (3)  Mr.  J can hold: 20 - 6 = 14 more audits. (4) Mr. U can hold 20-10 = 10 more 

audits and (5) Mr. L can hold 20-15 = 5 more audits. 

(iii) In view of above discussed provisions, RAJUL  & Co. can hold appointment as  an  auditor 

in all the 80 private companies having paid-up share capital less than Rs. 100 crore 

(private company which has not committed a default in filing its  financial statements 

under section 137 of the said Act or annual return under section 92 of the said Act with 

the Registrar), 2  small companies and 1 dormant company as these are excluded from 

the ceiling limit of company audits given under section 141(3)(g) of the Companies Act, 

2013. 

(iv) As per fact of the case, RAJUL & Co. is already having 40 company audits and they  can 

accept only 60 more company audits. In addition, they can also conduct the audit of 

one person companies, small companies, dormant companies and  private  companies  

having paid up share capital less than Rs. 100 crores (private company which has not 

committed a default in filing its financial statements under section 137 of the said Act 

or annual ret urn under section 92 of the said Act with the Registrar). In the given case, 

out of the 80 private  companies RAJUL & Co. is being offered, 65 companies have paid-

up share capital of  Rs. 115 crore each. 

Therefore, RAJUL & Co. can accept the appointment as an auditor for 2 small 

companies, 1 dormant  company,  15  private   companies   having   paid-up   share   

capital   less   than  Rs. 100 crore (private company which has not committed a default 

in filing its financial statements under section 137 of the said Act or annual return 

under  section 92  of the said  Act with the Registrar.”) and 60 private companies having 

paid-up share capital of Rs. 115 crore each in addition to above 40 company audits 

already held. 

 

Question 21 

RST Ltd has a Net Worth of ` 80 crore and a market capitalisation of  ` 350 crore. However, its 

ranking  is 800 among all the Listed Companies based on the said capital for the previous year. It 

has a subsidiary Company PQR Pvt Ltd whose net worth is ` 25 crore. Whether RST Ltd. and PQR 

Ltd. are required to undertake Secretarial Audit? 

(a) Both RST Ltd. and PQR Ltd. shall undertake Secretarial Audit. 

(b) Only RST Ltd., being a listed entity, is required to undertake Secretarial Audit. 

(c) None of them are required to undertake Secretarial Audit since they are not among the top 

500 Companies on the basis of Market Capitalisation. 

(d) Only RST Ltd. shall undertake Secretarial Audit since it is among the top 1,000 Companies 

on the basis of Market Capitalization. (1 Mark Oct 21) 

 

Answer 21 

(a) 
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Question 22 

As a part of the listing process, M/s FRAD Limited had prepared and issued its prospectus to the 

public. The top executives thought that a pending litigation against the company (which would 

cause a cash outflow of ` 1 crore) may affect the demand for share application. Due to this, they 

had omitted the fact, for the well-being of the company. Mr. K, who was well aware of this matter, 

had authorized himself to be named in the prospectus as a director. However, Mr. K was little 

reluctant, so he informed and agreed that he shall become such director after an interval of some 

time. Unfortunately, after few days, this matter got leaked and several subscribers sustained huge 

loss. Mr. K is now defending himself stating that he is currently not holding the director post hence 

no action can be taken against  him. Analyse. (4 Marks Oct 21) 

Answer 22 

Damages for negligence: Civil liability for mis-statement in prospectus under section 35 of the 

Companies Act, 2013, includes where a person has subscribed for securities of a company acting 

on any statement included, or the inclusion or omission of any matter, in the prospectus which 

is misleading and has sustained any loss or damage as a consequence thereof, the company and 

every person who has authorized himself to be named and is named in the prospectus  as  a 

director of the company or has agreed to become such director either immediately or after an 

interval of time; shall, without prejudice to any punishment to which any person  may  be  liable 

under section 36, be liable to pay compensation to every person who has sustained such loss or 

damage. 

Further. As per Section 447 of the Companies Act, 2013, without prejudice to  any  liability  

including repayment of any debt under this Act or any other law for the time being in force, any 

person who is found to be guilty of fraud [involving an amount of at least ten lakh rupees or one 

percent of the turnover of the company, whichever is  lower] shall  be  punishable  with 

imprisonment for a term which shall not be less than six months but which  may extend  to  ten  

years and shall also be liable to fine which shall not be less than the  amount  involved  in  the 

fraud, but which may extend to three times the amount involved in the fraud. It may be noted 

that where the fraud in question involves public interest, the  term of imprisonment shall not 

be  less than three years. 

Hence, in this case, Mr. K is liable for punishment even though he  is  currently not a  director  in  

the company as per  section 35 of the Companies Act, 2013. He shall be liable to punishment as  

per section 447 discussed above as he was aware of the litigation  against the  company  which 

may cause outflow of Rs. 1 crore which may affect the demand for share application and had 

also authorized himself to be named in the prospectus as director. 

 

Question 23 

Rishabh Finance Ltd. is a Non-Banking Finance Company and was in the business of accepting 

public deposits and giving loans since 2015. The company was having net owned funds of ` 

1,50,00,000/-(one crore fifty lakh) and was not having registration certificate from RBI and 

applied for it on 30th March 2020. The company appointed Mr. Gautam as its statutory auditors 

for the year 2019-20. Advise the auditor with reference to auditor procedures to be taken and 

reporting requirements on the same in view of  CARO 2016 (CARO 2020)? (6 Marks Oct 

21, Mar’19) 

Answer 23 

As per Clause (xvi) of Paragraph 3 of  CARO 2016(CARO 2020) ,  the  auditor  is required to report 
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that  

(a) “whether the company is required to be registered under section 45-IA of the Reserve Bank 

of India Act,  1934 and if so, whether the registration has been obtained. 

(b) “whether any non-banking financial or housing finance activities without a valid 

certificate of registration from RBI has been made. 

(c) Whether the company is a Core Investment Company (CIC) if yes, whether it fulfills the 

criteria of CIC. 

(d) Whether the group has more than 1 CIC as part of the group, if yes, then indicate the 

numbers of CIC’s 

(As per CARO 2020) 

The auditor is required to examine whether the company is engaged in the business which attract 

the requirements of the registration. The registration is required where the financing activity is a 

principal business of the company. The RBI restrict companies from carrying on the business of a 

non-banking financial institution without obtaining the certificate of registration. 

Audit Procedures and Reporting: 

(i) The auditor should examine the transactions of the company with relation to the 

activities covered under the RBI Act and directions related to the Non-Banking 

Financial Companies. 

(ii) The financial statements should be examined to ascertain whether company’s  
financial  assets constitute more than 50 per cent of the total assets and income from 

financial assets constitute more than 50 per cent of the gross income. 

(iii) Whether the company has net owned funds as required for the registration as NBFC. 

(iv) Whether the company has obtained the registration as NBFC, if not, the reasons should 

be sought from the management and documented. 

(v) The auditor should report incorporating the following:- 

(1) Whether the registration is required under section 45-IA of the RBI Act, 1934. 

(2) If so, whether it has obtained the registration. 

(3) If the registration not obtained, reasons thereof. 

In the instant case Rishabh Finance Ltd. is a Non Banking Finance Company and was in the 

business of accepting public deposits and giving loans since 2015. The company was having 

net owned funds of ` 1,50,00,000/-(one crore fifty lakhs) which is less in  comparison  to  the  

prescribed limit i.e. 2 crore rupees and was also not having registration  certificate  from  RBI 

(though applied for it on 30th March 2020). The auditor is required to report on the same 

as per Clause (xvi) of Paragraph 3 of CARO 2016 (CARO 2020). 

 

Question 24 

Gem Ltd. is an exporter of precious and semi-precious stones. The turnover of the company 

is ` 150 crore, out of which ` 105 crore is from export business and remaining ` 45 crore from 

domestic sales. Amount received from export business is all in foreign currency. Directors of Gem 

Ltd. are of the opinion that cost audit is not applicable to their company as maximum revenue has 

been generated from export business. Give  your opinion. (4 Marks Oct 21) 
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Answer 24 

Cost Audit Rules not to apply in certain cases: The requirement for cost audit shall not be 

applicable to a company whose revenue from exports, in foreign exchange, exceeds seve nty-five 

per cent of its total revenue (as per Rule 3 of the Companies (Cost Records and Audit) Rules, 2014). 

In the instant case, Gem Ltd. is an exporter of precious and semi-precious stones  and  the  

turnover of the company is rupees 150 crore out of which rupees 105  crore  i.e.  70%  is  from 

export business and remaining rupees 45 crore i.e. 30% from domestic sales. 

Thus, opinion of director is not tenable as revenue from exports in foreign ex changes is below 

prescribed limit. Therefore, cost audit is applicable on Gem Ltd. as per Rule 3 of the Companies 

(Cost Records and Audit) Rules, 2014. Gem Ltd. has to appoint cost auditor to get the  cost 

accounts of the company audited. 

Question 25 

Kinfin Private Limited had taken overdrafts from three banks (Bank A, Bank  B and  Bank C) with a 

limit  of ` 40 lacs each against the security of fixed deposit it had with those banks and an  

unsecured overdraft from a financial institution (Financial Institution X) of ` 36 lacs. 

As on 30th October 2019, the management used the overdraft fully of the A & C bank to the tune of 

` 40 lacs each. However, the overdraft of second bank (Bank B) was not used until 31 st December,  

2020. On 31st December, 2020, Management took overdraft of B bank and very next day 

management paid the overdraft of C bank as the rate of interest charged by Bank C on overdraft 

facility was 15% whereas, the rate of interest charged by Bank B was 12%. 

As at 31st March 2021 only overdraft of Bank A and Bank B were used fully , overdrafts of Bank C 

and Financial Institution X were unused. The paid-up capital and reserves of the company as at 

that date  was ` 85 lacs and its revenue for the financial year ended on 31st March 2021 was ` 8.95 

crores. The management of the company is of the opinion that CARO, 2016 (CARO 2020) is not  

applicable  to  it  because  turnover and paid-up capital were within the limits prescribed. With 

respect to the loans, management was of the view that the total outstanding as at 31 March 2021 

is less than the prescribe d limit. The company further contended that loan limit is to be reckoned 

per bank or financial institution and not  cumulatively. Comment. 

(a) The CARO 2016 (CARO 2020) is applicable to the company as the turnover of the 

company exceeds the prescribed limit. 

(b) The CARO 2016 (CARO 2020) is not applicable to the company as the turnover of the 

company does not  exceeds the prescribed limit. 

(c) The CARO 2016 (CARO 2020)is not applicable to the company as the borrowing of the 

company does not exceeds the prescribed limit. 

(d) The CARO 2016(CARO 2020) is applicable to the company as the borrowing of the 

company exceeds the  prescribed limit.(1 Mark Nov 21) 

Answer 25 

(d) 

Question 26 

SuperFin Rollers Ltd. has declared dividend of 10% on  22nd  April, 2021, for the year ended 31  

March  2021. The company did not pay or transfer the dividend declared to its 4 shareholders 

(Mr Sunil, Mr Mukesh, Mr Rakesh & Mr Haresh) who were entitled to receive the dividend. 
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Upon  inquiry  by  the  auditor regarding the reason, the Executive Director Mr. Ram provided 

that there is a legal dispute regarding the right to receive the dividend for these four 

shareholders. Executive Director Mr. Ram decided not to take any further step to pay the 

dividend till the time  the disputes were not resolved. In  the light of the same, kindly guide the 

auditor with respect to the penalty in the current case as per section 127 of the Companies Act. 

(a) Executive Director Mr. Ram shall be liable shall be liable to pay  simple interest at  the rate 

of  twelve per cent per annum during the period for which such default continues. 

(b) Executive Director Mr. Ram shall be liable to pay simple interest at the rate of eighteen 

per cent   per annum during the period for which such default continues. 

(c) Executive Director Mr. Ram punishable with imprisonment which may  extend to  two 

years and  with fine which shall not be less than one thousand rupees for  every day during 

which  such  default continues. 

(d) Executive Director Mr. Ram is not liable for punishment as there is no offence under 

section 127 section of the Act. .(1 Mark Nov 21) 

 

Answer 26 

(d) 

Question 27 

Mr. Bharat was appointed as  statutory auditor of N Limited and O Limited. Both the Companies   

were having their base in Mumbai they  had  recently listed their shares on the Stock Exchange.  

For the financial year 2020-21, Mr. Bharat had signed limited review reports for each quarter,  till 

the quarter ended 31st December 2020 for both the companies. Owing to  his  personal 

commitments and increased workload, he tendered his resignation to N Limited on 30 th January 

2021 and asked the Company to appoint another auditor to issue audit report for the remaining 

quarter and the FY 2020-21 as a whole. But the management of the Company did not accept the 

same. Mr. Bharat continued to as act as auditor for O limited. During the 1st week of March 2021, 

Mrs. D (wife of Mr. Bharat) had borrowed a sum of Rs. 5.85 lakh from the Company for her 

personal use. Having come to know about this, Mr. Bharat immediately informed the 

management that he had been disqualified to act as auditor and told them that he won ’t issue 

audit report for last  quarter. But management of the Company argued that it’s the legal 
responsibility of Mr. Bharat to do the same.Whether contention of management of N Limited and 

O Limited is justified in asking Mr. Bharat to issue audit report for the last quarter and the FY 

2020-21 as a whole, despite his resignation? Please comment on the above. (5 Marks Nov 21) 

Answer 27 

In the given scenario, Mr. Bharat was appointed as statutory auditor of two listed entities i.e., N 

Limited and O Limited. For the financial year 2020-21, Mr. Bharat had signed  limited  review 

reports for first three quarter i.e., till the quarter ended 31st December 2020 for both  the  

companies. Owing to his personal commitments and increased workload, he resigned from N 

Limited and asked the Company to appoint another auditor to issue audit report for the remaining 

quarter and audit report for the FY 2020-21. 

Further, Mr. Bharat immediately informed the management of O Limited that he had been 

disqualified to act as auditor and told  them  that he  won ’t issue audit report for last quarter 
as  Mrs. D (wife of Mr. Bharat) had borrowed a sum of ` 5.85 lakh from  the  Company  for  her 

personal use. 
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As  per SEBI LODR Regulations, if the auditor has signed the limited review/ audit report for the  

first three quarters of a financial year, then the auditor shall, before such resignation, issue the 

limited review/ audit report for the last quarter of such financial year as well as the audit report 

for such financial year. This provision will not apply if the auditor is disqualified due to Section 

141 of the Companies Act, 2013. 

Thus, in the given situation, in view of above conditions to be  complied with upon  resignation 

of  the statutory auditor of a listed entity/material subsidiary with respect to limited review /  

audit  report as per SEBI LODR Regulations, Mr. Bharat is required to issue the audit report for 

the last quarter and audit report for the year 2020-21 for N Limited as he has issued audit report 

for  the  first three quarters whereas Mr. Bharat is not required to issue the audit report for 

remaining  quarter and audit report for the year 2020-21 as a whole for O Limited as he is 

disqualified under section 141 of Companies Act. 

Accordingly, contention of Management of N Limited is correct and tenable for issuing the audit 

report for remaining quarter and audit report for financial year 2020 -21 however, contention 

of management of O Limited is not correct regarding the legal responsibility of Mr. Bharat to 

issue  audit report for remaining quarter and for the whole year. 

 

Question 28 

Whilst the Audit team has identified various matters, they need your advice to include the same 

in your audit report in view of CARO 2016 (CARO 2020):- 

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

nor  the principal has been repaid so far. 

(ii) An amount of ` 2.35 Lakh per month is paid to M/s. RARE 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 ` 0.35 Lakh per month. 

Whilst the transaction was accounted in the financial statements based on the amounts' 

paid, no separate disclosure has been made in the notes forming part of  the  accounts  

highlighting  the same as a 'related party' transaction. (4 Marks Nov 21) 

Answer 28 

(i) As per clause (xiii) of para 3 of CARO 2016 (CARO 2020) the auditor is required to report, 

“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”. 

In the present case, the auditor is required to report as per clause xiii of  para 3  of CARO  

2016 (CARO 2020) regarding receipt of long term borrowing from Parent Company which 

qualifies as a transaction with the related party. 

(ii) As per clause (xiii) of para 3 of CARO 2016 (CARO 2020), the auditor is required to report, 

“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;” 

Therefore, the duty of the auditor, under this clause is to report (i) Whether all transactions  

with the related parties are in compliance with section 177 and 188 of the Companies Act, 

2013 (“Act”); (ii) Whether related party disclosures as required by relevant Accounting 

Standards (AS 18, as may be applicable) are disclosed in the financial statements. In the 

present case, the auditor is required to report as per clause xiii of para 3 of CARO  2016 



 

Chapter 5 Audit of Limited Companies 

5.21 

(CARO 2020), as one of related party transaction amounting ` 2.35 lakhs per month i.e. in 

lieu of marketing services has been noticed of which amount ` 0.35 lakh per month  is  

exceeding  the arm’s length price has not been disclosed highlighting the same as related 

party transactions as per AS 18. Thus, the auditor is required to report accordingly. 

 

Question 29 

Whilst the Audit team has identified various matters, they need your advice to include the same 

in your audit report in view of CARO 2016 (CARO 2020): - 

(i) The Company is in the process of selling its office along with the freehold land available at 

Pune and is actively on the lookout for potential buyers. Whilst the same was purchased 

at ` 20 Lakh in 2006, the current market value is ` 200 Lakh. This property is pending to be 

registered in the name of the Company, due to certain procedural issues associated with 

the Registration though the Company is having a valid possession and has paid its purchase 

cost in full. The Company has disclosed this amount under Fixed Assets though no disclosure 

of non-registration is made in the notes forming part of the accounts. 

(ii) The Internal Auditor of the Company has identified a fraud in the recruitment of 

employees by the HR department wherein certain sums were alleged to have been taken 

as kick -back from the employees for taking them on board with the Company. After due 

investigation, the concerned HR Manager was sacked. The amount of such kickbacks is 

expected to be in the range of `13.50 Lakh. (4 Marks Oct 21) 

Answer 29 

I. As per  clause (i)  (c)  of para 3 of  CARO 2016 (CARO 2020) the auditor is  required to report, 

“whether the  title deeds of immovable properties are held in the name of the company (other 

than properties where the company is the lessee and the lease agreements are duly 

executed in the favor of the lessee). If not, provide the details thereof in the following format 

below.” 

 

In the present case, the Company has office along with freehold land in Pune. Though company 

has paid its purchase cost in full however, this property is pending to be registered 

in the name of the company i.e. title deed is not in the name of Company since 2006. Therefore, 

the auditor is required to report the same in accordance with clause (i)(c) of para   3 of CARO 

2016 (CARO 2020). 

The reporting under this clause, where  the title  deeds of  the immovable property are not  

held in the name of the Company, may  be  made incorporating following details, in  the form 

of a table or otherwise in case of land:- 

• total number of cases, 

• whether leasehold / freehold, 

• gross block and net block, (as at Balance Sheet date), and 

• remarks, if any. 

The reporting under this clause, in  the form of a table- 

• Description of Property 

• Gross Carrying Value 

• Held in Name of 
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• Whether promoter, director, relative or employee 

• Period held-indicate range where appropriate 

• Reason for not being held in name of company (Also indicate if in dispute) 

(AS per CARO 2020) 

II. As per clause Clause (x)(xi)(As per CARO 2020) of para 3 of CARO 2016 (CARO 2020) the auditor 

is required to report,  

(a) “whether any fraud by the company or any fraud on the Company by its officers or 

employees has been noticed or reported during the year; If yes, the nature and the 

amount involved is  to  be indicated.” 

(b) Whether any report under 143(12) of the Companies Act has been filed by the Auditors 

in form ADT-4 as prescribed under rule 13 of Companies (Audit & Auditor) Rules, 2014 

with the Central Government. 

(c) Whether the auditor has considered whistle blower complaints if any received during 

the year 

In the instant case, a fraud has been identified in recruitment of employees by the HR 

Department wherein certain sums were alleged to have been taken as kickback from the 

company of amounting rupees approx. 13.50 lakh. The auditor is required to report on the same 

in accordance with clause (x)(xi) of para 3 of CARO 2016 (CARO 2020). 
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Question 1 

PQ & Co. is an audit firm with P and Q as partners. For the financial year 2018-19, the firm has 

been appointed as statutory auditor of M/s Mango Orchards Hotel Ltd. The audit firm is a 

regular customer of the hotel and the partners usually stay in the same hotel at various locations 

in the course of travelling for their various professional assignments. Normally, payments for such 

stay are settled against quarterly bills raised by the company. Give your comment with respect 

to the Companies Act, 2013. (4 Marks, May ‘19) 
Answer 1 

Indebtedness to the Company: According to the section 141(3)(d)(ii) of the Companies Act, 

2013, a person who is indebted to the company for an amount exceeding ` 5,00,000 shall be 

disqualified to act as an auditor of such company and further under section 141(4) he shall vacate 

his office of auditor when he incurs this disqualification subsequent to his appointment. 

Further a person or a firm who directly or indirectly has business relationship with a company 

or its subsidiary or its holding or associate company, is also not qualified to be appointed as auditor 

of the company. But here business relationship does not include commercial transactions which 

are in the ordinary course of the business of the company at arm’s length price. 

However, where the person has liquidated his debt before the appointment date, there is no 

disqualification to be construed for such appointment. 

In the given case, PQ & Co., an audit firm with P & Q as partners is appointed as statutory auditor 

of M/s Mango Orchards Hotel Ltd. and the audit firm is a regular customer of the hotel and the 

partners usually stay in the same hotel at various locations. They also settle the payments for 

such stay against quarterly bills raised by the company. 

Assuming the balance amount at any time during the year due to the hotel does not exceed the 

prescribed limits of rupees 5,00,000, PQ & Co., is not disqualified to be appointed as statutory 

auditor of M/s Mango Orchards Hotel Ltd as per section 141(3)(d)(ii), in the absence of the same 

the auditor shall be disqualified to act as an auditor and shall vacate his office of auditor when 

he incurs this disqualification subsequent to the appointment. 

Since in term of section 141(3)(e) of Companies Act, 2013 PQ & Co. is not a person or a firm who, 

whether directly or indirectly, has business relationship with the company, or its subsidiary, or its 

holding or associate company or subsidiary of such holding company or associate company of such 

nature as may be prescribed, the auditor shall not be disqualified to act as an auditor and shall 

not required to vacate his office of auditor. 

 

Question 2 

CA. G, was appointed by DP Ltd., as Statutory Auditor. While doing the audit of DP Ltd., CA. 

G observed that certain loans and advances were made without proper securities; certain trade 

receivables and trade payables were adjusted inter se; and personal expenses were charged to 

revenue. As a company auditor comment on the, reporting responsibilities of CA. G.(5 Marks, 

Nov ‘19) 
Answer 2 

Duty of Auditor to Inquire on certain matters: Section 143(1) of the Companies Act, 2013 

requires the auditor to make an enquiry in respect of specified matters during the course of his 
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audit. Since the law requires the auditor to make an enquiry, the Institute opined that the auditor 

is not required to report on the matters specified in sub-section (1) unless he has any special 

comments to make on any of the items referred to therein. If the auditor is satisfied as a result 

of the enquiries, he has no further duty to report that he is so satisfied. It is to be noted that 

the auditor is required to make only enquiries and not investigate into the matters referred to 

therein. 

The opinion of the Research Committee of the Institute of Chartered Accountants of India on 

section 143(1) of the Companies Act, 2013 is worth considering and reproduced below: 

“The auditor is not required to report on the matters specified in sub-section (1) unless he has 

any special comments to make on any of the items referred to therein. If he is satisfied as a result 

of the inquiries, he has no further duty to report that he is so satisfied. In such a case, the 

content of the Auditor’s Report will remain exactly the same as the auditor has to inquire and 

apply his mind to the information elicited by the enquiry, in deciding whether or not any 

reference needs to be made in his report. In our opinion, it is in this light that the auditor has 

to consider his duties under section 143(1).” 

Clause (a) of Section 143(1) requires the auditor to inquire: “Whether loans and advances made 

by the company on the basis of security have been properly secured and whether the terms 

on which they have been made are prejudicial to the interests of the company or its members”. 

If the auditor finds that the loans and advances have not been properly secured, he may enter an 

adverse comment in the report but cannot probably doubt the true view of the accounts by 

reference to this fact so long the loans and advances are properly described and presented in 

terms of Part I of Schedule III to the Companies Act. Further the auditor to inquire whether or 

not the terms on which the loans or advances have been made are prejudicial to the interests of 

the company or its members. If it is, he should qualify his report. 

If trade receivables and trade payables are adjusted inter se, this amounts to merely book 

entries. The auditor, as per clause (b) of section 143(1), should enquire “whether transactions of 

the company which are represented merely by book entries are prejudicial to the interests of 

the company”. This proposition has got to be inquired into by reference to the effects of the 

book entries, unsupported by transactions, on the legitimate interests of the company. The 

auditor has to exercise his judgment based on certain objecti ve standards”. 

Regarding Personal Expenses, Clause (e) of section 143(1) requires the auditor to inquire: 

“Whether personal expenses have been charged to revenue account”. The charging to revenue 

of such personal expenses, either on the basis of the company’s contractual obligations, or in 

accordance with accepted business practice, is perfectly normal and legitimate or does not call 

for any special comment by the auditor. Where, however, personal expenses not covered by 

contractual obligations or by accepted business practice are incurred by the company and 

charged to revenue account, it would be the duty of the auditor to report thereon. It suffices to 

say that if the auditor finds that personal expenses have been charged to revenue and if the 
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amounts are material, he should qualify his report also. 

Question 3 

As an auditor of a company registered under section 8 of the Companies Act, 2013 , you find 

that as per the notification of the Ministry of Corporate Affairs regarding applicability of Indian 

According Standards (Ind-AS), the company has to prepare its financial statements for the year 

ended 31st March, 2019 under Ind-AS. The management of the company is, however, of the 

strong view that being a section 8 company having charitable objects, Ind-AS cannot apply to the 

company. The financial statements are, therefore, prepared by the management under the 

earlier GAAP and a note for the same is given in the financial statements. How would you 

report on these financial statements? (5 Marks, Nov ‘19) 
 

Answer 3 

Applicability of IND AS: Section 129(1) of the Companies Act, 2013, governs the requirements to 

be satisfied by financial statements. The provisions thereunder which should be complied with 

are: 

• financial statements shall, give a true and fair view of the state of affairs of the company 

or companies as at the end of financial year, comply with the notified accounting 

standards under section 133 and be in such form or forms specified in Schedule III to the 

Companies Act, 2013 and 

• the items contained in such financial statements shall be in accordance with the 

accounting standards. 

Further, as per section 133 of the Companies Act, 2013, the Central Government has notified 

Companies (Indian Accounting Standards) Rules, 2015 dated 16.02.2015 in exercise of the 

powers conferred by section 133. The said rules list the Indian Accounting Standards (Ind AS) and 

the class of companies required to comply with the Ind AS while preparation of their financial 

statements. 

Here, it may be noted that the companies covered under Section 8 are required to comply the 

provisions of the Companies Act, 2013, unless and until any exemption is provided. Therefore, 

companies registered under Section 8 are not exempted from the requirements of section 133 

and section 129 of the Companies Act, 2013. 

In the given case, only contention of management that being a section 8 company having 

charitable object, Ind-AS cannot apply to the company, therefore financial statements prepared 

under the earlier GAAP and a note for the same is given, is not tenable. 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Reporting responsibilities of auditor under section 143(1) of the Companies Act, 2013 - 

Clause (a), (b) and (e): Majority of the Examinees could not answer to the point but mentioned 

all the clauses of section 143(1) without giving proper explanation and wrongly  mentioned 

about CARO 2016. Also few Examinees gave irrelevant answers about the audit procedure 

instead of reporting responsibilities. 
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However, the auditor is required to ensure the applicable monetary limits w.r.t Ind- AS and 

need to advise the management to prepare the financial statements as per Ind-AS accordingly. In 

case of non-compliance the auditor should report accordingly. 

Question 4 

"The C & AG may direct the appointed auditor about the manner in which the accounts of the 

Government company are required to be audited and thereupon the audi tor so appointed shall 

submit a copy of the audit report to the Comptroller and Auditor-General of India”. What are 

the relevant sections of the Companies Act, 2013 and steps involved in the audit of 

Government Companies? (5 Marks, Nov ‘19) 
Answer 4 

The following steps are involved in the audit of government companies: 

(i) Appointment of Auditors under Section 139(5) and 139(7) read with section 143(5) of 

the Companies Act, 2013 - Statutory auditors of Government Companies are appointed 

or re-appointed by the C&AG. There is thus, a departure from the practice in vogue in 

the case of private sector companies where appointment or re- appointment of the 

auditors and their remuneration are decided by the members at the annual general 

meetings. In the case of government companies, though the appointment of statutory 

auditors is done by the C&AG, the remuneration is left to the individual companies to 

decide based on certain guidelines given by the C&AG in this regard. 

(ii) The C&AG may direct the appointed auditor on the manner in which the accounts of 

the Government company are required to be audited and the auditor so appointed has 

to submit a copy of the audit report to the Comptroller and Auditor-General of 

India. The report, among other things, includes the directions, if any, issued by the C&AG, 

the action taken thereon and its impact on the accounts and financial statement of the 

company. 

The report under section 143(5) is in addition to the reports issued by the Statutory 

Auditors under various other clauses of section 143. 

(iii) Supplementary audit under section 143(6)(a) of the Companies Act, 2013 -The 

Comptroller and Auditor-General of India shall within 60 days from the date of receipt 

of the audit report have a right to conduct a supplementary audit of the financial 

statements of the government company by such person or persons as he may authorize 

in this behalf and for the purposes of such audit, require information or additional 

information to be furnished to any person or persons, so authorised, on such matters, 

by such person or persons, and in such form, as the C&AG may direct. 

(iv) Comment upon or supplement such Audit Report under section 143(6)(b) of the 

Companies Act, 2013 - Any comments given by the C&AG upon, or in supplement to, 

the audit report issued by the statutory auditors shall be sent by the company to 

every person entitled to copies of audited financial statements under sub- section (1) 

of section 136 of the said Act i.e. every member of the company, to every trustee for the 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Applicability of IND-AS – Companies registered under section 8 of the Companies Act, 

2013: Majority of the Examinees  omitted any  reference to section 129(1) and Section 133 

while many Examinees wrote answers based on SA 200, SA 705 and just mentioned that 

Section 8 companies are not exempted. 
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debenture-holder of any debentures issued by the company, and to all persons other 

than such member or trustee, being the person so entitled and also be placed before the 

annual general meeting of the company at the same time and in the same manner as 

the audit report. 

(v) Test audit under section 143(7) of the Companies Act, 2013 -Without prejudice to the 

provisions relating to audit and auditor, the C&AG may, in case of any company covered 

under sub-section (5) or sub-section (7) of section 139 of the said Act, if he considers 

necessary, by an order, cause test audit to be conducted of the accounts of such 

company and the provisions of section 19A of the Comptroller and Auditor- General's 

(Duties, Powers and Conditions of Service) Act, 1971, shall apply to the report of such 

test audit. 

 

Question 5 

M/s PC & Co., Chartered Accountants are the statutory auditors of various categories of 

companies and bodies corporate. In exercise of the powers conferred under sub-sections 

(2) and (4) of section 132, of the Companies Act, 2013 the Central Government made the 

National Financial Reporting Authority Rules, 2018 (NFRA Rules) (MCA Notification dated 13 

November 2018). The audit firm seeks your guidance on the applicability of those categories of 

companies and bodies corporate which are covered by NFRA Rules (5 Marks, Nov ‘20) 

Answer 5 

As per NFRA rules, NFRA shall have power to monitor and enforce compliance with accounting 

standards and auditing standards, oversee the quality of service under sub- section (2) of section 

132 or undertake investigation under sub-section (4) of such section of the auditors of the 

following class of companies and bodies corporate: 

(a) companies whose securities are listed on any stock exchange in India or outside India; 

(b) unlisted public companies having paid-up capital of not less than rupees five hundred 

crores or having annual turnover of not less than rupees one thousand crores or having, 

in aggregate, outstanding loans, debentures and deposits of not less than rupees five 

hundred crores as on the 31st March of immediately preceding financial year; 

(c) insurance companies, banking companies, companies engaged in the generation or 

supply of electricity, companies governed by any special Act for the time being in force 

or bodies corporate incorporated by an Act in accordance with clauses (b), (c), (d), (e) 

and (f) of section 1 (4) of the Companies Act, 2013; 

(d) anybody corporate or company or person, or any class of bodies corporate or companies 

or persons, on a reference made to the NFRA by the Central Government in public 

interest; and 

(e) a body corporate incorporated or registered outside India, which is a subsidiary or 

associate company of any company or body corporate incorporated or registered in India 

as referred to in clauses (a) to (d) above, if the income or net-worth of such subsidiary or 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Steps involved in the audit of government companies: Majority of the Examinees 

answered this part well but many Examinees did not refer  to  the  relevant  sections and 

gave general answers. Some Examinees mentioned the  relevant sections but  did not give 

the detailed provisions. 
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associate company exceeds 20% of the consolidated income or consolidated net-worth 

of such company or the body corporate, as the case may be, referred to in clauses (a) to 

(d) above. 

 

Question 6 

In the course of audit of MM Ltd. for the financial year ended 31st March, 2019, your audit team 

has identified the following matter: 

All amount of ` 4 Lakh per month for the marketing services rendered is paid to M/s. MG 

Associates, a partnership firm in which Director of MM Ltd. is also a managing partner, with a 

profit sharing ratio of 30%. Based on an independent assessment, the consideration paid is higher 

than the arm's length pricing by ` 1.50 Lakh per month. Whilst the transaction was accounted in 

the financial statements based on the amounts paid, no separate disclosure has been made in the 

notes forming part of the accounts. Give your comments for reporting under CARO 2016 (CARO 

2020). (4 Marks, Nov ‘20) 

Answer 6 

According to clause (xiii) of Para 3 of CARO, 2016 (CARO 2020), 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. 

Therefore, the duty of the auditor, under this clause is to report 

i. Whether all transactions with the related parties are in compliance with section 177 and 

188 of the Companies Act,2013: 

ii. Whether related party disclosures as required by relevant Accounting Standards (AS 18, 

as may be applicable) are disclosed in the financial statements. 

In the Instant case, MG Associates is a related party and also rendering marketing services to 

MM Ltd. in return of Consideration of ` 4 Lakhs which is related party transaction. No separate 

disclosure has been made in the notes to accounts in this context, which was required to be 

made. 

In view of above, Auditor shall report under the above clause as under: 

1. Nature of the related party relationship and the underlying transaction-MG Associates is 

a partnership firm in which Director of MM Ltd is also a managing partner, with a profit 

sharing ratio of 30 %. Payment of ̀  4 Lakhs to MG Associates is a related party transaction. 

2. Amount involved is Consideration for the Marketing services rendered by MG Associates 

(` 4 Lakhs p.m.) is higher than the arm’s length pricing by ` 1.50 Lakh p.m. (` 18 Lakhs p.a.) 

 

Question 7 

M/s NK & Co., Chartered Accountants were appointed as Statutory Auditors of Fresh Juice 

Limited for the F.Y 2019-2020. The previous year's audit was conducted by M/s. LP & 

Associates. After the audit was completed and report submitted, it was found that closing 

balances of last financial year i.e., 2018-19 were incorrectly brought forward. It was found that 

M/s NK & Co. did not apply any audit procedures to ensure that correct opening balances have 

been brought forward to the current period. 

Accordingly, a complaint was filed against NK & Co. in relation to this matter. 



 

Chapter 5 Audit of Limited Companies 

5.7 

You are required to inform what policies are required to be implemented by NK & Co. for 

dealing with such complaints and allegations as required by Standard on Quality Control (SQC).

 (5 Marks, Jan ‘21) 

Answer 7 

In the given question, NK & Co. did not apply audit procedures to ensure that opening balances 

had been correctly brought forward. A complaint was filed against the auditors in this context. 

As per Standard on Quality Control (SQC) 1 “Quality Control for Firms that Perform Audits and 

Reviews of Historical Financial Information, and Other Assurance and Related Services 

Engagements”, 

(i) The firm should establish policies and procedures designed to provide it with 

reasonable assurance that it deals appropriately with: 

(a) Complaints and allegations that the work performed by the firm fails to comply 

with professional standards and regulatory and legal requirements; and 

(b) Allegations of non-compliance with the firm’s system of quality control. 

(ii) Complaints and allegations (which do not include those that are clearly frivolous) may 

originate from within or outside the firm. They may be made by firm personnel, clients 

or other third parties. They may be received by engagement team members or other 

firm personnel. 

(iii) As part of this process, the firm establishes clearly defined channels for firm personnel 

to raise any concerns in a manner that enables them to come forward without fear of 

reprisals. 

(iv) The firm investigates such complaints and allegations in accordance with established 

policies and procedures. The investigation is supervised by a partner with sufficient and 

appropriate experience and authority within the firm but who is not otherwise involved 

in the engagement, and includes involving legal counsel as necessary. Small firms and 

sole practitioners may use the services of a suitably qualified external person or 

another firm to carry out the investigation. Complaints, allegations and the responses 

to them are documented. 

(v) Where the results of the investigations indicate deficiencies in the design or operation 

of the firm’s quality control policies and procedures, or non-compliance with the firm’s 
system of quality control by an individual or individuals, the firm takes appropriate 

action. 

 

Question 8 

You are engaged by M/s. Real Ltd. as an internal auditor for the financial year 2020 -2021. While 

applying risk assessment procedures of inquiring from management and various analytical 

procedures, you have identified some risks which in your opinion may lead to material 

misstatement at the financial level and assertion level. Which factors as an auditor will you 

consider while exercising judgement as to whether such risks are significant risks or not?

                                                                                                                                   (5 Marks, Jan ‘21) 
Answer 8 

The internal auditor of Real Ltd. has identified some risks while he was applying risk 

assessment procedures and various analytical procedures. 
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As per SA 315, “Identifying and Assessing the Risks of Material Misstatements through 

Understanding the Entity and its Environment”, in exercising judgment as to which risks are 

significant risks, the auditor shall consider at least the following: 

(1) Whether the risk is a risk of fraud; 

(2) Whether the risk is related to recent significant economic, accounting, or other 

developments like changes in regulatory environment, etc., and, therefore, requires 

specific attention; 

(3) The complexity of transactions; 

(4) Whether the risk involves significant transactions with related parties; 

(5) The degree of subjectivity in the measurement of financial information related to the risk, 

especially those measurements involving a wide range of measurement uncertainty; and 

(6) Whether the risk involves significant transactions that are outside the normal course of 

business for the entity, or that otherwise appear to be unusual. 

 

Question 9 

M/s GH & Associates have been appointed as Central Statutory Auditors of BNB Bank, a 

nationalized bank, headquartered in New Delhi for the F.Y 2020 -2021. Bank functions in 

automated environment using "FLC Software". While preparing audit report, one of the 

partner highlighted that some matters covered by Companies Act, 2013 and the 

requirements of Companies (Auditor's Report), Order, 2016 reporting: 

You are required to answer the following: 

(i) To which authority auditors should submit their audit report? 

(ii) List the matters covered under Companies Act, 2013 and 

(iii) Reporting under Companies (Auditor's Report),  Order, 2016. (5 Marks July 21) 

Answer 9 

(i) Authority to whom Auditors to submit their Audit Report - 

In the case of a nationalised bank, the auditor is required to make a report to the Central 

Government. 

So, GH & Associates, Central Statutory Auditors of BNB Bank- a nationalized bank, would 

be required to submit their report to Central Govt. 

(ii) The auditor of a banking company is also required to state in the report the matters 

covered by Section 143 of the Companies Act, 2013. 

1. Report on adequacy and operating effectiveness of Internal Controls over 

Financial Reporting in case of banks which are registered as companies under the 

Companies Act in terms of Section 143(3)(i) of the Companies Act, 2013 which is 

normally to be given as an Annexure to the main audit report as per the Guidance 

Note on Audit of Internal Financial Controls over Financial Reporting issued by the 

ICAI. 

2. Report on whether any serious irregularity was noticed in the working of the 

bank which requires immediate attention (in accordance with sec 143(12) of the 

Companies Act, 2013.) 

3. As per reporting requirements cast through Rule 11 of the Companies (Audit and 

Auditors) Rules, 2014 the auditor’s report shall also include their views and 
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comments on the following matters, namely: 

(a) Whether the bank has disclosed the impact, if any, of the pending litigations 

on its financial position in its financial statements. 

(b) Whether the bank has made provision, as required under the law or 

accounting standards, for material foreseeable losses, if any, on long term 

contracts including derivative contracts. 

(c) Whether there has been any delay in transferring amounts, required to be 

transferred to the Investor Education and Protection Fund by the bank. 

(iii) Reporting requirements relating to the Companies (Auditor’s Report) Order, 2016 are 

not applicable to a banking company as defined in clause (c) of section 5 of the Banking 

Regulation Act, 1949. 

 

Question 10 

M/s ALM Ltd. is into the business of trading of toys since 2001. The company was performing 

well till year 2015 and after that sales started showing downward trend. The Company had 

borrowed working capital funds from LP Bank Ltd. On 01.08.2020, account  of the borrower was 

classified as NPA. Bank appointed forensic auditor, to identify, if any diversion of funds is there 

or not. Forensic auditor confirmed the diversion of funds. Matter went to the court of law and 

company was asked to recast its financial statements for the last 5 years. Management 

contended that Companies Act, 2013 does not allow recasting for more than three preceding 

financial years. Do you agree with the views of the management? (5 Marks July 21) 

Answer 10 

Recasting of financial statements - 

Re-opening of accounts on Court’s or Tribunal’s orders: Section 130 of the Companies Act, 

2013 states that a company shall not re-open its books of account and  not recast its 

financial statements, unless an application in this regard is made by the  Central 

Government, the Income-tax authorities, the Securities and Exchange Board of India (SEBI), 

any other statutory regulatory body or authority or any person concerned and an order is 

made by a court of competent jurisdiction or the Tribunal to the effect that— 

(i) the relevant earlier accounts were prepared in a fraudulent manner; or 

(ii) the affairs of the company were mismanaged during the relevant period, casting a 

doubt on the reliability of financial statements. 

The Order for reopening of accounts not to be made beyond eight financial years immediately 

preceding the current financial year unless and until Government has, under Section 128(5), 

issued a direction for keeping books of account longer than 8 years, reopening of accounts 

can be made for such longer period. 

However, a notice shall be given by the Court or Tribunal in this regard and shall take into 

consideration the representations, if any. 
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Keeping in view above, the contention of the ALM Ltd that the Companies Act, 2013 does not 

allow recasting for more than three preceding financial years is incorrect. 

 

Question 11 

CA S has been appointed as Statutory Auditor of SRT Ltd. for the financial  year 2020-2021. 

The Company while preparing financial statements for the year under audit prepared one 

additional profit and loss account that disclosed specific items of expenditure and included 

the same as an appendix to the financial statements. CA. S has not  been  able to 

understand this as the additional profit and loss account is not covered under  applicable 

financial reporting framework. Guide him as to how he should deal with  this issue while 

reporting on the  financial statements of SRT Ltd. (5 Marks July 21) 

Answer 11 

If supplementary information that is not required by the applicable financial reporting 

framework is presented with the audited financial statements, the auditor shall evaluate 

whether, in the auditor’s professional judgment, supplementary information is nevertheless 

an integral part of the financial statements due to its nature or  how it is  presented.  When  

it is an integral part of the financial statements, the supplementary information shall be 

covered by the auditor’s opinion. If supplementary information that is not required by the 

applicable financial reporting framework is not considered an integral part of the audited 

financial statements, the auditor shall evaluate whether such supplementary information is 

presented in a way that sufficiently and clearly differentiates it from the audited financial 

statements. If this is not the case, then the auditor shall ask management to change how 

the unaudited supplementary information is presented. 

If management refuses to do so, the auditor shall identify the unaudited supplementary 

information and explain in the auditor’s report that such supplementary information has not 
been audited. 

When an additional profit and loss account that discloses specific items of expenditure is 

disclosed as a separate schedule, included as an appendix to the financial statements, the 

auditor may consider this to be supplementary information that can be clearly differentiated 

from the financial statements. 

Thus, additional profit and loss account is not considered an integral part of the audited 

financial statements and the auditor shall evaluate that supplementary information is 

presented in a way that sufficiently and clearly differentiates it from the audited financial 

statements. 

 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Many examinees could not apply the  provisions  of  section  130  of Companies Act, 2013 to 

the given case. Examinees were not aware of the  period  up  to  which the accounts are to be 

reopened. Majority of examinees concluded that contention of ALM Ltd is incorrect without 

justification and reasoning. 
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Special Features in Audit of Banks, NBFC's and Insurance 
 

Question 1 

You are appointed as the auditor of a NBFC which is an Investment company registered with RBI. 

What shall be the special points to be covered for the audit of NBFC in case of Investment 

companies? As per Amendment Merging three categories of NBFCs viz. Asset Finance 

Companies (AFC),  Loan Companies (LCs) and Investment Companies (ICs) into a new category 

called Investment and Credit Company (NBFC-ICC) (Nov 19) 

Answer 1 

Some points that may be covered in the audit of NBFC - Investment and Credit Company 

(NBFC-ICC): 

i. Physically verify all the shares and securities held by a NBFC. Where any  security is lodged  

with an institution or a bank, a certificate from the bank/institution to that  effect  must  

be verified. 

ii. Verify whether the NBFC has not advanced any loans against the security of its own shares. 

iii. Verify that dividend income wherever declared by a company, has been duly received by 

an NBFC and interest wherever due [except in case of NPAs] has been duly accounted for. 

NBFC Prudential Norms directions require dividend income on shares of companies and 

units of mutual funds to be recognised on cash basis. However,  the  NBFC has an option 

to  account  for dividend income on accrual basis, if the same has been declared by the 

body corporate in its Annual General Meeting and its right to receive the payment has 

been established. Income from bonds/debentures of corporate bodies is to be accounted 

on accrual basis only if the interest rate on these instruments  is predetermined  and 

interest  is serviced  regularly and not in arrears. 

iv. Test check bills/contract notes received from brokers with reference to the prices vis-à-

vis the stock market quotations on the respective dates. 

v. Verify the Board Minutes for purchase and sale of investments. Ascertain from the Board 

resolution or obtain a management certificate to the effect that  the  investments  so 

acquired are current investments or Long Term Investments. 

vi. Check whether the investments have been valued in accordance with the NBFC Prudential 

Norms Directions and adequate provision for fall in the market value of securities, 

wherever applicable, have been made there against, as required by the Directions. 

vii. Obtain a list of subsidiary/group companies from the management and verify the 

investments made in subsidiary/group companies during the year. Ascertain the basis for 

arriving  at the price paid for the acquisition of such shares. 

viii. Check whether investments in unquoted debentures/bonds have not been treated as 

investments but as term loans or other credit facilities for the purposes of income 

recognition and asset classification. 

ix. An auditor will have to ascertain whether the requirements of AS 13 “Accounting for 
Investments” or other accounting standard, as applicable, (to the extent they are not 

inconsistent with the Directions) have been duly complied with by the NBFC. 

x. In respect of shares/securities held through a depository, obtain a confirmation from the 

depository regarding the shares/securities held by it on behalf of the NBFC. 

xi. Verify that securities of the same type or class are received back by the lender/paid by the 
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borrower at the end of the specified period together with all corporate benefits thereof 

(i.e. dividends, rights, bonus, interest or any other rights or benefit accruing thereon). 

xii. Verify charges received or paid in respect of securities lend/borrowed. 

xiii. Obtain a confirmation from the approved intermediary regarding securities deposited 

with/borrowed from it as at the year end. 

xiv. An auditor should examine whether each loan or advance has been properly sanctioned. 

He should verify the conditions attached to the sanction of each loan or advance i.e. limit 

on borrowings, nature of security, interest, terms of repayment, etc. 

xv. An auditor should verify the security  obtained and the  agreements  entered  into, if any,  

with  the concerned parties in respect of the advances given. He must ascertain the nature  

and  value of security and the net worth of the borrower/guarantor to determine the 

extent to  which  an advance could be considered realisable. 

xvi. Obtain balance confirmations from the concerned parties. 

xvii. As regards bill discounting, verify that proper records/documents have  been  

maintained  for every bill discounted/rediscounted by the NBFC. Test check some 

transactions with  reference to the documents maintained and ascertain whether the 

discounting charges, wherever, due, have been duly accounted for by the NBFC. 

xviii. Check whether the NBFC has not lent/invested in excess of the specified limits to any 

single borrower or group of borrowers as per NBFC Prudential Norms Directions. 

xix. An auditor should verify whether the NBFC has an adequate system of proper appraisal 

and follow up of loans and advances. In addition, he may analyse the trend of its recovery 

performance to ascertain that the NBFC does not have an unduly high level of NPAs. 

xx. Check the classification of loans and advances (including bills purchased and  discounted) 

made by a NBFC into Standard Assets, Sub-Standard  Assets,  Doubtful  Assets  and  Loss 

Assets and the adequacy of provision for bad and doubtful debts as required by  NBFC 

Prudential Norms Directions. 

(Note: The above checklist is not exhaustive. It is only illustrative. There could be various  

other  audit procedures which may be performed for audit of an NBFC.) 

 

Question 2 

Yuvraj Ltd. is a non-banking financial company other than Nidhi company and is covered under 

“Master Direction - Non-Banking Financial Companies Auditor’s Report (Reserve Bank) 
Directions, 2016”. The NBFC has been in existence for the last 11 years and its operations are 
considerable in size having a net worth of ` 299 crores. 

The NBFC has new statutory auditors for the financial year ended 31 March 2019. The  audit 

report (including CARO) of the NBFC was clean for the financial year ended 31 March 2018. The 

company had a planning discussion with the auditors of the company for the financial year 

ended 31 March 2019 who raised a point regarding the applicability of new set of accounting 

standards, Indian Accounting Standards (Ind AS), on the NBFC for the financial year ended 31 

March 2019 and have asked the management to ensure that its financial statements should be 

according to that. This comes as a big surprise to the management who had assessed that Ind 

AS would not be applicable to this NBFC because of the fact that CARO is applicable on this NBFC. 

There is a big disconnect on this matter between the auditor and the management. Please help 

by resolving this matter. 

(a) Both the management and statutory auditors are not correct because Ind AS is not 

applicable to any NBFC covered under “Master Direction - Non-Banking Financial 

Companies Auditor’s Report (Reserve Bank) Directions, 2016”. 
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(b) Management is correct because Ind AS is only applicable to NBFC which are also a Nidhi 

company. In this case, CARO being applicable Ind AS cannot apply to this NBFC. 

(c) If the management does not agree with the view of statutory auditors then they should 

give adverse opinion in their report and also report this to RBI. 

(d) Ind AS would not be applicable for financial year ended 31 March 2019  and hence  the 

view of statutory auditors is not correct. 

(Nov 19) 

Answer 2 

The answer is (d). Ind AS would not be applicable for financial year ended 31 March 2019 and 

hence the view of statutory auditors is not correct. 

 

Question 3 

NIC Ltd. is a large company engaged in the business of insurance for the last 9 years. The 

company has expanded its business considerably over the years and have set up various 

divisions across India. 

The accounting and the operational systems of the company are centralized wherein the 

accounts of all the divisions, trial balances and their balance sheets are prepared by the Head 

Office. AJ & Co, a firm of Chartered Accountants, are the statutory auditors of this company and 

audit all the divisions and the head office. The auditors have completed the audit of the financial 

statements of the company for the year ended 31 March 2019  and  the company’s financial 
statements are approved. 

Before the annual general meeting of the company, the company received a notice  from the 

Insurance Regulatory and Development Authority of India (IRDAI) which has asked the company 

to respond within 7 days as to why this company breached the requirement of IRDAI guidelines 

by having a single auditor for all the divisions and head office. 

The management of the company has been doing this over the years and were never aware of 

this requirement. To respond to this, the management has consulted many legal experts and also 

the auditors. They would also like to understand your views as to how to respond to IRDAI in this 

critical situation. Please advise carefully. 

(a) There has been breach of IRDAI guidelines and accordingly the management should 

respond. 

(b) The management can request IRDAI to consider relaxation in respect of this provision for 

the company for the current year as relaxation for the same is permissible. 

(c) The management should respond to IRDAI that this provision is applicable to a company 

only after 15 years of its existence and hence there is no breach of IRDAI guidelines. 

(d) The management should respond to IRDAI that this provision should have been ensured by 

the auditors only. Hence, they should not be held liable for this breach of provision of the 

IRDAI guidelines. 

(Nov 19) 

Answer 3 

The answer is (a). There has been breach of IRDAI guidelines and accordingly the management 

should respond. 

 

Question 4 
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(a) In  course of audit of  True Princi  Bank as at 31st  March,  2019,  you observed that in  a 

particular account there was no recovery in the past 18 months. The bank has not applied 

the NPA norms as well as income recognition norms to this particular account. When 

queried the bank management replied that this account was guaranteed by the central 

government and hence these norms were not applicable. The bank has not invoked the 

guarantee. Comment. Would your answer be different if the advance is guaranteed by a State 

Government? 

(b) While auditing FAIR Bank, you observed that a lump sum amount has been disclosed as 

contingent liability collectively. You are, therefore, requested by the management to guide 

them about the disclosure requirement of Contingent Liabilities for Banks. 

(Nov 19) 

Answer 4 

(a) Government Guaranteed Advance: If a government guaranteed advance becomes NPA, 

then for the purpose of  income recognition, interest on such advance should not be taken 

to income unless interest is realized. However, for purpose of asset classification, credit 

facility backed by Central Government Guarantee, though overdue, can be treated as NPA 

only when the Central Government repudiates its guarantee, when invoked. 

Since the bank has not revoked the guarantee, the question of repudiation does not arise. 

Hence the bank is correct to the extent of not applying the NPA norms for provisioning 

purpose. But this exemption is not available in respect of income recognition norms. Hence 

the income to the extent not recovered should be reversed. 

The situation would be different if the advance is guaranteed by State Government because 

this exception is not applicable for State Government Guaranteed advances, where advance 

is to be considered NPA if it remains overdue for more than 90 days. 

In case the bank has not invoked the Central Government Guarantee though the amount is 

overdue for long, the reasoning for the same should be taken and duly  reported in LFAR. 

(b) Contingent Liabilities for Banks: The Third Schedule to the Banking Regulation  Act, 1949, 

requires the disclosure of the following as a footnote to the balance sheet- 

(A) Contingent liabilities 

(i) Claims against the bank not acknowledged as debts. 

(ii) Liability for partly paid investments. 

(iii) Liability on account of outstanding forward exchange contracts. 

(iv) Guarantees given on behalf of constituents- 

(1) In India. 

(2) Outside India. 

(v) Acceptances, endorsements and other obligations. 

(vi) Other items for which the bank is contingently liable. 

(B) Bills for collection. 

 

Question 5 

Shivam & Co LLP are the auditors of NBFC (Investment and Credit Company). Some of  the team 

members of the audit team who audited this NBFC have left the firm and the new team 

members are in discussion with the previous team members who are still continuing with the 

firm regarding the verification procedures to be performed. In this context, please explain what 
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verification procedures should be performed in relation to audit of NBFC - Investment and Credit 

Company (NBFC-ICC). (Nov 19) 

Answer 5 

Some points that may be covered in the audit of NBFC - Investment and Credit  Company (NBFC-

ICC): 

i. Physically verify all the shares and securities held by a NBFC. Where any security is lodged 

with an institution or a bank, a certificate from the bank/institution to that effect must be 

verified. 

ii. Verify whether the NBFC has not advanced any loans against the security of its own shares. 

iii. Verify that dividend income wherever declared by a company, has been duly received by 

an NBFC and interest wherever due [except in case of NPAs] has been duly accounted for. 

NBFC Prudential Norms directions require dividend income on shares of companies and 

units of mutual funds to be  recognised on cash basis. However,  the NBFC has an option to 

account for dividend income on accrual basis, if the same has been declared by the body 

corporate in its Annual General Meeting and its right  to receive the payment has been 

established. Income from bonds/debentures of corporate bodies is to be accounted on 

accrual basis only if the interest rate on these instruments is predetermined and interest is 

serviced regularly and not in arrears. 

iv. Test check bills/contract notes received from brokers with reference to the prices vis- à-vis 

the stock market quotations on the respective dates. 

v. Verify the Board Minutes for purchase and sale of investments. Ascertain from the Board 

resolution or obtain a management certificate to the effect that the investments so 

acquired are current investments or Long Term Investments. 

vi. Check whether the investments have been valued in accordance with the NBFC Prudential 

Norms Directions and adequate provision for fall in the market value of securities, 

wherever applicable, have been made there against, as required by the Directions. 

vii. Obtain a list of subsidiary/group companies from the management and verify the 

investments made in subsidiary/group companies during the year. Ascertain the basis for 

arriving at the price paid for the acquisition of such shares. 

viii. Check whether investments in unquoted debentures/bonds have not been treated as 

investments but as term loans or other credit facilities for the purposes of income 

recognition and asset classification. 

ix. An auditor will have to ascertain whether the requirements of AS 13 “Accounting for 
Investments” or other accounting standard, as applicable, (to the extent they are not 

inconsistent with the Directions) have been duly complied with by the NBFC. 

x. In respect of shares/securities held through a depository, obtain a confirmation from the 

depository regarding the shares/securities held by it on behalf of the NBFC. 

xi. Verify that securities of the same type or class are received back by the lender/paid  by the 

borrower at the end of the specified period together with all corporate benefits thereof 

(i.e. dividends, rights, bonus, interest or any other rights or benefit accruing thereon). 

xii. Verify charges received or paid in respect of securities lend/borrowed. 

xiii. Obtain a confirmation from the approved intermediary regarding securities deposited 

with/borrowed from it as at the year end. 

xiv. An auditor should examine whether each loan or advance has been properly sanctioned. 
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He should verify the conditions attached to the sanction of each loan or advance i.e. limit 

on borrowings, nature of security, interest, terms of repayment, etc. 

An auditor should verify the security obtained and the agreements entered into, if any, 

with the concerned parties in respect of the advances given. He must ascertain the 

nature and value of security and the net worth of the borrower/guarantor to determine the 

extent to which an advance could be considered realisable. 

xv. Obtain balance confirmations from the concerned parties. 

xvi. As regards bill discounting, verify that proper records/documents have been maintained 

for every bill discounted/rediscounted by the NBFC. Test check some transactions with 

reference to the documents maintained and ascertain whether the discounting charges, 

wherever, due, have been duly accounted for by the NBFC. 

xvii. Check whether the NBFC has not lent/invested in excess of the specified limits to any single 

borrower or group of borrowers as per NBFC Prudential Norms Directions. 

xviii. An auditor should verify whether the NBFC has an adequate system of proper appraisal and 

follow up of loans and advances. In addition, he may analyse the trend of its recovery 

performance to ascertain that the NBFC does not have an unduly high level of NPAs. 

xix. Check the classification of loans and advances (including bills purchased and discounted) 

made by a NBFC into Standard Assets, Sub-Standard Assets, Doubtful Assets and Loss 

Assets and the adequacy of provision for bad and doubtful debts as required by NBFC 

Prudential Norms Directions. 

(Note: The above checklist is not exhaustive. It is only illustrative. There could be various 

other audit procedures which may be performed for audit of an NBFC.) 

 

 

Question 6 

Write a short note on: Auditor’s considerations while reviewing of Investment Department of 

Life Insurance Company. (Nov 19) 

Answer 6 

Role of Auditor: The Auditor during his review of Investment Department of Life Insurance 

Company should mainly consider the following: 

 Review the Investment management structure to ensure adequate segregation of duties 

between Investment Front office, Mid Office and Back office. 

 Review of insurer’s Standard Operating Procedures which are prescribed by the  The 

auditor of the consolidated financial statements generally report on the matters pertaining 

to the component, on the basis of auditors’ report of the respective component. IRDA 
Regulations and are required to cover the entire gamut of investment related processes and 

policies. 

 Review of insurer’s Investment policy. 

 Review of functioning and scope and minutes of Investment Committee. 

 Compliance of all Investment regulations, various other circulars specified by IRDA and 

other regulations specified in the Insurance Act, 1938. 

 Review of insurer’s Disaster Recovery, Backup and Contingency Plan. 

 Review of access Controls, authorization process for Orders and Deal execution, etc. 
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 Review of insurer’s Cash Management System to track funds available for Investment 

considering the settlement obligations and subscription and redemption of units, etc. The 

system should be validated not to accept any commitment beyond availability of funds and 

restrict Short Sales at the time of placing the order. Further insurer’s system should be able 

to determine the amount of Investible surplus. 

 Ensure that the system is be able to automatically monitor various Regulatory limits on 

Exposure and Rating of debt instruments. 

 Review of fund wise reconciliation with Investment Accounts, Bank, and Custodian records. 

 Ensure that there is split between Shareholders’ and Policyholders’ funds, and earmarking 

of securities between various funds namely Life (Participating & Non-Participating), 

Pension & Group (Participating & Non-Participating) and Unit Linked Fund. 

 Review the arrangements and reconciliations of holdings with the insurer’s custodian. 

 Review and check insurer’s Investment Accounting and valuation policy and the controls 

around this process. 

 insurer’s risk management policies and processes to manage investment risk such as 

Market risk, Liquidity risk, Settlement risks, etc. 

 Determine the extent of activities outsourced and the controls over such activities 

 Controls over NAV computation and declaration. 

 Controls over various system interfaces such as Seamless integration of data, between 

front office and back office, in the Investments accounting system. 

 Flow of data from PMS to the Investment Accounting system. 

 Controls around personal dealings, insider trading and front running. 

 

Question 7 

(a) In course of audit of Good  Samaritan  Bank  as at 31st March, 2019  you observed   the 

following: 

(1) In a particular account there was no recovery in the past 18 months. The bank has not 

applied the NPA norms as well as income recognition norms to this particular account. 

When queried the bank management replied that this  account was guaranteed by the 

central government and hence these  norms were not applicable. The bank has not 

invoked the guarantee. Please respond. Would your answer be different if the advance 

is guaranteed by a State Government? 

(2) The bank’s advance portfolio comprised of significant loans against Life 

Insurance Policies. Write suitable audit program to verify these advances. 

(b) Amrapali & Co., Chartered Accountants are the Auditors of Natural Care General Insurance 

Company Limited. As on March 31, 2019 the Management made a provision for claims 

outstanding. Enumerate the steps to be taken by the Auditor while verifying the "Claims 

Provision". 

(May 20) 

Answer 7 

(a)  

(1) Government Guaranteed Advance: If a government guaranteed  advance becomes NPA, 

then for the purpose of income recognition, interest on such advance should not be taken 
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to income unless interest is realized. However, for purpose of asset classification, credit 

facility backed by Central Government Guarantee, though overdue, can be treated as NPA 

only when the Central Government repudiates its guarantee, when invoked. 

Since the bank has not revoked the guarantee, the question of repudiation does not arise. 

Hence the bank is correct to the extent of not applying the NPA norms for provisioning 

purpose. But this exemption is not available in respect of income recognition norms. Hence 

the income to the extent not recovered should be reversed. 

The situation would be different if the advance is guaranteed by State Government because 

this exception is not applicable for State Government Guaranteed advances, where 

advance is to be considered NPA if it remains overdue for more than 90 days. 

In case the bank has not invoked the Central Government Guarantee though the amount is 

overdue for long, the reasoning for the same should be taken and duly reported in LFAR. 

(2) The Audit Programme to Verify Advances against Life Insurance Policies  is as under- 

(i) The auditor should inspect the policies and see whether they are assigned to the bank 

and whether such assignment has been registered with the insurer. 

(ii) The auditor should also examine whether premium has been paid on the policies and 

whether they are in force. 

(iii) Certificate regarding surrender value obtained from the insurer should be examined. 

(iv) The auditor should particularly see that if such surrender value is subject  to payment 

of certain premium, the amount of such premium has been deducted from the 

surrender value. 

(b) Verification of “Claims Provision” in the Case of a General Insurance Company: The 

outstanding liability at the year-end is determined at the  divisions/branches where the 

liability originates for outstanding claims. Thereafter, based on the total consolidated figure 

for all the divisions/branches, the Head Office considers a further provision in respect of 

outstanding claims. The auditor should satisfy himself that the estimated liability provided 

for by the management is adequate with reference to the relevant claim files/dockets, 

keeping in view the following: 

i. that provision has been made for all unsettled claims as at the year-end on the basis 

of claims lodged/communicated by the parties against the company. The date of loss 

(and not the date of communication thereof) is important for recording/ recognizing 

the claim as attributable to a particular year. 

ii. that provision has been made for only such claims for which the company is legally 

liable, considering particularly, (a) that the risk was covered by the policy, if in force, 

and the claims arose during the currency of the policy; and (b) that claim did not arise 

during the period the company was not supposed to cover  the risk. 

iii. that the provision made is normally not in excess of the amount insured except  in 

some categories of claims where matters may be sub-judice in legal proceedings which 

will determine the quantum of claim, the amount of provision should also include 

survey fee and other direct expenses. 

iv. that in determining the amount of provision, events after the balance sheet date have 

been considered. 

v. that the claims status reports recommended to be prepared by the Divisional Manager 

on large claims outstanding at the year-end have been reviewed with the contents of 

relevant files or dockets for determining excess/short provisions. 

vi. that in determining the amount of provision, the ‘average clause’ has been applied in 

case of under-insurance by parties. 
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vii. that the provision made is net of payments made ‘on account’ to the parties wherever 

such payments have been booked to claims. 

viii. that in case of co-insurance arrangements, the company has made provisions only in 

respect of its own share of anticipated liability. 

ix. that wherever an unduly long time has elapsed after the filing of the claim and there 

has been no further communication and no litigation or arbitration dispute is involved, 

the reasons for carrying the provision have been ascertained. 

x. that wherever legal advice has been sought or the claim is under litigation, the 

provisions is made according to the legal advisor’s view and differences, if any, are 

explained. 

xi. that in the case of amounts purely in the nature of deposits with courts or other 

authorities, adequate provision is made and deposits are stated separately as assets 

and provisions are not made net of such deposits. 

xii. that no contingent liability is carried in respect of any claim intimated in respect of 

policies issued. 

xiii. that the claims are provided for net of estimated salvage, wherever applicable. 

xiv. that intimation of loss is received within a reasonable time and reasons for undue delay 

in intimation are looked into. 

xv. that provisions have been retained as at the year-end in respect of guarantees given 

by company to various Courts for claims under litigation. 

xvi. that due provision has been made in respect of claims lodged at any office  of the 

company other than the one from where the policy was taken, e.g., a vehicle insured 

at Mumbai having met with an accident at Chennai necessitating claim intimation at 

one of the offices of the company at Chennai. 

In cases of material differences in the liability estimated by the management and that 

which ought to be provided in the opinion of the auditor, the same must be brought 

out in the auditor’s report after obtaining further information or explanation from the 

management. 

 

Question 8 

(a) ABN Bank was engaged in the business of providing Portfolio Management Services   to its 

customers, for which it took prior approval from RBI. Your firm has been appointed as the 

statutory auditors of the Bank’s financial statements for the year 2019-20. Your senior has 

instructed you to verify the transactions of Portfolio Management Services (PMS). While 

verifying the transactions you noticed that the bank has not maintained separate record 

for PMS transactions from the Bank’s own investments. As a statutory auditor what 

methodology will be adopted by you for verification of PMS transactions? 

(b) M/s MPS & Associates, Chartered Accountants started the statutory audit of  their client 

Contingencies Ltd., a General Insurance company, which has a paid-up capital of ` 16,800/- 

lac. During the course of the audit, it was found that the Company was not maintaining the 

required solvency margin as per the provisions of Insurance Act, 1938. When the issue was 

escalated to the management, they replied that solvency margin needs to be maintained 

as per limits prescribed only on last day of the financial year. Comment whether reply of 

management is tenable or not. (Nov 20) 

Answer 8 

(a) Separation of Investment Functions: The auditor needs to examine whether the  bank, as 

required by the RBI, is maintaining separate accounts for the i nvestments made by it on their 
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own Investment Account, PMS clients’ account, and on behalf of other Constituents 

(including brokers). As per the RBI guidelines, banks are required to get their investments 

under PMS separately audited by external auditors. 

Thus, in the instant case, ABN Bank is required to prepare separate records for PMS and as per 

RBI guidelines PMS investments need to be audited separately by the  external auditors and 

the auditors are required to give a certificate separately for the same. So, in the above case 

the auditor should not verify the PMS transactions and advise the bank to segregate the PMS 

transactions from its own investments and provide the certificate of external auditor as 

described above. In case ABN Bank does not provide the same the auditor may report 

accordingly. 

(b) Maintenance of Solvency Margin: Section 64VA of the Insurance Act, 1938 as amended by 

Insurance Laws (Amendment) Act, 2015 requires every insurer and re - insurer to maintain 

an excess of the value of assets  over the amount of liabilities at  all times which shall not be 

less than 50% of the amount of minimum capital as stated under section 6 (requirement as 

to capital) of the Act and arrived at in the manner specified by the regulations. 

If, at any time, an insurer or re-insurer does not maintain the required control level of 

solvency margin, he is required to submit a financial plan to the Authority indicating the plan 

of action to correct the deficiency. If, on consideration of the plan, the Authority finds it 

inadequate, the insurer has to modify the financial plan. 

Sub-section (2) of section 64VA states that if an insurer or re-insurer fails to comply with the 

prescribed requirement of maintaining excess of value of assets over amount of liabilities, it 

shall deemed to be insolvent and may be wound up by the Court on an application made by 

the authority. 

Therefore, in the said case Contingencies Ltd has not maintained the  Solvency Margin 

throughout the year. Accordingly, contention of Contingencies Ltd. that solvency margin is 

required to be maintained as per limits prescribed only on last day of the financial year is not 

tenable. 

 

Question 9 

Classification of frauds by NBFC (Nov 20) 

Answer 9 

Classification of Frauds by NBFC: In order to have uniformity in reporting, frauds have been 

classified as under based mainly on the provisions of the Indian Penal Code: 

(i) Misappropriation and criminal breach of trust. 

(ii) Fraudulent encashment through forged instruments, manipulation of books of account 

or through fictitious accounts and conversion of property. 

(iii) Unauthorised credit facilities extended for reward or for illegal gratification. 

(iv) Negligence and cash shortages. 

(v) Cheating and forgery. 

(vi) Irregularities in foreign exchange transactions. 

(vii) Any other type of fraud not coming under the specific heads as above. 

Cases of ‘negligence and cash shortages’ and ‘irregularities in foreign  exchange transactions’ 
referred to in items (d) and (f) above are to be reported as fraud if the intention to cheat/ 



 

 

Chapter 9 Special Features in Audit of Banks, NBFC's and Insurance 

9.11 

defraud is suspected/ proved. However, the following cases where fraudulent intention is not 

suspected/ proved, at the time of  detection, will be treated as fraud and reported accordingly: 

(I) cases of cash shortages more than ` 10,000/- and 

(II) cases of cash shortages more than ` 5000/- if detected by management/ auditor/ 

inspecting officer and not reported on the occurrence by the persons handling cash. 

 

Question 10 

Anant & Co. is the auditor of ST Insurance Company. The insurance company is also involved in 

re-insurance business and necessary provision for re-insurance premium has been made in the 

books of accounts. The insurance company is into a re-insurance whereby their contract relates 

to one particular risk and is expressed in the re-insurance policy. Each transaction is negotiated 

individually, and each party has a free choice i.e. for the insurance company to offer and the re-

insurer to accept. What kind of a re-insurance business is the insurance company into? 

(a) Facultative Re-insurance. 

(b) Stop loss treaty re-insurance. 

(c) Auto-fac re-insurance. 

(d) Proportional treaty re-insurance. 

(May 21) 

 

Answer 10 

The answer is (a). 

 

Question 11 

(a) You are auditing a small bank branch with staff strength of the manager, cashier and three 

other staff Peter, Prem and Pran. Among allocation of work for other areas, Peter who is a 

peon also opens all the mail and forwards it to the concerned person. He does not have a 

signature book so as to check the signatures on important communications. Prem has 

possession of all bank forms (e.g. Cheque books, demand draft/pay order books, travelers’ 
cheques, foreign currency cards etc.). He maintains  a record meticulously which you have 

test checked also. However, no one among  staff regularly checks that. You are informed 

that being a small branch with shortage of manpower, it is not possible to always check the 

work and records. Give your comments. 

(b) As at 31st March 2020 while auditing Universe Insurance Ltd, you observed that a  policy 

has been issued on 27th March 2020 for fire risk favouring one of the leading corporate 

houses in the country without the actual receipt of premium and it was reflected as 

premium receivable. The Company maintained that it is a usual practice  in respect of big 

customers and the money was collected on 7th April, 2020. You further noticed that there 

was a fire accident in the premises of the insured on 31st March 2020 and a claim was 

lodged for the same. The insurance company also made a provision for claim. Please 

respond. 

(May 21) 

Answer 11 

(a) Banks are required to implement and maintain a system of internal controls for mitigating 

risks, maintain good governance and to meet the regulatory requirements. Given below are 
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examples of internal controls that are violated in the given situation: 

In the instant case, Peter who is a peon opens all the mail and forwards it to the concerned 

person. Further, he does not have a signature book so as to check the signatures on 

important communications is not in accordance with implementation  and maintenance of 

general internal control. As the mail should be opened by a responsible officer. Signatures 

on all the letters and advices received from other branches of the bank or its 

correspondence should be checked by an officer with the signature book. 

All bank forms (e.g. Cheque books, demand draft/pay order books, travelers’ cheques, 
foreign currency cards etc.) should be kept in the possession of an officer, and another 

responsible officer should verify the issuance and stock of such stationery. In the given case, 

Prem has possession of all bank forms (e.g. cheque books, demand draft/pay order books, 

travelers’ cheques, foreign currency cards etc.). He maintains a record meticulously which 

were also verified on test check basis. 

Further, contention of bank that being a small branch with shortage of manpower they are 

not able to check the work and records on regular basis, is not tenable as such lapses in 

internal control pose risk of fraud. 

The auditor should report the same in his report accordingly. 

(b) 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 Ind ia 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. The premium receipt of 

insurance companies carrying on general insurance business normally arise out of three 

sources, viz., premium received from direct business, premium received from reinsurance 

business and the share of co- insurance premium. 

In view of the above, the insurance company is not liable to pay the claim and hence no 

provision for claim is required 

 

Question 12 

Differences between Division II (Ind- AS- Other than NBFCs) and Division III (Ind-  AS- NBFCs) of 

Schedule III. (May 21) 

Answer 12 

Differences between Division II (Ind- AS- Other than NBFCs) and Division III  (Ind- AS- NBFCs) 

of Schedule III: The presentation requirements under Division III for NBFCs are similar to Division 

II (Non NBFC) to a large extent except for the  following: 

(i) NBFCs have been allowed to present the items of the balance sheet in order of their 

liquidity which is not allowed to companies required to follow Division II. Additionally, 

NBFCs are required to classify items of the balance sheet into financial and non-financial 

whereas other companies are required to classify the items into current and non-current. 

(ii) An NBFC is required to separately disclose by way of a note any item of ‘other income’ or 

‘other expenditure’ which exceeds 1 per cent of the total income. Division II, on the other 

hand, requires disclosure for any item of income or expenditure which exceeds 1 per cent 

of the revenue from operations or ` 10 lakh, whichever is higher. 

(iii) NBFCs are required to separately disclose under ‘receivables’, the debts due from any 
Limited Liability Partnership (LLP) in which its director is a partner or member. 

(iv) NBFCs are also required to disclose items comprising ‘revenue from operations’ and ‘other 
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comprehensive income’ on the face of the Statement of profit and  loss instead of showing 

those only as part of the notes. 

(v) Separate disclosure of trade receivable which have significant increase in credit risk & credit 

impaired. 

(vi) The conditions or restrictions for distribution attached to statutory reserves have to be 

separately disclose in the notes as stipulated by the relevant statute. 

 

Question 13 

(a) Gupta & Co. has been appointed as a statutory auditor of TCB Bank Ltd., a private sector 

bank, registered with RBI. Mr. Kaival Gupta, the engagement partner, while performing the 

audit as per the checklist, noted down the following points, which would be part of the 

audit queries, as tabulated below: 
 

Sr. 

No. 
Queries 

1 Interest on State Government Guaranteed advance has been taken to 

income even though such advance has remained overdue for more than 

90 days. 

2 There is an account for which an ad hoc limit has not been reviewed for 

180 days from the date of such ad hoc sanction and such account has been 

treated as a performing asset in the books. 

3 One of the NPAs was sold for a value higher than the net book value. Profit 

was not recognized but the excess provision in respect of the same has 

been reversed. 

4 In case of one of the accounts, an additional temporary limit has been 

sanctioned for 25% of the existing limit and for 120 days tenure. 

5 On verification of outstanding forward exchange contracts, the ‘net 
position’ in respect of one of the foreign currencies was not squared and 

was uncovered by a substantial amount. 

 

You are required to provide the reasons due to which such queries would have 

been raised by Mr. Kaival and describe the actions that may be taken by the 

person responsible on behalf of TCB Bank Ltd. for solving such queries. 

(b) You have been appointed to carry out the audit of ‘The Blue Insurance Company 

Ltd.’ for the year 2019-20. In the course of your audit, you observed that the 

commission paid to agents constituted a major expense in operating expenses 

of the Company. Enumerate the audit concerns that address to the assertions 

required for the Auditor to ensure the continued existence of internal control 

as well as fairness of the amounts in accounting of commission paid to agents. 

(Nov ’21) 

Answer 13 

a) 

 

Sr. 
No. 

Reason for such Query Action that may be taken in 

response to the query 
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1 A State Government Guaranteed 

advance has to be treated as NPA 

even if it remains overdue for 

more than 90 days and in case of 

NPA, for the purpose of income 

recognition, interest on such 

advance should not be taken to 

income unless interest is realized. 

Interest income recognized on such 

advance would be reversed and 

would be taken to income only 

when it is realized. 

2 Accounts for which an ad hoc 

limit has not been reviewed for 

180 days from the date of such ad 

hoc sanction, should be 

considered as NPA. 

It’s treatment in the books would be 
changed from performing asset to a 

non-performing asset from the date 

when such change in the treatment 

was required. 

3 In case of sale of NPA, where the 

sale is for a value higher than the 

NBV, the auditor is required to 

ensure that no profit is 

recognized, and the excess 

provision has not been reversed 

but retained to meet the 

shortfall/ loss that may arise 

because of the sale of other non- 

performing financial assets. 

The entry for reversal of the excess 

provision would be cancelled in the 

books and such excess provision 

would be retained to meet the 

shortfall/ loss that may arise 

because of the sale of other non-

performing financial assets. 

4 Additional temporary limit may 

be sanctioned, for a maximum of 

20% of the existing limit and 90 

days maximum tenure. 

The terms of additional temporary 

limit in case of such account would 

be revised to 20% of the existing 

limit and for 90 days maximum 

tenure. 

5 Net position in respect of each of 

the foreign currencies should be 

generally squared and should not 

be uncovered by a substantial 

amount. 

The net “position” of the branch in 

relation to each foreign currency 

should be squared off and get 

covered by a substantial amount. 

(b)  Commission/Brokerage:  The commission is the consideration payable for 

getting  the insurance business. The term ‘commission’ is used for the payment 
of consideration to get Direct business. Commission received on amount of 

premium paid to a re-insurer is termed ‘Commission on reinsurance accepted’ 
and is reduced from the amount of commission expenditure. The internal 

control with regard to commission is aimed at ensuring that commission is paid 

in accordance with the rules 

and regulations of the company and in accordance with the agreement with the 

agent, commission is paid to the agent who brought the business and the legal 

compliances, for example, tax deduction at sources, GST on reverse charge 

mechanism and provisions of the Insurance Act, 1938 have been complied with. 

It is a well-known fact that insurance business is solicited by insurance agents. 

The remuneration of an agent is paid by way of commission which is calculated  

by applying a percentage to the premium collected by him. Commission is 

payable to the agents for the business procured through them and is debited 

to Commission on Direct Business Account. There is a separate head for 

commission on reinsurance accepted which usually arise in case of Head Office. 

It may be noted that under section 40 of Insurance Act, 1938, no commission 
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can be paid to a person who is not an agent of the insurance company. 

Commission cannot be paid in excess of the maximum rates of commission as 

framed by IRDAI. The rates of commission/brokerage are agreed and 

documented with the agent and filed with IRDAI. 

Role of Auditor: The auditor should, inter alia, do the following for verification 

of commission: 

 Ensure that commission/brokerage is not paid in excess of  the limits 

specified by IRDAI 

 Ensure that commission/brokerage is paid as per rates with the agent 

and rates filed with IRDAI 

 Ensure that commission/brokerage is paid to the agent/broker who has 

solicited the business 

 Ensure that the agent/broker is not blacklisted by IRDAI and is not 

terminated for fraud etc. 

 Vouch disbursement entries with reference to the disbursement 

vouchers with copies of commission bills and commission statements. 

 Check whether the vouchers are authorized by the officers-in–charge as 

per rules in force and income tax is deducted at source, as applicable. 

 Test check correctness of amounts of commission allowed. 

 Scrutinize agents’ ledger and the balances, examine accounts having 

debit balances, if any, and obtain information on the same. Necessary 

rectification of accounts and other remedial actions have to be 

considered. 

 Check whether commission outgo for the period under audit been duly 

accounted. 
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Question 1 

CER Ltd is a non-banking financial company and has been operating for the last 10 years. The company  

is duly registered as per the requirements of the  Reserve  Bank  of India.  The com pany’s assets  base 
has been very strong over the years due to its efficient management function. The company is  also 

planning to get listed for which required work is going on. 

For the financial year ended 31 March 2019, the company has closed its books of accounts and 

prepared the financial statements for the purpose of statutory audit in a timely manner. The auditors  

of  the company have started their fieldwork. It has been observed by the auditors that  the  company’s 
various term loans which have been given to various parties have become overdue in terms  of  

instalment including interest  for a period of 5 months. As  per the auditors  these  terms loans should 

be considered  by the company for making provision at the rate of 20% of total outstanding amount, 

however, the management has considered a provision at the rate of 0.30%. Please advise the auditors 

and the management regarding this matter considering that “Non-Banking Financial Company - 

Systemically Important Non-Deposit taking Company and Deposit taking Company (Reserve Bank) 

Directions, 2016” are applicable to this NBFC. 

(a) Provision should be made at 10%. 

(b) Provision should be made 0.30% 

(c) Provision should be made at 20%. 

(d) Provision should be made at 0.40% (1 Marks, Oct 19) 

 

Answer 1 

 The Answer is the (a)  

Question 2 

PFS Bank was engaged in the business of providing Portfolio Management Services to  its  customers, 

for which it took prior approval from RBI. Your firm has been appointed as the statutory auditors of the 

Bank’s financial statements for the year 2018-19. Your senior has instructed you  to  verify  the  

transactions of Portfolio Management Services (PMS). While verifying the transactions you  noticed 

that the bank has not  prepared separate  record for  PMS transactions  from  the Bank’s  own 
investments.  As a statutory auditor what will be your decision for verification of PMS transactions? 

(a) It is not necessary to maintain separate records for PMS clients from Bank’s own  investments,  
so  the auditor can verify the PMS transactions as part of investment verification for Bank’s 
financial statements and submit the audit report accordingly. 

(b) As per RBI guidelines PMS investments need to be audited separately by the external auditors 

and the auditors are required to give a certificate separately for the same. So, in the above case 

the auditor should not verify the PMS transactions till the Bank segregates  the  transactions  

from  its  own investments. 

(c) The auditor can give a qualified opinion in his audit report on the financial statements of the 

Bank  and report the matter in special purpose certificate. 

(d) Auditor should verify that PMS funds are not utilized for lending, inter-bank deposits or deposits 
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to corporate bodies and bills re-discounting only. So, whether the PMS transactions are recorded 

separately or not will not matter for the auditor. (1 Marks, Oct 19) 

Answer 2 

The Answer is the (b) 

 

Question 3 

50:50 test determination is popularly used in 

(a) Banking Company 

(b) Insurance Company 

(c) NBFC Company 

(d) Stock Trading Company (1 Marks, Oct 19) 

Answer 3 

(c) NBFC Company 

Question 4 

The Chanakya Bank Ltd. was having 150 branches all over India by the year ending 31 st March, 2019.  

Ten branches of the bank were already covered for concurrent audit and the Bank’ s Audit Committee 

decided to include the below mentioned branches for concurrent audit from the year 2019 -20. 

1. Allahabad branch which started foreign exchange business from February 2019. 

2. Rae Bareilly branch whose aggregate deposits were more than 35% of the  aggregate deposits  of  

the bank. 

Whether the decision of audit committee to include both  the  branches mentioned  in  above  

paragraph for concurrent audit is as per RBI Guidelines? 

(a) The decision of audit committee is valid as according to RBI Guidelines, both  the  branches fulfil  

the criteria for compulsory concurrent audit. 

(b) Allahabad branch falls under the compulsory audit criteria as per RBI Guidelines, however Rae 

Bareilly branch whose aggregate deposits are less than 50% of the aggregate deposits of the Bank   

is not required to be compulsorily covered for concurrent audit. 

(c) Allahabad and Rae Bareilly branch are compulsorily not required to be covered under concurrent 

audit as per RBI Guidelines. 

(d) Allahabad branch has started foreign exchange business in February 2019 and as per  RBI 

Guidelines only the branches dealing in Foreign exchange business from  more than  three  years  

are covered under concurrent audit. Therefore, Allahabad branch is not covered under 

compulsory concurrent audit criteria as per RBI Guidelines but the Rae Bareilly branch is covered 

under compulsory concurrent audit criteria.  (2 Marks, Oct 19) 

Answer 4 

(b) Allahabad branch falls under the compulsory audit criteria as per RBI  Guidelines, however  Rae 

Bareilly branch whose aggregate deposits are less than 50% of the aggregate deposits of the Bank   is 

not required to be compulsorily covered for concurrent audit. 
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Question 5 

KIC Ltd is a company engaged in the business of general insurance and has been in existence for over    

15 years. The company has a subsidiary company, PIC Ltd, which is also engaged in the business of 

insurance other than general insurance. 

The previous statutory auditors of PIC Ltd have completed their tenure as  an auditor  and  accordingly 

have resigned and the management of PIC Ltd is looking for new statutory auditors. 

KB & Associates, a firm of Chartered Accountants, have vast experience of audit of insurance companies 

and would like to get appointed as auditor of PIC Ltd. KB & Associates is a large firm and have also 

employed experts – engineers, valuers, lawyers for various client services. The firm is evaluating as to 

what should be the criteria for get appointed as auditors of PIC Ltd because in the past they have audited 

only the holding companies and considering a subsidiary company for the first time. 

In this context, please help the firm by answering which of the following options would be correct? 

(a) KB & Associates, a firm  of  Chartered Accountants,  should be appointed by the  Board of Directors  

of PIC Ltd and should ensure that they don’t take up audit of more than 2 insurance companies. 

(b) KB & Associates can take up the audit if the firm is appointed by the  Comptroller and  Auditor  

General of India and should ensure that they don’t take up audit of more than 3 insurance  

companies. 

(c) KB & Associates cannot take audit of PIC Ltd because they have employed experts which is not 

permitted by the IRDAI Guidelines. 

(d) KB & Associates can take up audit of PIC Ltd by ensuring that they are eligible to be appointed as  

per the criteria laid down in the Companies Act 2013 for audit of subsidiary companies and they 

would need to submit a certificate in this respect to the ICAI. (2 Marks, Oct 19) 

Answer 5 

(b) KB & Associates can take up the audit if the  firm  is appointed  by the  Comptroller and  Auditor  

General of India and should ensure that they don’t take up audit of more than 3 insurance companies. 

 

Question 6 

Aviral & Co LLP are the auditors of NBFC (Investment and Credit Company). In this context, please explain 

what verification procedures should be performed in relation to audit of NBFC - Investment and Credit 

Company (NBFC-ICC). (6 Marks, Oct 19) 

Answer 6 

Some points that may be covered in the audit of NBFC - Investment and Credit Company (NBFC-ICC): 

i. Physically verify all the shares and securities held by a NBFC. Where any  security is lodged  with 

an institution or a bank, a certificate from the bank/institution to that  effect  must  be verified. 

ii. Verify whether the NBFC has not advanced any loans against the security of its own shares. 

iii. Verify that dividend income wherever declared by a company, has been duly received by an NBFC 

and interest wherever due [except in case of NPAs] has been duly accounted for. NBFC Prudential 

Norms directions require dividend income on shares of companies and units of mutual funds to 

be recognised on cash basis. However,  the  NBFC has an option to  account  for dividend income 

on accrual basis, if the same has been declared by the body corporate in its Annual General 

Meeting and its right to receive the payment has been established. Income from 

bonds/debentures of corporate bodies is to be accounted on accrual basis only if the interest rate 

on these instruments  is predetermined  and interest  is serviced  regularly and not in arrears. 



 

 

Chapter 9 Special Features in Audit of Banks, NBFC's and Insurance 

9.4 

iv. Test check bills/contract notes received from brokers with reference to the prices vis-à-vis the 

stock market quotations on the respective dates. 

v. Verify the Board Minutes for purchase and sale of investments. Ascertain from the Board 

resolution or obtain a management certificate to the effect that  the  investments  so acquired 

are current investments or Long Term Investments. 

vi. Check whether the investments have been valued in accordance with the NBFC Prudential Norms 

Directions and adequate provision for fall in the market value of securities, wherever applicable, 

have been made there against, as required by the Directions. 

vii. Obtain a list of subsidiary/group companies from the management and verify the investments 

made in subsidiary/group companies during the year. Ascertain the basis for arriving  at the price 

paid for the acquisition of such shares. 

viii. Check whether investments in unquoted debentures/bonds have not been treated as investments 

but as term loans or other credit facilities for the purposes of income recognition and asset 

classification. 

ix. An auditor will have to ascertain whether the requirements of AS 13 “Accounting for Investments” or 

other accounting standard, as applicable, (to the extent they are not inconsistent with the Directions) 

have been duly complied with by the NBFC. 

x. In respect of shares/securities held through a depository, obtain a confirmation from the 

depository regarding the shares/securities held by it on behalf of the NBFC. 

xi. Verify that securities of the same type or class are received back by the lender/paid by the 

borrower at the end of the specified period together with all corporate benefits thereof (i.e. 

dividends, rights, bonus, interest or any other rights or benefit accruing thereon). 

xii. Verify charges received or paid in respect of securities lend/borrowed. 

xiii. Obtain a confirmation from the approved intermediary regarding securities deposited 

with/borrowed from it as at the year end. 

xiv. An auditor should examine whether each loan or advance has been properly sanctioned. He 

should verify the conditions attached to the sanction of each loan or advance i.e. limit on 

borrowings, nature of security, interest, terms of repayment, etc. 

xv. An auditor should verify the security  obtained and the  agreements  entered  into, if any,  with  the 

concerned parties in respect of the advances given. He must ascertain the nature  and  value of 

security and the net worth of the borrower/guarantor to determine the extent to  which  an 

advance could be considered realisable. 

xvi. Obtain balance confirmations from the concerned parties. 

xvii. As regards bill discounting, verify that proper records/documents have  been  maintained  for every 

bill discounted/rediscounted by the NBFC. Test check some transactions with  reference to the 

documents maintained and ascertain whether the discounting charges, wherever, due, have been 

duly accounted for by the NBFC. 

xviii. Check whether the NBFC has not lent/invested in excess of the specified limits to any single 

borrower or group of borrowers as per NBFC Prudential Norms Directions. 

xix. An auditor should verify whether the NBFC has an adequate system of proper appraisal and follow 

up of loans and advances. In addition, he may analyse the trend of its recovery performance to 

ascertain that the NBFC does not have an unduly high level of NPAs. 

xx. Check the classification of loans and advances (including bills purchased and  discounted) made 

by a NBFC into Standard Assets, Sub-Standard  Assets,  Doubtful  Assets  and  Loss Assets and the 

adequacy of provision for bad and doubtful debts as required by  NBFC Prudential Norms 
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Directions. 

(Note: The above checklist is not exhaustive. It is only illustrative. There could be various  other  audit 

procedures which may be performed for audit of an NBFC.) 

 

Question 7 

INDO Bank appointed your firm of Chartered Accountants as a branch auditor for the financial year 2018-

19. Being head-in-charge of the assignment, while planning, you distributed the work among your team 

members and assigned Mr. Pary for verification of  bills payable.  However,  Mr. Pary, being fresh to  the 

bank audits, needs  your  guidance. Kindly guide. (5 Marks, Oct 19) 

 

Answer 7 

Bills Payable: Evaluate the existence, effectiveness and continuity of internal controls over bills payable. 

Such controls should usually include the following- 

• Drafts, mail transfers, traveler’s cheques, etc. should be made out in standard printed forms. 

• Unused forms relating to drafts, traveller’s cheques, etc. should be kept under the custody of a 
responsible officer. 

The bank should have a reliable private code known only to the responsible officers of its branches, 

coding and decoding of the telegrams should be done only by such offic ers. 

• The signatures on a demand draft should be checked by an officer with  the  specimen signature 

book. 

• All the telegraphic transfers and demand drafts issued by a branch should be immediately 

confirmed by advices to the branches concerned. On payment of  these  instruments,  the paying 

branch should send a debit advice to the originating branch. 

Examine an appropriate sample of outstanding items comprised in bills payable accounts with the 

relevant registers. Reasons for old outstanding debits in respect of drafts or  other  similar  

instruments paid without advice should be ascertained. 

Correspondence with other branches after the year-end (e.g., responding advices  received  from 

other branches, advices received from other branches in respect of  drafts  issued  by  the  branch 

and paid by the other branches without advice) should be examined specially in so  far  as  large 

value items outstanding on the balance sheet date are concerned. 

 

Question 8 

The MEA Bank Ltd. has sanctioned overdraft limit of Rs.34 crore to  Bharat Ltd.  on  the  working capital 

of the company as on 31st March 2017. As per bank norms the drawing power in the overdraft account 

need to be reviewed on quarterly basis as per the audited stock statement of the  company.  As  a  

central statutory auditor for the year 2018-19, while verifying the advances for the year ending 31st 

March 2019, you noticed that the bank has not obtained the stock statement of Bharat Ltd. for the 

two quarters ending 31st  December 2018 and 31st March 2019 and no provision of  NPA has been 

made    for this account in the financial statements for the year 2018-19. What will be  your  decision  

as  a  central statutory auditor? 

(a) Classify the borrower’s account as NPA as the borrower’s financial  position  cannot  be  
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determined due to non-submission of stock statement. 

(b) Instruct the bank to obtain the audited stock statement for both the quarters and review the 

credit limit accordingly. 

(c) As per bank norms the drawing power need to be  determined on the basis of stock statement 

and  it was more than  three months old as on 31st March 2019, so  the outstanding in the account 

will  be deemed as irregular. 

(d) You should give a qualificatory note in the audit report as per SA 700. (1 Marks, May’ 20) 

Answer 8 

The answer is (c). 

 

Question 9 

Kammo & Co LLP, a  firm of Chartered Accountants, was appointed as auditor of  an NBFC. The  audit 

work has been completed. The audit team which was involved in the fieldwork came across various 

observations during the course of audit of this NBFC and have also lim ited understanding about the 

exceptions which are required to be reported in the audit report. They would like to understand in detail 

regarding the obligations on the part of an auditor in respect of exceptions in  his report so that they 

can conclude their work. Briefly explain (6 Marks, May ‘ 20) 

Answer 9 

Obligation of auditor to submit an exception report to the RBI 

(I) Where, in the case of a non-banking financial company, the statement regarding any of the 

items referred to in paragraph 3 above, is unfavorable or qualified, or in the opinion of the 

auditor the company has not complied with: 

(i) the provisions of Chapter III B of RBI Act (Act 2 of 1934); or 

(ii) Non-Banking Financial Companies Acceptance of Public Deposits (Reserve Bank) 

Directions, 2016; or 

(iii) Non-Banking Financial Company – Non-Systemically Important Non-Deposit taking 

Company (Reserve Bank) Directions, 2016 and Non-Banking Financial Company - 

Systemically Important Non-Deposit taking Company and Deposit taking Company (Reserve 

Bank) Directions, 2016. 

It shall be the obligation of the auditor to make a report containing the details of such unfavorable 

or qualified statements and/or about the non-compliance, as the case may be,  in respect of the 

company to the concerned Regional Office of the Department of Non- Banking Supervision of the 

RBI under whose jurisdiction the registered  office  of  the  company is located as per first Schedule 

to the Non-Banking Financial Companies  Acceptance of Public Deposits (Reserve Bank) 

Directions, 2016. 

(II) The duty of the Auditor under sub-paragraph (I) shall be to report only the contraventions of the 

provisions of RBI Act, 1934, and Directions, Guidelines, instructions referred to in sub- paragraph 

(1) and such report shall not contain any statement with respect to compliance of any of those 

provisions. 

Question 10 
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M/s CAS  & Associates have been appointed as  one of the statutory central auditors of  FDMH  Bank., 

for the Financial Year 2019-20. During the course of the audit, the auditor found that the bank has a 

balance with a Zurich based bank. The auditor understands that such balance is a matter of important 

consideration in the audit of the bank. Being head-in-charge of  the  assignment, while planning, you 

distributed the work among your team  members and  assigned  Mr. Ansh for verification of Balances in 

account of the bank situated in foreign country. However, Mr. Ansh, being fresh to the bank audits, 

needs your guidance. Kindly guide. (4 Marks, May’ 20) 

Answer 10 

Balances in  Account of a Bank situated in  a  Foreign Country: The following procedure may   be 

followed while verifying balances in account of a bank situated in a foreign country - 

(i) Verify the ledger balances in each account with reference to the  bank  confirmation certificates 

and reconciliation statements as at the year-end. 

(ii) Review the reconciliation statements and pay particular attention to the following. 

(1) Examine that no debit for charges or credit for interest is outstanding and all the items 

which ought to have been taken to revenue for the year have been  so  taken. This  should 

be particularly observed when the bills collected, etc., are credited with net amount and 

entries for commission, etc. are not made separately in the statement of account. 

(2) Examine that no cheque sent or received in clearing is outstanding. As per the practice 

prevalent among banks, any cheques returned unpaid are accounted for on the same day 

on which they were sent in clearing or on the following day. 

(3) Examine that all bills or outstanding cheques sent for collection and outstanding as on the 

closing date have been credited subsequently. 

(iii) Examine the large transactions in inter-bank accounts, particularly towards the year-end, to 

ensure that no transactions have been put through for window-dressing. 

(iv) Check original deposit receipts in respect of balances in deposit accounts in addition to 

confirmation certificates obtained from banks in respect of outstanding deposits. 

(v) Check whether these balances are converted into the Indian currency at the exchange rates 

prevailing on the balance sheet date and ensure compliance with relevant Accounting Standard. 

 

Question 11 

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, Oct 20) 

Answer 11 

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 
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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. 

 

Question 12 

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 = Rs. 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 Rs.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, Oct 20) 

Answer 12 

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. 

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  insufficiency 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. 

Question 13 

A bank has some non-interest-bearing staff advances. In the Balance Sheet these should be presented 

under: 

(a) ‘Term loans’ under ‘Advances’. 
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(b) ‘Cash Credits, Overdrafts and Loans Repayable on Demand’ under ‘Advances’. 

(c) ‘Advances in India – Others’ under ‘Advances’ Schedule. 

(d) ‘Others’ under ‘Other assets. (1 Marks, March’ 21) 

Answer 13 

The answer is (d). 

 

Question 14 

In course of audit of Decent Samaritan Bank as at 31st March, 20 you observed the following: 

(i) In a particular account there was no recovery in the past 18 months. The bank has not applied 

the NPA norms as well as income recognition norms to this particular account. When queried 

the bank management replied that this account was guaranteed by the Central Government and 

hence these norms were not applicable. The bank has not invoked the guarantee. Please 

respond. Would your answer be different if the advance is guaranteed by a  State Government? 

(ii) The bank’s advance portfolio comprised of significant loans against Life Insurance Policies. Write 

suitable audit program to verify  these advances. (6 Marks, March’ 21) 

 

Answer 14 

(i) Government Guaranteed Advance:  If  a  government guaranteed advance becomes NPA,  

then for the purpose of income recognition, interest on such advance should not to be 

taken  to income unless interest is realized. However, for purpose of asset classification, 

credit facility backed by Central Government Guarantee, though overdue, can be treated 

as NPA only when the Central Government repudiates its guarantee, when invoked. 

Since the bank has not invoked the guarantee, the question of repudiation does not arise. 

Hence the bank is correct to the extent of not applying the NPA norms for provisioning 

purpose. But this exemption is not available in respect of income recognition norms. Hence  

the income to the extent not recovered should be reversed. 

The situation would be different if the advance is guaranteed by State Government 

because this exception is not applicable for State Government Guaranteed advances, 

where advance is to be considered NPA if it remains overdue for more than 90 days. 

In case the bank has not invoked the Central Government Guarantee though the amount is 

overdue for long, the reasoning for the same should be taken and duly reported in LFAR. 

(ii) The Audit Programme to Verify Advances against Life Insurance Policies is as under- 

(i) The auditor should inspect the policies and see whether they are assigned to the bank 

and whether such assignment has been registered with the insurer. 

(ii) The auditor should also examine whether premium has been paid on the policies and 

whether they are in force. 

(iii) Certificate regarding surrender value obtained from the insurer should be examined. 

(iv) The auditor should particularly see that if such surrender value is subject to payment 

of certain premium, the amount of such premium has been deducted from the 

surrender value. 
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Question 15 

While examining the computation of Demand and Time liabilities which of the following is to be 

included in liabilities: 

(a) Part amounts of recoveries from the borrowers in respect of debts considered bad and 

doubtful of recovery. 

(b) Amounts received in Indian Currency against import bills and held in sundry deposits 

pending receipts of final rates. 

(c) Net credit balance in branch adjustment accounts including these relating to foreign 

branches. 

(d) Margins held and kept in sundry deposits for funded facilities. (1 Marks, April 21) 

 

Answer 15 

The Answer is the (c) 

 

 

 

Question 16 

You have been appointed to carry out the audit of Blue Insurance Company Ltd. for the year  2020-

21. In the course of your audit, you observed that the commission paid to agents constituted   a 

major expense in operating expenses of the Company. Enumerate the audit concerns that address 

to the assertions required for the Auditor to ensure the continued existence of internal control as 

well as fairness of the amounts in accounting of commission paid to agents. (4 Marks, April 21) 

 

Answer 16 

Commission: The commission is  the consideration payable  for getting the insurance business.   The 

term ‘commission’ is used for the payment of consideration to get Direct business. Commission 

received on amount of premium paid to a re-insurer is termed ‘Commission on reinsurance accepted’ 
and is reduced from the amount of commission expenditure. The internal control with regard to 

commission is aimed at ensuring that  commission is  paid in  accordance  with the rules and 

regulations of the company and in accordance with the agreement with the  agent, commission is 

paid to the agent who brought the business and the legal compliances, for example, tax deduction 

at sources, GST on reverse charge mechanism and provisions of the Insurance Act, 1938 have been 

complied with. 

Role of Auditor: The auditor should, inter alia, do the following for verification of commission: 

• Ensure that commission/brokerage is not paid in excess of the limits specified by IRDAI 

• Ensure that commission/brokerage is paid as per rates with the agent and rates filed 

with IRDAI 

• Ensure that commission/brokerage is paid to the agent/broker who  has  solicited  the  

business 

• Ensure that the agent/broker is not blacklisted by IRDAI and is not terminated for 
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fraud etc. 

• Vouch disbursement entries with reference to the disbursement vouchers with copies 

of commission bills and commission statements. 

• Check whether the vouchers are authorized by the officers-in–charge as per rules in 

force and income tax is deducted at source, as applicable. 

• Test check correctness of amounts of commission allowed. 

• Scrutinize agents’ ledger and the balances, examine accounts having debit balances, if 
any, and obtain information on the same. Necessary rectification of accounts and other 

remedial actions have to be considered. 

• Check whether commission outgo for the period under audit been duly accounted. 

(As per amendment) 

The Auditor during his review of Commission paid to Agents should mainly consider the following:  

• Review the system established by the Insurer with respect to calculation of commission to 

eligible agents accurately and processing the same in timely manner.  

• Review the commission payment system is in sync with the premium collection system.  

•  Check whether commission paid is within the limit prescribed under Insurance Act.  

•  Check whether commission is clawed-back on the cancelled policies.  

•  Check the completeness of commission processing system.  

 

Question 17 

Mr. Shripal has been appointed as an auditor of ASG Ltd., a NBFC company registered with RBI.   

Mr. Shripal is concerned about whether the format of financial statements prepared by ASG Ltd. 

is as per notification issued by the Ministry of Corporate Affairs (MCA) dated October 11, 2018. 

The notification prescribed the· format in Division III under Schedule III of the Companies Act, 

2013 applicable to NBFCs complying with Ind-AS. Mr. Shripal wants to know the differences in 

the presentation requirements between Division II and Division III of Schedule III of  the 

Companies  Act, 2013. Help Mr. Shripal. (6 Marks, April 21) 

Answer 17 

Differences between Division II (Ind- AS- Other than NBFCs) and Division III (Ind- AS- NBFCs) of 

Schedule III: The presentation requirements under Division III for NBFCs are similar to Division II 

(Non NBFC) to a large extent except for the following: 

(i) NBFCs have been allowed to present the items of the balance sheet  in  order  of  their  

liquidity which is not allowed to companies required to follow Division II. Additionally, 

NBFCs are required to classify items of the balance sheet into financial and non-

financial whereas other companies are required to classify the items into current and 

non-current. 

(ii) An NBFC is required to separately disclose by way of a note any item of ‘other income’ 
or ‘other expenditure’ which exceeds 1 per cent of the total income. Division II, on the 
other hand, requires disclosure for any item of income or expenditure which exceeds 

1 per cent of the revenue from operations or Rs.10 lakhs, whichever is higher. 

(iii) NBFCs are required to separately disclose under ‘receivables’, the debts due from any 
Limited Liability Partnership (LLP) in which its director is a partner or member. 

(iv) NBFCs are also required to disclose items comprising ‘revenue from operations’ and 
‘other comprehensive income’ on the face of the Statement of profit and loss instead 
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of showing those only as part of the notes. 

(v) Separate disclosure of trade receivable which have significant increase in credit risk & 

credit impaired 

(vi) The conditions or restrictions for distribution attached to statutory reserves have to 

be separately disclose in the notes as stipulated by the relevant statute. 

 

Question 18 

Pradyuman & Co. was one of the joint auditors of Lok Sahay Insurance Co. Ltd. Mr. Vicky, one 

of the  engagement team members, of the said joint auditor, was examining the expenses 

included in different accounts. 

While verifying the expenses incurred in relation to employees, Mr. Vicky made a list of the same 

as follows, which he was going to discuss with his senior: - 
 

Particulars ` Included in which account? 

Payment of Salaries to employees 100 lakh Employees’ Remuneration and 
Welfare 

Benefits Account 

Reimbursement of premium in respect 

of employees’ health cover 
20 lakh Employees’ Remuneration and 

Welfare 

Benefits Account 

Training and non-training expenses 

incurred for employees 

30 lakh Employees’ Remuneration and 
Welfare 

Benefits Account 

Expenses incurred towards medical 

treatment of employees not having 

health cover 

10 lakh Employees’ Remuneration and 
Welfare Benefits Account 

Incentives paid to employees of the 

company who have solicited insurance 

policies 

40 lakh Commission account 

Whether it can be said that Lok Sahay Insurance Co. Ltd. has properly accounted for the expenses 

incurred in relation to employees? 

(a) No, reimbursement of premium in respect of employees’ health cover should be included 

in ‘Others’ account and incentives paid to employees should be included in Employees’ 
Remuneration and Welfare Benefits Account. 

(b) No, non-training expenses have to be shown separately and incentives paid to employees 

should be included in Employees’ Remuneration and Welfare Benefits Account. 

(c) No, expenses incurred towards medical treatment of employees not having health cover 

should be included in ‘Others’ account and non-training expenses have to be shown separately. 

(d) No, training and non-training expenses incurred for employees should be bifurcated and 

shown separately and expenses incurred towards medical treatment of employees not 

having health cover should be included in ‘Others’ account. (1 Mark Oct 21) 

Answer 18 

(b) 

Question 19 

As at 31st March 2021 while auditing Reliable Insurance Ltd, you observed that a policy has been 

issued on 25th March 2021 for fire risk favouring one of the leading corporate houses in the 
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country without the actual receipt of premium and it was reflected as premium receivable. The 

company maintained that it is a usual practice in respect of big customers and the money was 

collected on  5th April, 2021. You further noticed that there was a fire accident in the premises 

of the insured on 31st March 2021 and a claim was lodged for the same. The insurance company 

also made a provision for claim.  Comment. (4 Marks Oct 21) 

Answer 19 

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 unl ess 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 manne r. The premium receipt of insurance 

companies carrying on general insurance business normally arise out of three sources, viz., 

premium received from direct business, premium received from reinsurance business and the 

share of co-insurance premium. 

In view of the above, the insurance company is not liable to pay the claim and hence no provision 

for claim is required. 

Question 20 

M/s Aadi & Co., Chartered Accountants, have been allotted the branch audit of a nationalized bank  

for the year ended 31st March, 2021. You are part of audit team and have been instructed by your 

partner to verify the following areas: 

(i) Fulfilment of the criteria prescribed for NPA norms for government guaranteed 

advance. 

(ii) Fulfilment of the criteria prescribed for NPA norms for the advances given for 

agricultural purposes. 

(iii) Drawing power calculation from stock statements in respect of working capital 

accounts. 

(iv) Accounts where regular/ad hoc limits are not reviewed within 180 days from the due 

date/date of ad hoc sanction. What may be your areas of concern as regards 

matters specified above? (6 Marks Oct 21) 

Answer 20 

Area of Focus Suggested Audit Procedures 

Government Guaranteed 

Advances 

• If government guaranteed advance becomes NPA,  

then for the purpose of income recognition, 

interest on such advance should not to be taken to 

income unless interest is realized. However, for 

purpose of asset classification, credit facility 

backed by Central Government Guarantee, though 

overdue, can  be treated as NPA only when the 

Central Government repudiates its guarantee,  

when  invoked.  This exception is not applicable for 

State Government Guaranteed advances, where 

advance is to be considered NPA if it remains 

overdue for more than 90 
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days. 

 • In case the bank has not invoked the Central 

Government Guarantee though the amount is 

overdue for long, the reasoning for the same 

should be taken and duly reported in LFAR. 

Agricultural Advances • Ensure that NPA norms have been applied in 

accordance with the crop season determined by 

the State Level Bankers’ Committee in each State. 

Depending upon the duration of crops –  short  

term/ long term - raised by an agriculturist, the NPA 

norms would also be made applicable to 

agricultural  term loans availed of by them. Also 

ensure that these 

norms are made applicable to all direct agricultural 

 advances listed in Master Circular  on  lending  to 

priority sector. 

• In respect of agricultural loans, other than those 

specified in the circular, ensure that identification 

of NPAs has been done on the same basis as non- 

agricultural advances. 

Drawing Power Calculation • Ensure that the drawing power is calculated as per 

the extant guidelines (i.e. the Credit Policy of the 

Bank) formulated by the Board of Directors of the 

respective bank and agreed upon by the concerned 

statutory auditors. Special consideration should be 

given to proper reporting of sundry creditors for 

the purposes of calculating drawing power. 

• The stock audit should be carried out by the bank  

for  all accounts having funded exposure of more 

than stipulated limit. The report submitted by the 

stock auditors should be reviewed during the 

course of the audit and special focus should be 

given to the comments made by the stock auditors 

on valuation of security and calculation of drawing 

power. 

The drawing power needs to be calculated carefully in 

case of working capital advances to companies engaged 

in construction business. The valuation of work in 

progress should be ensured in consistent and proper 

manner. It also needs to be ensured that  mobilization  

advance  being received by the contractors is reduced 
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while calculating drawing power. 

Limits not reviewed Accounts where regular/ad hoc limits are not reviewed 

within 180 days from the due date/date of  ad  hoc  

sanction, should be considered as NPA. Auditors should 

also ensure that the  ad hoc/short reviews are not done 

on repetitive basis. In such cases, auditor can consider 

the classification of  account based on other parameters 

and functioning of the account. 

 

Question 21 

50:50 test determination is popularly used in : 

(a) Banking Company. 

(b) Insurance Company. 

(c) NBFC Company. 

(d) Stock Trading Company. .(1 Mark Nov 21) 

 

Answer 21 

(c) 

Question 22 

M/s Rajul & Associates, Chartered Accountants started the statutory audit of their client Concession 

Ltd., a General Insurance company, which has a paid-up capital of ` 18,600/- lac. During the course 

of the audit, it was found that the Company was not maintaining the required solvency margin as 

per the provisions of Insurance Act, 1938. When the issue was escalated to the management, they 

replied that solvency margin needs to be maintained as per limits prescribed only on last day of the 

financial year. Comment whether reply of management is tenable or not. (4 Marks Nov 21) 
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Answer 22 

Maintenance of Solvency Margin: Section 64VA of the Insurance Act, 1938 as amended by 

Insurance Laws (Amendment) Act, 2015 requires every insurer and re-insurer to maintain an 

excess of the value of assets over the amount of liabilities at  all times  which  shall  not be  less 

than 50% of the amount of minimum capital as stated under section 6  (requirement as  to  capital) 

of the Act and arrived at in the manner specified by the regulations. 

If, at any time, an insurer or re-insurer does not maintain the required control level of solvency 

margin, he is required to submit a financial plan to the Authority indicating the plan of action to 

correct the deficiency. If, on consideration of the plan, the Authority  finds  it  inadequate,  the 

insurer has to modify the financial plan. 

Sub-section (2) of section 64VA states that if an insurer or re-insurer fails to comply with the 

prescribed requirement of maintaining excess of value of assets over amount of liabilities, it shall 

deemed to be insolvent and may be wound up by the Court on an application made by  the 

authority. 

Therefore, in the  said case Concession Ltd has not maintained the Solvency Margin throughout  

the year. Accordingly, contention of Concession Ltd. that solvency margin is required to be 

maintained as per limits prescribed only on last day of the financial year is not tenable. 

Question 23 

Sheetal &  Co LLP, a firm of Chartered Accountants, was appointed as  auditor of an NBFC. The  

audit work has been completed. The audit team which was involved in the fieldwork came across 

various observations during the course of audit of this NBFC and have also limited understanding 

about the exceptions which are required to be reported in the audit report. They would like to 

understand in detail regarding the obligations on the part of an auditor in respect of exceptions 

in  his report so that they can conclude their work. Briefly explain. (5 Marks Nov 21) 

Answer 23 

Obligation of auditor to submit an exception report to the RBI: 

(I) Where, in the case of a non-banking financial company, the statement regarding any 

of the items referred to in paragraph 3 above, is unfavorable or qualified, or in the 

opinion of the auditor the company has not complied with: 

(a) the provisions of Chapter III B of RBI Act (Act 2 of 1934); or 

(b) Non-Banking Financial Companies Acceptance of Public Deposits (Reserve Bank) 

Directions, 2016; or 

(c) Non-Banking Financial Company – Non-Systemically Important Non-Deposit 

taking Company (Reserve Bank) Directions, 2016 and Non-Banking Financial 

Company - Systemically Important Non-Deposit taking Company and Deposit 

taking Company (Reserve Bank) Directions, 2016. 

It shall be the obligation of the auditor to make a report containing the details of such 

unfavourable or qualified statements and/or about the non-compliance, as the case 

may be,  in respect of the company to the concerned Regional Office of the 

Department of Non- Banking Supervision of the RBI under whose jurisdiction the 

registered  office  of  the  company is located as per first Schedule to the Non-Banking 

Financial Companies  Acceptance of Public Deposits (Reserve Bank) Directions, 2016. 

(II) The duty of the Auditor under sub-paragraph (I) shall be to report only the 



 

 

Chapter 9 Special Features in Audit of Banks, NBFC's and Insurance 

9.17 

contraventions of the provisions of RBI Act, 1934, and Directions, Guidelines, 

instructions referred to in sub- paragraph (1) and such report shall not contain any 

statement with respect to compliance of any of those provisions. 

Question 24 

You are auditing a small bank branch with staff strength of the manager, cashier  and three other  

staff P, Q and R. Among allocation of work for other areas, P  who is  a peon also opens  all the  

mail and forwards it to the concerned person. He does not have a signature book so as to check   

the signatures on important communications. Q has possession of all bank forms (e.g. Cheque 

books, demand draft/pay order books, travelers’ cheques, foreign currency cards etc.). He 

maintains a record meticulously which you have test checked also. However, no one among staff 

regularly checks that.  You  are informed that  being a small branch with shortage of manpower, 

it   is not possible to always check the work and records. Give your comments. (5 Marks Nov 

21) 

Answer 24 

Banks are required to implement and maintain a system of internal controls for mitigating 

risks, maintain good governance and to  meet  the regulatory requirements. Given  below are 

examples  of internal controls that are violated in the given situation: 

In the instant case, P who is a peon opens all the mail and forwards it to the concerned person. 

Further, he does not have a signature book so as to check the signatures on important 

communications is not in accordance with implementation and maintenance of general internal 

control. As the mail should be opened by a responsible officer. Signatures on all the letters and 

advices received from other branches of the bank or its correspondence should be checked by 

an officer with the signature book. 

All bank forms (e.g. Cheque books, demand draft/pay order books, travelers’ cheques, foreign 
currency cards etc.) should be kept in the possession of an  officer,  and  another responsible 

officer should verify the issuance and stock of such stationery. In the given case,  Q  has 

possession of all bank forms (e.g. cheque books, demand draft/pay order books, travelers’  
cheques, foreign currency cards etc.). He maintains a record meticulously which  were  also  

verified on test check basis. 

Further, contention of bank that being a small branch with  shortage of  manpower they  are 

not  able to check the work and records on regular basis, is not tenable as such lapses in 

internal control pose risk of fraud. 

The auditor should report the same in his report accordingly. 
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Chapter 9 

Special Features in Audit of Banks, NBFC's and Insurance 

 

Question 1 

Banks, because of certain characteristics, are distinguished from other commercial enterprises 

and hence it needs special audit consideration. As an auditor of a bank, specify the various 

peculiarities which may necessitate special audit consideration to be taken care by you.  

(4 Marks, May ‘19) 
Answer 1 

Special audit considerations arise in the audit of banks because of: 

(i) the particular nature of risks associated with the transactions undertaken; 

(ii) the scale of banking operations and the resultant significant exposures which can arise 

within short period of time; 

(iii) the extensive dependence on IT to process transactions; 

(iv) the effect of the statutory and regulatory requirements; 

(v) the continuing development of new products and services and banking practices which 

may not be matched by the concurrent development of accounting principles and 

auditing practices; 

(vi) Evolution of technology and providing services through Net Banking and Mobiles has 

exposed banks to huge operational and financial risk. 

The auditor should consider the effect of the above factors in designing his audit approach. 

It is imperative for Branch Auditor and SCAs to have detailed knowledge of the products 

offered and risks associated with them, and appropriately address them in their audit plan 

to the extent they give rise to the risk of material misstatements in the financial statements. 

In today’s environment, the banks use different applications to carry out different 

transactions which may include data flow from one application to other application; the 

auditor while designing his plans should also understand interface controls between the 

various applications. 

 

Question 2 

You have been appointed as an auditor of ABC Insurance Co. Ltd. and found that M/s PQR Ltd. 

got their Plant & Machinery insured on 01-10-2018 but the amount of premium has been paid 

by them on 15-10-2018. In the meanwhile, on 10-10-2018 a fire has broken out in the factory 

and the company filed a claim for damages of plant & machinery with the Insurance company. 

Advise the insurance company in this regard. (5 Marks, May ‘19) 
Answer 2 

No Risk Assumption without Premium: 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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The premium receipt of insurance companies carrying on general insurance business normally 

arise out of three sources, viz., premium received from direct business, premium received from 

reinsurance business and the share of co- insurance premium. 

Therefore, in the instant case, PQR Ltd. signed the insurance documents on 01.10.2018 but did 

not paid the premium. In case of non-payment of insurance premium if any accidental incident 

occurs insurance company will have no liability to pay claim. In the given case, fire is occurred 

on 10th October, 2018 in factory and premium has been paid on 15 October 2018, the ABC 

Insurance Company Ltd. will not be liable for claim for damages of plant and machinery. 

 

Question 3 

Mr. G. has been appointed as an auditor of LMP Ltd., a NBFC company registered with RBI. 

Mr. G is concerned about whether the format of financial statements prepared by LMP Ltd. is as 

per notification issued by the Ministry of Corporate Affairs (MCA) dated October 11, 2018. The 

notification prescribed the· format in Division III under Schedule III of the Companies Act, 2013 

applicable to NBFCs complying with Ind-AS. Mr. G wants to know the differences in the 

presentation requirements between Division II and Division III of Schedule III of the Companies 

Act, 2013. Help Mr. G. (5 Marks, Nov ‘19) 
Answer 3 

Differences between Division II (Ind- AS- Other than NBFCs) and Division III (Ind- AS- NBFCs) of 

Schedule III –The Ministry of Corporate Affairs (MCA) vide notification dated October 11, 2018 

introduced Division III under Schedule III of the Companies Act, 2013, wherein a format for 

preparation of financial statements by NBFCs complying with Ind- AS has been prescribed. 

The presentation requirements under Division III for NBFCs are similar to Division II (Non NBFC) 

to a large extent except for the following: 

(i) NBFCs have been allowed to present the items of the balance sheet in order of their 

liquidity which is not allowed to companies required to follow Division II. 

(ii) Additionally, NBFCs are required to classify items of the balance sheet into financial and 

non-financial whereas other companies are required to classify the items into current 

and non-current. 

(iii) An NBFC is required to separately disclose by way of a note any item of ‘other income’ 
or ‘other expenditure’ which exceeds 1 per cent of the total income . Division II, on the 

other hand, requires disclosure for any item of income or expenditure which exceeds 

1 per cent of the revenue from operations or     . 10 lakhs, whichever is higher. 

(iv) NBFCs are required to separately disclose under ‘receivables’, the debts due from any 

Limited Liability Partnership (LLP) in which its director is a partner or member. 

(v) NBFCs are also required to disclose items comprising ‘revenue from operations’ and 

‘other comprehensive income’ on the face of the Statement of profit and loss instead 

of as part of the notes. 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Differences between Division II and Division III of Schedule III of the Companies Act 2013: 

Many Examinees could  write correct answers  but did not cover  all the relevant points. 

Few Examinees wrongly produced format of Schedule III and erred in giving reference to 

Provisions, Reserves etc. 
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Question 4 

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 holder. The bank is aware of the fact that there 

should be strict control over storage and issue of credit cards. How will you evaluate the Internal 

Control System in the area of Credit Card operations of a Bank? (5 Marks, Nov ‘19) 

Answer 4 

Evaluation of the Internal Control System in the area of Credit Card Operations of a bank: 

(i) There should be effective screening of applications with reasonably good credit 

assessments. 

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

(iii) There should be a system whereby a merchant confirms the status of unutilized 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. 

(iv) There should be a system of prompt reporting by the merchants of all settlements 

accepted by them through credit cards. 

(v) Reimbursement to merchants should be made only after verification of the validity 

of merchant’s acceptance of cards. 

(vi) All the reimbursement (gross of commission) should be immediately charged to 

the customer’s account. 

(vii) There should be a system to ensure that statements are sent regularly and promptly 

to the customer. 

(viii) There should be a system to monitor and follow-up customers’ payments. 

(ix) Items overdue beyond a reasonable period should be identified and attended to 

carefully. Credit should be stopped by informing the merchants through periodic 

bulletins, as early as possible, to avoid increased losses. 

(x) 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 also 

include determination of doubtful amounts and the provisioning in respect thereof. 

Question 5 

In the course of statutory Branch audit of KS Bank Ltd, you observe that some borrower accounts 

have been regularized before Balance sheet date by payment of overdue amount. Narrate the audit 

procedures to be carried out with special focus on the Classification of advances and Provisioning 

for Non-Performing assets of the Branch. (5 Marks, Nov ‘20) 

Answer 5 

The Audit procedures that need to be carried out with special focus on classification of advances 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Evaluation of the Internal Control System in the area of Credit Card Operations of   a bank: 

Majority of the Examinees could write correct answers and cover most  of  the  relevant 

points while few others mentioned irrelevant things  about  KYC  and  other procedures for 

issue and cancellation of credit cards. 
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and provisioning for NPAs of KS Bank Ltd, in which the auditor has observed that some borrower 

accounts have been regularized before balance sheet date by payment of overdue amount shall be 

carried out as under: 

(i) As per the Reserve Bank guidelines, if an account has been regularized before the balance 

sheet date by payment of overdue amount through genuine sources, the account need 

not be treated as NPA. 

(ii) Where subsequent to repayment by the borrower (which makes the account regular), 

the branch has provided further funds to the borrower (including by way of subscription 

to its debentures or in other accounts of the borrower), the auditor should carefully 

assess whether the repayment was out of genuine sources or not. 

(iii) Where the account indicates inherent weakness based in the data available, the account 

shall be deemed as a NPA. 

Classification and Provision 

a. Examine whether the classification made by the branch is appropriate. Particularly, 

examine the classification of advances where there are threats to recovery. 

b. Examine whether the secured and the unsecured portions of advances have been 

segregated correctly and provisions have been calculated properly. 

c. It is to be ensured that the classification is made as per the position as on date and hence 

classification of all standard accounts be reviewed as on balance sheet date. 

d. The date of NPA is significant to determine the classification and hence specific care be 

taken in this regard. 

e. NPA should be recognized only based on concept of Past Due/ Overdue concept, and not 

based on the Balance Sheet date. 

 

Question 6 

CA Nadar is conducting the statutory audit of RHL Ltd., a non-banking financial company. It has 

branches in various parts of India. The company with a focus on housing finance, has outstanding 

non-convertible debentures worth ` 150 Crores. The company reportedly missed interest 

payments of INR 15 Crores on its debts because of inadequate liquidity. As a result, RHL Ltd. faced 

a series of downgrades by rating agencies on its debts over the past two months. Rating was cut 

to D from A4 implying that the company was in default or expected to be in default soon. What 

aspects CA Nadar should look into in relation to the activity of mobilization of public deposits 

(particularly in relation to downgrading of credit facilities) by RHL Ltd? (5 Marks, Nov ‘20) 
Answer 6 

CA Nadar has to ascertain whether the company has complied with the following aspects in 

relation to the activity of mobilization of public deposits: - 

i. The ceiling on quantum of public deposits has been linked to its credit rating as given by 

an approved credit rating agency. In the event of a upgrading/downgrading of credit 

rating, the auditor should bear in mind that the NBFC will have to increase/reduce its 

public deposits in accordance with the revised credit rating assigned to it within a 

specified time frame and should ensure that the NBF Chas informed about the same to 

the RBI in writing. 

ii. In the event of downgrading of credit rating below the minimum specified investment 

grade, a non-banking financial company, being an investment and credit company or a 
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factor, shall regularize the excess deposit as provided hereunder: 

a. with immediate effect, stop accepting fresh public deposits and renewing existing 

deposits; 

b. all existing deposits shall run off to maturity; and 

c. report the position within 15 working days, to the concerned Regional Office of the 

RBI where the NBFC is registered. 

d. No matured public deposit shall be renewed without the express and voluntary 

consent of the depositor. 

 

Question 7 

CAB Insurance Company Ltd. was incorporated on 01.07.2020. Company is mainly in the area of 

health insurance and planning to expand in other fields of general insurance. You have been 

appointed as Chief Financial Officer (CFO) of the Company. The company has made investment 

as per guidelines in real estate investment property and Equity Securities and Derivatives. Guide 

CFO as to how the same should be valued? (4 Marks July 21) 

Answer 7 

Valuation of Real estate investment property and Valuation of Equity Securities and Derivative 

Instruments that are traded in markets - 

In case of CAB Insurance Company Ltd dealing in Health Insurance and Planning to expand in 

other fields of general insurance: Guidance to CFO for Valuation of Real estate investment 

property and Valuation of Equity Securities and Derivative Instruments that are traded in 

markets. 

Valuation of Real estate investment property – The value of investment property shall  be 

determined at historical cost, subject to revaluation at least once in every three years . The 

change in the carrying cost of the investment property shall be taken to revaluation reserve. 

• The insurer shall assess at each balance sheet date whether any impairment of the 

property has occurred. 

• Gains/losses arising due to changes in the carrying amount of real estate shall be taken 

to equity under ‘Revaluation Reserve’. The Profit on sale of investments or loss on sale 

of investments, as the case maybe shall include any accumulated changes in the 

carrying amount previously recognized in equity under the heading revaluation reserve 

in respect of particular property and being recycled to the relevant revenue account or 

profit and loss account on sale of that property. 

• The bases for revaluation shall be disclosed in the notes to accounts. The authority may 

issue directions specifying the amount to be released from the revaluation reserve for 

declaring bonus to the policyholders. For the removal of doubt, it is clarified that except 

for the amount that is released to policyholders as per the authority’s direction, no 

other amount shall be distributed to shareholders out of revaluation reserve account. 

An impairment loss shall be recognized as an expense in the revenue/ Profit and loss account 

immediately, unless the asset is carried at revalued amount. Any impairment loss of a 

revalued asset shall be treated as a revaluation decrease of that asset and if the impairment 

loss exceeds the corresponding revaluation reserve, such excess shall be recognized as 
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expense in the Revenue/Profit and loss account. 

Valuation of Equity Securities and Derivative Instruments that are traded in markets- 

Listed equity securities and derivative instruments that are traded in active markets shall  

be measured at fair value  on  the balance sheet date. For the purpose of calculation  of  fair 

value, the lowest of the last quoted closing price at the stock exchanges where the securities 

are listed shall be taken. 

• The insurer shall assess on each balance sheet date whether any impairment of listed 

equity security(ies)/ derivative(s) instruments has occurred. 

• Unrealised gains/losses arising due to changes in the fair value of the listed equity 

shares and the derivative instruments shall be taken to equity under the head ‘Fair 
value change account’. The profit on sale of investments or loss on sale of investment 

as the case maybe shall include accumulated changes in the fair value previously 

recognized under equity under the heading ‘Fair value changes account’ in respect   of 

a particular security and being recycled to the relevant Revenue account or Profit 

and loss account on actual sale of that security. 

• The Authority may issue directions specifying the amount to be released from the Fair 

Value Change Account for declaring bonus to the policyholders. For the removal of 

doubt, it is clarified that except for the amount that is released to policyholders as per 

the Authority’s prescription, no other amount shall be distributed to shareholders out  

of Fair Value Change Account. Also, any debit balance in Fair Value Change Account 

shall be reduced from profit/free reserves while declaring dividends. 

The insurer shall assess, on each balance sheet date, whether any impairment has occurred. 

An impairment loss shall be recognized as an expense in Revenue/Profit and Loss Account 

to the extent of the difference between the re-measured fair value of the 

security/investment and its acquisition cost as reduced by any previous impairment loss 

recognized as expense in Revenue/ Profit and Loss Account. Any reversal of impairment loss 

earlier recognized in Revenue/Profit and Loss Account shall be recognized in Revenue/Profit 

and Loss Account. 

Unlisted and other than actively traded Equity Securities and  Derivative  Instruments –  

Unlisted  equity  securities  and  derivative  instruments  and   listed  equity securities and 

derivative instruments that are not regularly traded in active markets shall be measured at 

historical cost. Provision shall be made for diminution value of such investments. The 

provision so made shall be reversed in subsequent periods if estimates based on external 

evidence show an increase in the value of the investment over its’ carrying amount. The 

increased carrying amount of the investment due to the reversal of the provision shall not 

exceed the historical cost. For the purposes of this regulation, a security shall be considered 

as being not actively traded, if as per guidelines governing mutual funds laid down from 

time to time by SEBI, such a security is classified as "thinly traded". 

 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Majority of the examinees did not attempt this part of the question and those  who 

attempted lacked knowledge on the subject. 
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Question 8 

CA K have been doing audit of branch of LUD Bank Ltd. The principal business of the branch is 

lending advances to large corporates. Since last one year, many large accounts have become Non-

Performing Asset (NPA) as per guidelines. The Management of the Bank decided to sell one of 

the NPA account and consequently one NPA namely DEF Ltd. amounting to ~ 10.00 Crores was 

sold to Asset Reconstruction Company.  What audit points CA K should keep in mind while doing 

audit of this transaction? (5 Marks, Jan ’21) 
Answer 8 

CA K conducting audit of branch of LUD Bank Ltd. whose principal business is lending money to 

large corporates. Many large accounts of this branch have turned NPA category and 

Management sold DEF Ltd.’s NPA account amounting to ` 10 Crores to Asset Reconstruction 

Company. 

CA K should proceed as under: 

In case of Sale of NPA by Bank, the auditor should examine 

(i) the policy laid down by the Board of Directors in this regard relating to procedures, 

valuation and delegation of powers. 

(ii) only such NPA has been sold which has remained NPA in the books of the bank for at 

least 2 years. 

(iii) the assets have been sold “without recourse’ only. 

(iv)  subsequent to the sale of the NPA, the bank does not assume any legal, operational 

or any other type of risk relating to the sold NPAs. 

(v) the NPA has been sold at cash basis only. 

(vi) on the sale of the NPA, the same has been removed from the books of the account. 

(vii) the short fall in the net book value has been charged to the profit and loss account. 

(viii) where the sale is for a value higher than the NBV, no profit is recognized and the excess 

provision has not been reversed but retained to meet the shortfall/ loss because sale of 

other non-performing financial assets. 

 

Question 9 

TNT Limited is engaged in the Life Insurance business. The company's operations have been 

considerable in the Northern India and its Head Office is also based at New Delhi. TNT Ltd. while 

preparing financial statements have classified administrative expenses under 14 heads as 

mentioned in Schedule 3 forming part of financial statements given under schedule A to IRDA 

Regulations, 2002. What is your responsibility as an auditor particularly in relation to 

administrative/expenses of management? (4 Marks, Jan ‘21) 

Answer 9 

Operating Expenses related to Insurance Business (Expenses of Management): 

(i) Any major expenses (` 5 lacs or in excess of 1% of net premium, whichever is higher) 

are required to be shown separately. 

(ii) The auditor should ensure that these expenses are first aggregated and then 

apportioned to the Revenue Account of each class of business on a reasonable and 

equitable basis. 
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(iii) The accounting policy should clearly indicate the basis of apportionment of these 

expenses to the respective Revenue Accounts (i.e., Participating and Non- participating 

policies and in between Linked and Non- Linked business) along  with  the certificate 

that all expenses of management, wherever incurred, directly or indirectly, read with 

the accounting policy, have been fully debited to the respective Revenue Account as 

expenses. 

(iv) Any expenses which are not covered under the 14 heads as mentioned in Schedule 3 are 

required to be disclosed under the head ‘Others’. 
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Chapter 16 

 Professional Ethics 

Question 1 

Comment on the following with reference to the Chartered Accountants Act, 1949 and 

schedules thereto: 

(a) Mr. 'A' is a practicing Chartered Accountant working as proprietor of M/s A & Co. He went 

abroad for 3 months. He delegated the authority to Mr. 'Y' a Chartered Accountant, his 

employee, for taking care of routine matters of his office. During his absence, Mr. 'Y' has 

conducted the under mentioned jobs in the name of M/s A & Co.: 

i) He issued the audit queries to client which were raised during the course of audit. 

ii) He attended the Income Tax proceedings for a client as authorized representative 

before Income Tax Authorities. 

Please comment on eligibility of Mr. 'Y' for conducting such jobs in name of M/s A & Co. and 

liability of Mr. 'A' under the Chartered Accountants Act, 1949. 

(b) M/s Amudhan & Co., a firm of Chartered Accountants, received ` 2.8 lakhs in January, 2019 

on behalf of one of their clients, who has gone abroad and deposited the amount in their 

Bank account, so that they can return the money to the client in July, 2019, when he is due 

to return to India. 

(c) CA Raman who is contesting Regional Council Elections of Institute, engages his Articled 

Assistant for his election campaigning promising him that he will come in  contact with 

influential people which will help to enhance his career after completion  of his training 

period. 

(d) Mr. Anil, 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. 

(Nov 19) 

Answer 1 

(a) Delegation of Authority to the Employee: As per Clause (12) of Part I of the First Schedule of 

the Chartered Accountants Act, 1949, a Chartered Accountant in practice is deemed to be 

guilty of professional misconduct “if he allows a person not being a member of the Institute 

in practice or a member not being his partner to sign on his behalf or on behalf of his firm, 

any balance sheet, profit and loss account, report or financial statements”. 

In this case CA. ‘A’ proprietor of M/s A & Co., went to abroad and delegated the authority to 
another Chartered Accountant Mr. Y, his employee, for taking care of routine matters of his 

office who is not a partner but a member of the Institute of Chartered Accountants 

The Council has clarified that the power to sign routine documents on which a professional 

opinion or authentication is not required to be expressed may be delegated and such 

delegation will not attract provisions of this clause like issue of audit queries during the course 

of audit, asking for information or issue of questionnaire, attending to routing matters in tax 

practice, subject to provisions of Section 288 of Income Tax Act etc. 

i) In the given case, Mr. ‘Y’, a chartered accountant being employee of M/s A &  Co. has 

issued audit queries which were raised during the course of audit. Here “Y” is right in 

issuing the query, since the same falls under routine work which can be delegated by the 

auditor. Therefore, there is no misconduct in this case as per Clause (12) of Part I of First 

schedule to the Act. 

ii) In this instance, Mr. “Y”, CA employee of the audit firm M/s A & Co. has attended the 

Income tax proceedings for a client as authorized representative before Income Tax 
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Authorities. Since the council has allowed the delegation of such work, the chartered 

accountant employee can attend to routine matter in tax practice as decided by the 

council, subject to provisions of Section 288 of the Income Tax Act. Therefore, there is 

no misconduct in this case as per Clause (12) of Part I of First schedule to the Act. 

(b) Money of Clients to be Deposited in Separate Bank Account: Clause (10) of Part   I of Second 

Schedule states that a Chartered Accountant shall be deemed to be guilty of professional 

misconduct if “he fails to keep money of his clients in separate banking account or to use 

such money for the purpose for which they are intended”. 

(c) In the given case, M/s Amudhan & Co. received the money in January, 2019 which is to be 

paid only in July 2019, hence, it should be deposited in a separate bank account. Since in this 

case M/s Amudhan & Co. has failed to keep the sum of ` 2.8 lakhs received on behalf of their 

client in a separate Bank Account, it amounts to professional misconduct under Clause (10) 

of Part I of Second Schedule Other Misconduct: CA Raman has engaged his Articled Assistant 

for his own election campaigning for the Regional Council elections of ICAI. 

This aspect is covered under ‘Other Misconduct’ which has been defined in Part IV of the 

First Schedule and Part III of the Second Schedule. These provisions empower the Council 

even if 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. 

Thus, when a Chartered Accountant uses the services of his Articled Assistant for purposes 

other than professional practice, he is found guilty under  ‘Other Misconduct’. 

Hence, CA Raman is guilty of 'Other Misconduct'. 

(d) 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. 

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 audit 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 was guilty of professional 

misconduct under Clause (7). 

Since, Mr. Anil 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, the auditor is guilty of professional misconduct under Clause (7) of Part I of the 

Second Schedule to the Chartered Accountants Act, 1949. 

 

Question 2 

Comment on the following with reference to the Chartered Accountants Act, 1949 and 

schedules thereto: 

(a) OPAQ & Associates, a firm of Chartered Accountants responded to a tender issued 

exclusively for Chartered Accountants by an organisation in the area of tax audit. However 

no minimum fee was prescribed in the tender document. 

(b) Agarwal Pvt Ltd. approached CA. Prem, a Chartered Accountant in practice, for debt 

recovery services. CA Prem accepted the work and insisted for fees to be based on 2% of 

the debt recovered. 



 

 

Chapter 16 Professional Ethics 

16.3 

(c) ABZ & Co., a firm of Chartered Accountants, develops a website “abz.com”. The colour 

chosen for the website was a very bright green and the web-site was to run on a “push” 
technology where the names of the partners of the firm and the major clients were to be 

displayed on the web-site without any disclosure obligation from any regulator. 

(d) Mr. P and Mr. Q  are  running  a  firm  of  Chartered  Accountants  in  the  name  of  PQ & 

Co. On 23.05.2019, they included the name of Mr. R, a practicing Chartered Accountant, 

without his knowledge, as a partner while submitting an application for empanelment as 

auditor for branches of a public sector bank, to the Institute. However, they added Mr. R 

as a partner to their firm offering a share of 25% of the profits, on 25.05.2019. 

(May 20) 

Answer 2 

(a) Responding to Tenders: Clause (6) of Part I of the First Schedule to the Chartered 

Accountants Act, 1949 lays down guidelines for responding to tenders, etc. It states that a 

member may respond to tenders or enquiries issued by various users of professional services 

or organizations from time to time and secure professional work as a consequence. 

However, a member of the Institute in practice shall not respond to any tender issued by an 

organization or user of professional services in areas of services which are exclusively 

reserved for Chartered Accountants, such as audit and attestation services. Though, such 

restriction shall not be applicable where minimum fee of the assignment is prescribed in the 

tender document itself or  where the areas are  open to other professionals along with the 

Chartered Accountants. 

In the instant case, OPAQ & Associates responded to a tender of tax audit which is exclusively 

reserved for Chartered Accountants even though no minimum fee was prescribed in the tender 

document. 

Therefore, OPAQ & Associates shall be held guilty of professional conduct for responding to 

such tender in view of above-mentioned guideline. 

(b) Charging of Fees based on Percentage: Clause (10) of Part I to First Schedule to the Chartered 

Accountants Act, 1949 prohibits a Chartered Accountant in practice to charge, to offer, to 

accept or accept fees which are based on a percentage of profits  or which are contingent 

upon the findings or results of such work done by him. 

However, this restriction is not applicable where such payment is permitted by the Chartered 

Accountants Act, 1949. The Council of the Institute has framed Regulation 192 which exempts 

debt recovery services where fees may be based on a percentage of the debt recovered  

In the given case, CA. Prem has insisted for fees to be based on percentage of the debt 

recovered (which is exempted under Regulation 192). Hence, CA. Prem will not be held guilty 

for professional misconduct. 

(c) Posting of Particulars on Website: The Council of the Institute had approved posting of 

particulars on website by Chartered Accountants in practice under Clause (6) of Part I of 

First Schedule to the Chartered Accountants Act, 1949 subject to the prescribed guidelines. 

The relevant guidelines in the context of the website hosted by ABZ & Co. are: 

a. No restriction on the colours used in the website; 

b. The websites are run on a “pull” technology and not a “push” technology 

c. Names of clients and fees charged not to be given. 

However, disclosure of names of clients and/or fees charged, on the website is permissible 

only where it is required by a regulator, whether or not constituted under a statute, in India 

or outside India, provided that  such  disclosure is  only to the extent of requirement of the 

regulator. Where such disclosure of names   of clients and/or fees charged is made on the 
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website, the member/ firm shall ensure that it is mentioned on the website [in italics], 

below such disclosure itself, that “This disclosure is in terms of the requirement of [name of 
the regulator] having jurisdiction in [name of the country/area where such regulator has 

jurisdiction] vide [Rule/ Directive etc. under which the disclosure is required by the Regulator]. 

In view of the above, ABZ & Co. would have no restriction on the colours used in the website 

but failed to satisfy the other two guidelines. Thus, the firm would be liable for professional 

misconduct since it would amount to soliciting work by advertisement. 

(d) Submitting Wrong Information to the Institute: As per Clause (3) of Part II of the Second 

Schedule to the Chartered Accountants Act, 1949, a member of the Institute, whether in 

practice or not, shall be deemed to be guilty of professional misconduct if he includes in any 

information, statement, return or form to be submitted to the Institute, Council or any of its 

committees, Director (Discipline), Board of Discipline, Disciplinary Committee, Quality 

Review Board or the Appellate Authority any particulars knowing them to be false. 

In the instant case, Mr. P and Mr. Q, partners of PQ & Co., included the name of Mr.  R, 

another Chartered Accountant, as partner in their firm, without his knowledge, in their 

application for empanelment as auditor of branches of Public Sector Banks submitted to the 

Institute. However, such a member was not a partner of the said firm as on the date of 

application submitted. Here, Mr. P and Mr. Q have submitted wrong information to the 

Institute. 

Therefore, Mr. P and Mr. Q, both, would be held guilty of professional misconduct under 

Clause (3) of Part II of the Second Schedule to the Chartered Accountants Act, 1949. 

 

Question 3 

(a) Comment on the following with reference to the Chartered Accountants Act, 1949 and 

schedules thereto: CA. Srishti and CA. Mishti are two partners of the CA firm ‘Srishti Mishti 
& Associates’. Being very pious, CA. Srishti organised a religious ceremony at her home for 

which she instructed her printing agent to add her designation “Chartered Accountant” 
with her name in the invitation cards. Later on, the invitations were distributed to all the 

relatives, close friends and clients of both the partners Ms. Preeto, a CA, had an account 

with a bank. The normal balance in this account remained at a level below ` 5,000. The bank 

inadvertently credited this account with  a cheque of ` 2,70,000 belonging to another 

account holder. When CA. Preeto came to know about this she withdrew the amount of ` 

2,75,000 and closed the bank account. After 1 year the bank noticed the mistake and 

claimed ` 2,75,000 with interest. CA. Preeto contested this claim. Can the bank approach 

the Institute of Chartered Accountants of India for disciplinary action against CA. Preeto? 

(b) CA. Moni is practicing since 2009 in the field of company audit. Due to her good practical 

knowledge, she was offered editorship of a ‘Company Audit’ Journal which she accepted. 
However, she did not take any permission from the Council regarding such editorship. 

(Nov 20) 

Answer 3 

(a) Printing of Designation “Chartered Accountant” on Invitations for Religious Ceremony: As 

per Clause (6) of Part I of the First Schedule to the Chartered Accountants Act, 1949, a 

Chartered Accountant in practice shall be deemed to be guilty of professional misconduct 

if he solicits clients or professional work either directly or indirectly by circular, 

advertisement, personal communication or interview  or by any other means. 

However, the Council of the ICAI is of the view that the designation “Chartered Accountant” 
as well as the name of the firm may be used in greeting cards, invitations for marriages, 

religious ceremonies and any other specified matters, provided that such greeting cards or 

invitations etc. are sent only to clients, relatives and close friends of the members concerned. 
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In the given case, CA. Srishti has instructed to write designation “Chartered Accountant” on 

invitation cards for a religious ceremony and distributed the same to all the relatives, close 

friends and clients of both the partners. 

In this context, it may be noted that the Council has allowed using designation “Chartered 
Accountant” in invitations for religious ceremony, provided these are sent  to clients, 

relatives and close friends of the members concerned only. 

Therefore, CA. Srishti would be held guilty of professional misconduct under the said clause 

for sending such invitations to  the  relatives,  close  friends  and  clients  of CA. Mishti as 

well. 

(b) Disrepute to the Profession: As per Clause 2 of Part IV of First Schedule of the Chartered 

Accountant Act, 1949, a Chartered Accountant will be deemed to be guilty of other 

misconduct if he in the opinion of the Council brings disrepute to the profession or the 

Institute as a result of his action whether or not related to his professional work. 

In the instant case, CA. Preeto, a CA, had an account with a bank from which she withdrew 

the amount of ` 2,75,000 and closed the account. This amount of ` 2,75,000 was pertaining 

to ` 5,000 minimum balance and ` 2,70,000 belonging to other account holder and 

inadvertently credited to his account by the bank. The said act of CA. Preeto to withdraw 

the money which does not belongs to her will bring disrepute to the profession. Hence 

under this clause the bank can file a suitable complaint under Clause 2 of Part IV of First 

Schedule of the Chartered Accountant Act, 1949 with the Institute of Chartered 

Accountants of India. 

Permission from the Council: As per Clause (11) of Part I of First Schedule to the Chartered 

Accountants Act, 1949, a Chartered Accountant in practice will be deemed to be guilty of 

professional misconduct if he engages in any business or occupation other than the 

profession of Chartered Accountant unless  permitted by  the Council  so to engage. 

However, the Council has granted general permission to the members to engage in certain 

specific occupation. In respect of all other occupations specific permission of the Institute is 

necessary. 

In the instant case, CA. Moni accepted editorship of a journal for which she did not take any 

permission from the Council. In this context, it may be noted that the editorship of 

professional journals is covered under the general permission and specific permission is not 

required. 

Therefore, CA. Moni shall not be held guilty of professional misconduct in terms of Clause 

(11) of Part I of First Schedule to the Chartered Accountants Act, 1949. 

 

Question 4 

Comment on the following with reference to the Chartered Accountants Act, 1949 and 

schedules thereto: 

(a) C.A. Ajitnath is Special Executive Magistrate. He also took over as the Executive Chairman 

of Software Company on 1.4.2020. He is also a leading income tax practitioner and 

consultant for derivative products. He resides in Chennai near to the ION commodity stock 

exchange and does trading in commodity derivatives. Every day, he invests nearly 40% of 

his time to settle the commodity transactions. He has not taken any permission for 

becoming Special Executive Magistrate. However, he has got special permission of Council 

of ICAI for becoming Executive Chairman. Is 

C.A. Ajitnath liable for professional misconduct? 

(b) CA. Sambhav, the auditor of Mahvir Pvt. Ltd. has delegated following works to his articles 

and staff: 
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 Raising of bills and issuing acknowledgements for money receipts. 

 Initiating and stamping of vouchers and of schedules prepared for the purpose  of audit. 

 Issuing acknowledgements for records produced. 

 Signing financial statements of the company. 

Is this correct as per the Professional Ethics and ICAI’s guidelines and pronouncements? 

(May 21) 

Answer 4 

(a) Engaging into a Business: As per Clause (11) of Part I of First  Schedule  of  Chartered 

Accountants Act, 1949, a Chartered Accountant in practice is deemed to  be guilty of 

professional misconduct if he engages in any business or occupation  other than the profession 

of Chartered Accountant unless  permitted by  the Council  so to engage. 

However, the Council has granted general permission to the members to engage in certain 

specific occupation. In respect of all other occupations specific permission of the Institute is 

necessary. 

In this case, C.A. Ajitnath is Special Executive Magistrate, engaged in the occupation of trading 

in commodity derivatives and also took over as the Executive Chairman on 01.04.2020. 

In this context, it may be noted that the Special Executive Magistrate which is generally 

permitted for Members of the Institute in practice, further specific  permission is required 

for holding the position of Executive Chairman and getting engaged in the occupation of 

trading in commodity derivatives. 

In the given situation, C.A. Ajitnath is  acting as  Special Executive Magistrate which  is 

generally permitted for Members of the Institute in practice. Further, He is engaged in the 

occupation of trading in commodity derivatives which is not covered under the general 

permission. He also took over as the Executive Chairman for which specific permission is 

required. CA. Ajitnath got the permission for the same from the Council of ICAI. 

Conclusion: Hence, CA. Ajitnath is not guilty for acting as Special Executive Magistrate as it is 

covered under the general permission. He is also not guilty for holding the position of Executive 

Chairman after getting specific permission of the Institute. 

However, he is guilty of professional misconduct under Clause (11) of Part I of First Schedule 

of Chartered Accountants Act, 1949 for getting engaged in the occupation  of trading in 

commodity derivatives which is not covered under the general permission. 

(b) As per Clause (12) of Part I of the First Schedule of the Chartered Accountants Act, 1949, a 

Chartered Accountant in practice is deemed to be guilty of professional misconduct if he 

allows a person not being a member of the institute in practice or a member not being his 

partner to sign on his behalf or on behalf of his firm, any balance sheet, profit and loss 

account, report or financial statements. 

The Council has clarified that the power to sign routine documents on which a professional 

opinion or authentication is not required to be expressed may be delegated in the following 

instances and such delegation will not attract provisions of this clause: 

(i) Issue of audit queries during the course of audit. 

(ii) Asking for information or issue of  questionnaire. 

(iii) Letter forwarding draft observations/financial statements. 

(iv) Initiating and stamping of vouchers and of schedules prepared for the purpose  of audit. 

(v) Acknowledging and carrying on routine correspondence with clients. 

(vi) Issue of memorandum of cash verification and other physical verification or recording 

the results thereof in the books of the clients. 
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(vii) Issuing acknowledgements for records produced. Raising of bills and issuing 

acknowledgements for money receipts. 

(ix) Attending to routine matters in tax practice, subject to provisions of Section 288 of 

Income Tax Act. 

(x) Any other matter incidental to the office administration and routine work involved in 

practice of accountancy. 

In the instant case, CA. Sambhav, the auditor of Mahvir Pvt. Ltd. has  delegated certain task 

to his articles and staff such as raising of bills and issuing acknowledgements for money 

receipts, initiating and stamping of vouchers and of schedules prepared for the purpose of 

audit and issuing acknowledgements for records produced and signing financial statements 

of the company. 

Therefore, CA. Sambhav is correct in allowing first three tasks i.e., raising of bills and issuing 

acknowledgements for money receipts, initiating and stamping of vouchers and of schedules 

prepared for the purpose of audit. 

However, if the person signing the financial statements on his behalf is not a member of the 

institute in practice or a member not being his partner to sign on his behalf or  on behalf of 

his firm, CA. Sambhav is not right in delegating signing of financial statements to his staff. 

Conclusion: In view of this, CA. Sambhav would be guilty of professional misconduct for 

allowing the person signing the financial statements on his behalf to his articles and staff under 

Clause 12 of Part 1 of First Schedule of the Chartered Accountants Act, 1949. 

 

Question 5 

The Director (Discipline) of the ICAI received information of alleged misconduct against  

Mr. Jayprakash, the proprietor of JP & Associates, as follows:- 

(i) Audit of a college was accepted by JP & Associates in which Mr. Jayprakash is working 

as a part-time lecturer and also, he had not taken permission of the ICAI for working as 

a part-time lecturer in the college. 

(ii) An event relating to Corporate Social Responsibility was sponsored by JP & Associates,  

whereby  in  the  sponsorship  banner,  name  of  Mr.  Jayprakash  as ‘CA Jayprakash, 
Proprietor, JP & Associates’ was mentioned. 

On  the  basis   of   above   information   and   along   with   certain   evidence   against   Mr. 

Jayprakash, he was found guilty and so he was reprimanded and a fine of ₹ 1 lakh was 

imposed by an order passed against him dated 12th July, 2020. 

Against the said order, Mr. Jayprakash preferred an appeal with the Appellate Authority on 

17th August, 2020 by submitting a statement of appeal along with the application form of 

appeal. During such appellate proceedings, it was discovered that the said statement of appeal 

contained some facts which were false to which Mr. Jayprakash admitted it to be false and 

apologized for it. 

(a) Mr. Jayprakash has violated which of the provisions of the Chartered Accountants  

Act, 1949? 

(b) Before which authority, the matter of Mr. Jayprakash would have been placed and 

what maximum punishment could have been imposed on him by the said authority 

in accordance with the Chartered Accountant Act, 1949? (Nov ’21) 

Answer 5 

(a) Mr.  Jayprakash  has  violated  following  provisions  of  the  Chartered  Accountants 

Act, 1949: 

(i) As per Clause (4) of Part I of the Second Schedule to the Chartered Accountants 
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Act, 1949, a Chartered Accountant in practice shall be deemed to be guilty of 

professional misconduct, if he expresses his opinion on financial statements of 

any business or enterprise in which he, his firm, or a partner in his firm has a 

substantial interest. 

In this connection, as per the decision of the Council of the ICAI, a Chartered 

Accountant should not by himself or in his firm name accept the audit of a 

college, if he is working as a part-time lecturer in the college. 

Thus, by accepting audit of a college in which he is working as a part-time 

lecturer, Mr. Jayprakash has violated the restriction imposed under Clause (4)  

of Part I of the Second Schedule to the Chartered Accountants Act, 1949. 

(ii) As per Clause (11) of Part I of the First Schedule to the Chartered Accountants 

Act, 1949, a Chartered Accountant in practice shall be deemed to be guilty of 

professional misconduct, if he engages in any business or occupation other 

than the profession of chartered accountant unless permitted by the Council 

so to engage. 

Members of the Institute in practice may engage in a part-time or full-time 

tutorship under any educational institution other than the coaching 

organization of the Institute, after obtaining the specific and prior approval of 

the Council in each case. 

Mr. Jayprakash had not taken permission of the ICAI for working as a part-time 

lecturer in the college and so has violated the restriction imposed under Clause 

(11) of Part I of the First Schedule to the Chartered Accountants Act, 1949. 

(iii) As per Clause (6) of Part I of the First Schedule to the Chartered Accountants 

Act, 1949, a Chartered Accountant in practice shall be deemed to be guilty of 

professional misconduct, if he solicits clients or professional work either 

directly or indirectly by circular, advertisement, personal communication or 

interview or by any other means. 

In this connection, members sponsoring activities relating to Corporate Social 

Responsibility may mention their individual name with the prefix “CA”. However, 
mentioning a firm’s name or CA Logo is not permitted. 

An event relating to Corporate Social Responsibility was sponsored by JP & 

Associates, whereby in the sponsorship banner, name of Mr. Jayprakash as ‘CA 
Jayprakash, Proprietor, JP & Associates’ was mentioned. Thus, firm’s name was 
mentioned which is not allowed and thus, Mr. Jayprakash has violated the 

restriction imposed under Clause (6) of Part I of the First Schedule to the 

Chartered Accountants Act, 1949. 

(iv) As per Clause (3) of Part II of the Second Schedule to the Chartered Accountants 

Act, 1949, a member of the ICAI shall be deemed to be guilty of professional 

misconduct, if he includes in any information, statement, return or form to be 

submitted to the Institute, Council or any of its Committees, Director 

(Discipline), Board of Discipline, Disciplinary Committee, Quality Review Board 

or the Appellate Authority, any particulars knowing them to be false. 

Mr. Jayprakash in the statement of appeal submitted with the Appellate 

Authority mentioned some facts knowing them to be false and thus, he has 

violated the restriction imposed under Clause (3) of Part II of the Second 

Schedule to the Chartered Accountants Act, 1949. 
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(b) As Mr. Jayprakash has been alleged of misconduct falling in First as well as Second 

Schedule, so the matter would be placed before the Disciplinary Committee. 

The maximum punishment which could have been imposed on him by the said authority would be:- 

(i) reprimanding the member. 

(ii) removing name of the member permanently or for any duration, it thinks fit. 

(iii) imposing fine upto ` 5,00,000. 
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Chapter 16 

 Professional Ethics 

. 

Question 1 

CA Ram is practicing in the field of financial management planning for over 12 years. He has gained 

expertise in this domain over others. Mr. Ratan, a student of  Chartered  Accountancy course,  is  very 

much impressed with the knowledge of CA. Ram. He approached CA. Ram to take guidance on some 

topics of financial management subject related to his course. CA. Ram, on request,  decided to  spare 

some time and started providing private tutorship to Mr. Ratan  along  with  some other  aspirants  for  

4 days in a week and for 3 hours in a day. However, he forgot to take specific permission for such private 

tutorship from the Council. Later on, he came to know that the Council has passed a Resolution under 

Regulation 190A granting general permission (for private tutorship, and part-time  tutorship  under  

Coaching organization of the Institute) and specific permission (for part-time or full  time tutorship  under 

any educational institution other than Coaching organization of the Institute). Such general and specific 

permission granted is subject to the condition that the direct teaching hours devoted  to  such activities 

taken together should _______________ in order to be able to undertake attest functions. 

(a) not exceed 25  hours  a week 

(b) not exceed 21  hours  a week 

(c) not exceed 25  hours  a month 

(d) not exceed 21  hours  a month 

(1 Marks, Oct 19) 

Answer 1 

(a) not exceed 25 hours a week 

 

Question 2 

KJ Private Ltd has a business of pharmaceuticals and has an annual turnover  of  INR  1,500  crores. During 

the last few years, considering the environment in which the company operates, its profit has reduced 

and is still falling. Hence the management has been looking at various ways to cut the costs. 

 

AD & Associates are the statutory auditors of the company and RM & Associates  are the internal 

auditors of the company. 

Initially the company did not want to  appoint any internal  auditors to  save  costs, however,  at 

insistence of the statutory auditors, the company appointed the internal auditors. 

During the course of the statutory audit for the financial year ended  31  March, 2019,  the  statutory 

auditors requested for the detailed working papers of the internal auditors which the internal auditors 

refused. However, the statutory auditors told the management if the same are not provided then  they 

would qualify their report. 

In this situation, please advise which of the following would be correct. 

(a) The statutory auditors should review the detailed working papers but they cannot qualify their 

report on this ground. 

(b) The statutory auditors may review the detailed working papers and even after that they may 

qualify their report. 
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(c) The statutory auditors are not required to go to the extent of review of detailed working papers 

of internal auditors. 

(d) The statutory auditors may review the detailed working papers of internal auditors but for  that 

purpose they would require prior approval of the ICAI. (2 Marks, Oct’19) 

Answer 2 

(c) The statutory auditors are not required to go to the extent of review of detailed working  papers of 

internal auditors. 

Question 3 

One of your audit client Vernon Co with a year ending 31 March 2019 is planning to prepare the financial 

statements from the next year as per Indian Accounting Standards (Ind  AS).  The finance  director of 

Vernon Co has contacted the audit engagement partner, asking if your  firm  can provide  training on Ind  

AS to the accounts department of the entity.  This will help them  to  understand all the  provisions  of  

Ind AS and the transition process will be easier. 

Which of the following options needs to be considered by the audit engagement partner? 

(a) The issue is whether there is a self-interest threat, as the auditor will receive separate training fees  

for the service provided. The audit partner should decline the training assignm ent. 

(b) The issue is whether the audit firm would be likely to possess the requisite competence to provide 

such training to the staff of the entity. The audit  partner should decline not all  the qualified people  

are good trainers. 

(c) The audit partner could go ahead with the training service and disclose the fact in its audit report 

about the service provided during the period. This will safeguard and reduce the threat to an 

acceptable level. 

(d) The audit partner needs to assess the materiality of the figure, and the degree  of  subjectivity 

involved. If it considers that  safeguards  like using separate  personnel,  could reduce the  threat  to 

an acceptable level, then it can go ahead with both the audit and the training assignment.  

                                                                                                                                                      (2 Marks,Oct’ 19) 

Answer 3 

(d) The audit partner needs to assess the materiality of the figure, and the degree of subjectivity involved. 

If it considers that  safeguards  like using separate  personnel,  could reduce the  threat  to an acceptable 

level, then it can go ahead with both the audit and the training assignment. 

 

Question 4 

Mr. Rival, a  Chartered  Accountant  in  practice,  delivered  a  speech  in  the  national  conference 

organized by the Ministry of Textiles.  While  addressing  the  audience, he  informed  that  he  is  a 

management expert and his firm provides services of taxation and audit at  reasonable  rates.  He also 

requested the audience to approach his firm  of chartered accountants for these  services  and  at the 

request of audience he also distributed  his business  cards and telephone  number of his firm to those in 

the audience. Comment with reference to the Chartered Accountants Act, 1949, and Schedules thereto. 

(5 Marks, Oct’19) 

Answer 4 

Using Designation Other  Than  a  CA  and  Providing  Details   of   Services   Offered: Clause (6) of 

Part I of the First Schedule to the Chartered Accountants Act, 1949 states that a Chartered Accountant 
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in practice shall  be deemed to  be guilty  of misconduct if  he solicits  clients or professional work either 

directly or indirectly by a circular, advertisement, personal communication or interview or by any other 

means. Such a restraint has been put so that the members maintain their independence of judgment 

and may be able  to  command respect  from their prospective clients. 

Section 7 of the Chartered Accountants Act, 1949 read with Clause (7) of Part  I  of  the  First Schedule 

to the said  Act prohibits advertising  of professional  attainments or services of a member.  It also 

restrains a member from using any designation or expression other than that of a chartered accountant 

in documents through which the  professional  attainments  of  the member would come to the notice 

of the public. Under the clause, use of any designation or expression other than chartered accountant 

for a chartered accountant in practice, on professional documents, visiting cards, etc. amounts to a 

misconduct unless it be a degree of a university or a title indicating membership of any other 

professional body recognised by the Central Government or the Council. 

Member may appear on television and films and agree  to  broadcast in  the  Radio  or give  lectures at 

forums and may give their names and describe themselves as Chartered Accountants. Special 

qualifications or specialized knowledge directly relevant to the  subject matter  of  the  programme may 

also be given but no reference should be made, in the case of practicing member to the name and 

address or services of his firm. What he may say or write must not be promotional of his or his firm but 

must be an objective professional view of the topic under consideration. 

Thus, it is improper to use designation "Management Expert" since neither it is a degree of a University 

established by law in India or recognised by the Central Government nor it  is  a  recognised professional 

membership by the Central Government or the Council. Therefore, he is deemed to be guilty of 

professional misconduct under both Clause (6) and Clause (7)  as he has used the designation “Management 

Expert” in his speech and also he has made reference to the services provided by  his firm  of Chartered  

Accountants  at reasonable  rates.  Distribution  of cards to audience is also a misconduct in terms of 

Clause (6). 

 

Question 5 

A Chartered Accountant in practice certified in requisite Form that an articled assistant was undergoing 

training with him, whereas, he was also employed in  a  company between  9:30  a.m. and 5:30 p.m. on a 

monthly salary of Rs. 18,000 and attended the office  of  the  Chartered Accountant thereafter until 7 p.m. 

The Chartered Accountant  pleaded  that  the  articled  assistant was on audit of the company. Comment 

with reference to  the  Chartered  Accountants  Act,  1949, and Schedules thereto.  

                                                                                                                             (4 Marks, Oct’ 19) 

Answer 5 

Failure to Observe Regulations: As per Clause (1) of Part II of Second Schedule to the Chartered 

Accountants Act, 1949, a member shall be held guilty of professional misconduct if he contravenes any 

of the provisions of the Act or the regulations made thereunder or any guidelines issued by the Council. 

The chartered accountant, as per Regulations also, is expected to impart proper practical training. 

In  the instant case, the articled assistant  is not attending office on timely basis and the explanation  of 

the Chartered Accountant that the articled assistant was on audit of the company cannot be accepted 

particularly in view of the fact that articled assistant is getting monthly salary from that company. Under 

the circumstances, the Chartered Accountant would be held guilty of professional misconduct in regard 

to the discharge of his professional duties as per Clause (1) of Part  II  of Second Schedule to the Chartered 

Accountants Act, 1949. 
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Question 6 

Mr. Avin, a practicing Chartered Accountant gave 50% of the audit fees received by him to a non- 

Chartered Accountant, Mr. Lucky, under the nomenclature of office allowance and such an arrangement 

continued for a number of years. Comment with reference to  the  Chartered Accountants  Act, 1949, and 

Schedules thereto (4 Marks, Oct’ 19). 

Answer 6 

Sharing of Audit Fees with Non-Member: As per Clause (2) of Part I of First Schedule to the Chartered 

Accountants Act, 1949 a member shall be held guilty if a  Chartered  Accountant  in practice pays or 

allows or agrees to pay or allow, directly or indirectly, any share, commission or brokerage in the fees 

or profits of his professional business, to any person other than a member of  the Institute  or a partner  

or a retired  partner  or  the legal representative  of a deceased partner,  or  a member of any other 

professional body or with such other persons having such qualification as  may be prescribed, for the 

purpose of rendering such professional services from time to time in or outside India. 

In the instant case, Mr. Avin, a practising Chartered Accountant gave 50% of the audit fees  received by 

him to a non-Chartered Accountant, Mr. Lucky, under the nomenclature of office allowance and such 

an arrangement continued for a number of years. In this case, it is not the nomenclature to a transaction 

that is material but it is the substance of the transaction, which has to be looked into. 

The Chartered Accountant had shared his profits and, therefore, Mr. Avin will be held guilty of 

professional misconduct under the Clause (2) of Part I of First Schedule to the  Chartered Accountants 

Act, 1949. 

 

Question 7 

Mr. Yuvi, a Chartered Accountant in practice, is the auditor of Prime Ltd.  He  advised  the  Managing 

Director of the company to include ‘orders under negotiation’ in sales, to reflect higher profit and 

better financial position for obtaining bank loans in future. Mr.  Yuvi, thereafter, gave  clean reports 

on the balance sheet prepared accordingly without examining the accounts.  Comment with reference 

to the Chartered Accountants Act, 1949, and Schedules thereto. (5 Marks, May’ 20) 

Answer 7 

Grossly Negligent and Bringing Disrepute to the Institute: Clause (7) of Part I of the Second Schedule 

to the Chartered Accountants Act, 1949 states that a Chartered Accountant in practice shall be 

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. 

Furthermore, Clause (2) of Part IV of the First Schedule to the said  Act  states that  a member of the 

Institute, whether in practice or not, shall be deemed to be guilty of other misconduct, if he, in the 

opinion of the Council, brings disrepute to the profession or the Institute as  a result of his  action 

whether or not related to his professional work. 

In the given case, Mr. Yuvi, a  Chartered  Accountant in practice, is grossly  negligence in conduct of 

his professional duties by issuing clean reports on the balance sheet without examining the accounts. 

Further, he has  also brought disrepute to  the profession by advising unethical practice  to the 

managing director of the company. Therefore, Mr. Yuvi will be held  guilty  for professional and other 

misconduct under abovementioned Clauses to the Chartered Accountants Act, 1949. 
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Question 8 

Mr. Vinod a practicing chartered accountant acting as liquidator of XYZ & Co. charged his professional 

fees on percentage of the realization of assets. Comment with reference to the Chartered Accountants 

Act, 1949, and  Schedules thereto. (4 Marks, May ‘ 20) 

Answer 8 

Chartered Accountant in Practice Acting as Liquidator: According to Clause (10) of Part I of First 

Schedule to the Chartered Accountants Act, 1949, a Chartered Accountant in practice shall  be deemed 

to be guilty of professional misconduct if he charges or offers to charge, accepts or offers to accept in 

respect of any professional employment fees which are based on a percentage  of profits or which are 

contingent upon the findings, or results of such employment, except as permitted under any 

regulations made under this Act. 

However, CA Regulation allow the Chartered Accountant in practice to charge the fees in respect  of 

any professional work which are based on a  percentage of  profits, or  which are contingent  upon the 

findings or results of such work, in the case of a receiver or a liquidator, and the fees    may be based 

on a percentage of the realization or disbursement of the assets. 

In the given case, Mr. Vinod, a practicing Chartered Accountant, has acted as liquidator of XYZ & Co. and 

charged his professional fees on percentage of the realization of assets. 

Therefore, Mr. Vinod shall not be held guilty of professional misconduct  as  he  is  allowed  to charge 

fees on percentage of the realisation of assets being a liquidator. 

 

Question 9 

CA. Nikhil, in practice, started project consultancy work as  a part of his  practice and to advance  the 

same, sent mail to all the CAs in the country informing them of his services and for securing 

professional work. Comment with reference to the Chartered Accountants Act, 1949, and  Schedules 

thereto. (4 Marks, May ‘ 20)  

Answer 9 

As per Clause (6) of Part I of First Schedule to the Chartered Accountants Act, 1949, a chartered 

accountant in practice is deemed to be guilty of professional misconduct, if he solicit clients or 

professional work either directly or indirectly by circular, advertisement, personal communication  or 

interview or by any other means. 

However, nothing herein contained shall be construed as preventing or prohibiting, any chartered 

accountant from applying or requesting for or inviting or securing professional work from another 

chartered accountants in practice. 

In the instant case, CA. Nikhil has written email to all the CA for securing professional work from them 

and has not approached any other person or professional or communicated with any client, 

Thus, as per exception to the  Clause (6), CA.  Nikhil is  well within the  regulation of the act and  has 

not committed any professional misconduct. 

 

Question 10 

Letter head of CA. Panaj, a Practicing Chartered Accountant, is reproduced below: 
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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. (1 Marks, Oct 20) 

Answer 10 

The answer is (a). 

 

Question 11 

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 Rs. 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 Rs. 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, Oct 20) 

Answer 11 

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 auditor 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. 
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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. 

 

Question 12 

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, Oct 20) 

 

 

Answer 12 

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. 

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 audit 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. 

 

Question 13 

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 Rs.  40,000  from the tour operator. Comment with 

reference to the Chartered Accountants Act,  1949,  and  Schedules thereto. (4 Marks, Oct 20) 

Answer 13 

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”. 
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In the instant case, receipt of personal benefit of Rs. 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 

 

Question 14 

CA Dharma has established another branch in the same city. Branch was inaugurated on 3rd October 

2020 and on 4th October 2020, friends of CA Dharma gave an article on the front page of local 

newspaper congratulating CA Dharma on opening of another branch which also includes half page 

photograph of CA Dharma with his consent. In your opinion was the news in newspaper a misconduct   

on the part of CA Dharma and what actions can be taken against him? 

(a) Yes, it is a misconduct under clause 8 of Part I of Second Schedule and he can be reprimanded,  his 

name can be removed from the register of members for 3 years and fine upto Rs. 5,00,000. 

(b) Yes, it is a misconduct under under clause 5 Part I of First Schedule and he can be reprimanded, 

his name can be removed from the register of members for 3 months and fine upto Rs. 1,00,000. 

(c) Yes, it is a misconduct under clause 7 of Part I of First Schedule and he can be reprimanded, his 

name can be removed from the register of members for 3 months and fine upto Rs. 1,00,000. 

(d) Yes, it is a misconduct under clause 8 of Part I of  Second Schedule and he can be reprimanded,  

his name can be removed from the register of members permanently and fine upto Rs. 5 ,00,000. 

(1 Marks, March’ 21) 

Answer 14 

The answer is (c). 

 

Question 15 

M/s SS limited is a partly owned subsidiary of M/s HH limited. For the upcoming financial year, M/s 

DD & Co., Chartered Accountants, were appointed as the statutory auditors of SS limited. The CEO of 

the holding company was impressed with the knowledge and experience of Mr. D, one of the partners 

of the firm and hence, he offered Mr. D to take up the position of Director (not MD/ whole- time 

director) of HH limited. At the same  time, Mr. D’s  friend approaches him with  an assignment to act 

as a Recovery Consultant for a bank. Mr. D is now confused whether to accept or reject the offers. He 

approaches you and seeks your advice on the same. Advise what Mr. D about what he can do with the 

offers with reference to the Chartered Accountants Act, 1949 and Schedules thereto. (5 Marks, March’ 
21) 

Answer 15 

As per Clause (11) of Part I of First Schedule of Chartered Accountants Act, 1949, a Chartered 

Accountant in practice is deemed to be guilty of professional misconduct if he engages in any 

business or occupation other  than  the profession of  Chartered Accountant unless permitted by  

the Council so to engage. 

Provided nothing contained herein shall disentitle a chartered accountant from  being a  director of  

a company (not being MD or whole-time director) unless he or his partners is interested in such 

company as auditor. 

The Ethical Standards Board (ESB) noted that Public conscience is expected to be ahead of law. 

Members, therefore, are expected to interpret the requirement as regards independence much 
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more strictly than what the law requires and should not place  themselves in  positions  which  would 

either compromise or jeopardise their independence. In the view of  the above, the Board,  via a 

clarification, decided that the auditor of a Subsidiary company cannot be a Director of its Holding 

company, as it will affect the independence of the auditor. 

However, the Council has granted general permission to the members to engage  in  certain specific 

occupation. In respect of all other occupations specific permission of the Institute is necessary. 

‘acting as Recovery Consultant in the banking sector’ is covered under general permission. 

In the given situation, M/s SS limited is a partly owned subsidiary of M/s HH limited. For the upcoming 

financial year, M/s DD & Co., Chartered Accountants, were appointed as the statutory auditors of SS 

limited. The CEO of the holding company was impressed with the knowledge and experience of Mr. D, 

one of the partners of the firm and hence, he offered Mr. D to take up the position of Director (not 

MD/ whole-time director) of HH limited. Further, Mr. D’s friend approached him for an assignment for 
acting as a Recovery Consultant for a bank. 

Therefore, in view of above in  the given case, Mr. D  should not accept the offer to  be  appointed 

as director of HH Limited. However, he  can accept the assignment offered by  his friend and can  act 

as a recovery consultant for a bank. 

 

Question 16 

A letter is sent by Mr. Raja, a Chartered Accountant in practice, to the Ministry of Finance inquiring 

whether a panel of auditors is being maintained by the Ministry and if so to include his name in the 

panel. He also enclosed his CV. Comment on the above with reference to the Chartered Accountants 

Act, 1949 and Schedules thereto. (4 Marks, March’ 21) 

Answer 16 

Making Roving Inquiries: Clause (6) of Part I of the First Schedule  to  the  Chartered  Accountants 

Act, 1949 states that a Chartered Accountant in practice shall be deemed to be guilty of 

misconduct if he solicits clients or professional work either directly or indirectly by a circular, 

advertisement, personal communication or interview or by any other means. Such a restraint has 

been put so that the members  maintain  their independence of  judgement and may be able to 

command respect from their prospective clients. 

In case of making an application for the empanelment for the allotment of audit and other 

professional work, the Council has opined that, “where the existence of such a panel is within the knowledge of the 

member, he is free to write to the concerned  organization  with a  request to  place his name on the 

panel. However, it would not be proper for the member to make roving inquiries by applying to any 

such organization for having his name included in any such panel.” 

Accordingly, Mr. Raja is guilty of misconduct in terms of the above provision as he has solicited 

professional work from the Finance Ministry, by inquiring about the maintenance of the panel . 

 

Question 17 

Mr. Z, a  newly qualified chartered accountant  started his practice in  February 2018 by  setting  up an 

office in the hill station Kodaikanal. Initially, since he was getting very less assignments, he decided to 

set up a temporary office in the nearby city Marudai, situated at about 100 kms from the main office. 

As planned, he took an office space on rent for the months of April, May & June. During these months, 

his regular office was not closed and Mr. Z was in-charge for both the offices. Mrs. A, another newly 

qualified chartered accountant who is also in practice in Marudai came to know about the new office 

of Mr. Z. Thinking that he could be a potential competitor, she informed the institute stating that Mr. 
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Z had violated the provisions of the Chartered Accountant Act. As a member of the Board of Discipline 

of ICAI, you are requested to analyse this complaint. (5 Marks, March’ 21) 

Answer 17 

As  per section 27 of Chartered Accountants Act 1949, if a  Chartered Accountant in practice or a  

Firm of Chartered Accountants has more than one office in India, each one of such offices should be 

in the separate charge of a member of the Institute. Failure on the part of a member or a firm     to 

have a member in charge of its branch and a separate member in case of  each  of  the  branches, 

where there is more than one, would  constitute  professional  misconduct.  This  condition applies 

to any additional office situated at a place beyond 50 kms from  the municipal  limits in which any 

office is situated. 

However, exemption has been given to members in practicing in hill areas subject to certain conditions 

such as: 

− Such member/ firm be allowed to open temporary offices in a city in the plains for a limited 

period not exceeding 3 months in a year. 

− The regular office need not be closed during this period and all correspondence can continue 

to be made at the regular office. 

− The name board of the firm in temporary office should not be displayed at  times  other than 

the period such office is permitted to function. 

− The temporary office should not be mentioned in letter head, visiting card, any other 

documents as a place of business of the member/ firm. 

− Before commencement of  every winter, it shall be obligatory on  the member/firm to inform  

the Institute that he/it is opening the temporary office from a particular date  and after the  

office is closed at the expiry of the period of permission, an intimation to that effect should  

also be sent to the office of the Institute by registered post. 

In the given case, Mr. Z has set up his regular office in the  hill area  of Kodaikanal, he decided to set 

up a temporary office in the nearby city Marudai, situated at about 100 kms from the main office. 

As planned, he took an office space on rent for the months of April, May & June. During  these 

months, his regular office was not closed. Further he was in-charge for both the offices. In view of 

abovementioned criteria’s, he is eligible to avail the benefits of the above exemptions. Also, it is 

given that the temporary office was open in Madurai for only 3 months and not beyond  that. The 

fact that Mr. Z is in-charge for both the offices, the temporary office being set-up in the plains which 

is 100 kms away and the regular office kept open during the 3 months does not constitute any 

violation of the provisions of the Chartered Accountant Act. Assuming Mr. Z has informed the 

Institute regarding such temporary office in the prescribed manner. 

Therefore, in the given case, no penal action needs to be taken on the basis of  complaint  registered 

by Mrs. A, as Mr. Z is not guilty of professional misconduct. 

 

Question 18 

KB Associates a chartered accountant firm has been appointed as an auditor of the company for 

the financial year 2020-21. It consists of two partners CA K & CA B. CA K is brother of the father 

of the finance director of the company. CA B is an old friend of the finance director of the 

company. 

What kind of ethical threat is associated with appointment of KB Associates as an auditor of ABC 

LTD.? (1 Marks, April 21) 

(a) Self Interest Threat. 
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(b) Advocacy Threat. 

(c) Familiarity Threat. 

(d) Self-Review Threat. 

Answer 18 

The Answer is the (c) 

 

Question 19 

Mr. R, (friend of Mr. P) a CA in practice invited Mr. P to set up a ‘Network Firm’ along with 2 more 

friends. All the four auditors agreed to the same and decided to start a network firm by the name 

M/s RP & Co. However, one of the auditors suggested that they cannot use the term ‘& Co.’ and 
it needs to be changed. But Mr. R informed that there is no such Regulation regarding the firm’s 
name. Which among the name shall be suitable to the newly started ‘Network Firm’, in 
accordance with the provisions of Chartered Accountant Act and Regulation? (1 Marks, April 21) 

(a) RP and Co. 

(b) RP & Associates. 

(c) RP and Networks. 

(d) RP & Affiliates. 

Answer 19 

The Answer is the (d) 

 

Question 20 

Mr. Sudhir, a Chartered Accountant in practice, delivered a speech in the national conference 

organized by  the Ministry of Textiles. While delivering the speech, he told to the audience that he   

is a management expert and his firm provides services of taxation and audit at reasonable rates.  

He also requested the audience to approach his firm of chartered accountants for these services 

and at the request of audience he also distributed his business cards and telephone number of his 

firm to those in the audience. Comment with reference to the  Chartered Accountants Act, 1949,  

and Schedules thereto. (5 Marks, April 21) 

Answer 20 

Using  Designation  Other  Than  a  CA  and  Providing  Details  of  Services   Offered:   Clause (6) 

of Part I of the First Schedule to the Chartered Accountants Act, 1949 states that a Chartered 

Accountant in practice shall be deemed to be  guilty  of misconduct if he  solicits client s or 

professional work either directly or indirectly by a circular, advertisement, personal communication 

or interview or by any other means. Such a restraint has been put so that the members maintain 

their independence of judgment and may be  able to  command respect from their prospective 

clients. 

Section 7 of the Chartered Accountants Act, 1949 read with Clause (7) of Part I of the First Schedule 

to the said Act prohibits advertising of professional attainments or  services  of  a member. It also 

restrains a member from using any designation or expression other than that of a chartered 

accountant in documents through which the professional attainments of the member would come 

to the notice of the public. Under the clause, use of any designation or  expression other than 

chartered accountant for a chartered accountant in practice,  on  professional documents, visiting 

cards, etc. amounts to a misconduct unless it be a degree of a university or a title indicating 
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membership of any other professional body recognised by  the Central Government or the Council. 

Member may appear on television and films and agree  to broadcast in  the Radio or  give  lectures 

at forums and may give their names and describe themselves as Chartered Accountants. Special 

qualifications or specialized knowledge directly relevant to the subject matter of the  programme 

may also be given but no reference should be made, in the  case of  practicing member  to  the name 

and address or services of his firm. What he may say or write  must not be  promotional  of  his or 

his firm but must be an objective professional view of the topic under consideration. 

Thus, it is improper to use designation "Management Expert" since neither it is a degree of a 

University established by law in India or recognized by the Central Government nor it is a recognised 

professional membership by the Central Government or the Council. Therefore, CA. Sudhir is 

deemed to be guilty  of professional misconduct under  both  Clause (6)  and  Clause (7)  as he has 

used the designation “Management Expert” in his speech and also he has made reference to the 

services provided by his firm of Chartered Accountants at reasonable rates. Distribution of cards to 

audience is also a misconduct in terms of Clause (6). 

 

Question 21 

Mr. Dhawal, a practicing CA, is appointed as a Director Simplicitor in Gautam Pvt. Ltd. After three 

year of appointment, Mr. Dhawal resigned as the Director and accepted the Statutory Auditor 

position of the Company. Is Mr. Dhawal right in accepting the auditor position? Comment with  

reference to the Chartered Accountants Act, 1949, and Schedules thereto. (4 Marks, April 21) 

Answer 21 

As per Clause (4) of Part I of the Second Schedule of the Chartered Accountants Act, 1949, a 

Chartered Accountant in practice is deemed to be guilty of professional  misconduct  if  he expresses 

his opinion on financial statements of any  business or  enterprise in which he, his firm, or a partner 

in his firm has a substantial interest. 

Section 141 of the Companies Act, 2013 specifically prohibits a member from auditing  the  accounts 

of a company in which he is an officer or employee. Although the provisions of the aforesaid section 

are not specifically applicable in the context of audits performed under other statutes, e.g. tax 

audit, yet the underlying principle of independence of mind is  equally applicable  in those situations 

also. Therefore, the Council’s views are clarified in the following situations. 

As per the clarifications issued by the Council, a member shall not accept the assignment of audit 

of a Company for a period of two years from the date of completion of his tenure as Director, or 

resignation as Director of the said Company. 

In the instant case, Mr. Dhawal, a practicing CA, is appointed as a Director Simplicitor in Gautam 

Pvt. Ltd. After three year of appointment, Mr. Dhawal resigned as the Director and accepted the 

Statutory Auditor position of the Company. In view of above  provisions  Mr. Dhawal can accept  

the Directorship of the company as tenure of two years after his resignation is completed. 

Thus, CA, Dhawal would not be held guilty of professional misconduct under clause 4 of Part 1 of 

Second Schedule of the Chartered Accountants Act, 1949. 

 

Question 22 

CA. Rani is practicing since 2007 in the field of tax audit. Due to her good practical knowledge, she 

was offered editorship of a ‘Tax Audit’ Journal which she accepted. However, she did not take any 

permission from the Council regarding such editorship. Comment with reference to the Chartered 

Accountants Act, 1949, and Schedules thereto. (4 Marks, April 21) 

Answer 22 



 

Chapter 16 Professional Ethics 

16.13 

Permission from the Council: As per Clause (11) of Part I of First Schedule to the Chartered 

Accountants Act, 1949, a Chartered Accountant in practice will be deemed to be guilty of 

professional misconduct if he engages in any business or occupation other than the profession of 

Chartered Accountant unless permitted by the Council so to engage. 

However, the Council has granted general permission to the members to engage  in  certain  specific 

occupation. In respect of all other occupations specific permission of the Institute is necessary. 

In the instant case, CA. Rani accepted editorship of a journal for which she did not take any permission 

from the Council. In this context, it may be noted that the editorship of professional journals is 

covered under the general permission and specific permission is not required. 

Therefore, CA. Rani shall not be held guilty of professional misconduct in terms of Clause (11) of Part 

I of First Schedule to the Chartered Accountants Act, 1949. 

 

Question 23 

SSP Bank was engaged in the business of providing Portfolio Management Services to  its  

customers, for which it took prior approval from RBI. Your firm has been appointed as the statutory 

auditors of the Bank’s financial statements for the year 2019-20. Your senior has instructed you to 

verify the transactions of Portfolio Management Services (PMS). While verifying the transactions 

you noticed that the bank has not maintained separate record for PMS transactions from the Bank’s 
own investments. As a statutory auditor what methodology will be adopted by you for verification    

of PMS transactions? (4 Marks, April 21) 

Answer 23 

Separation of Investment Functions: The auditor needs to examine whether  the  bank,  as  

required by the RBI, is maintaining separate accounts for the investments made by it on their own 

Investment Account, PMS clients’ account, and on behalf of other Constituents (including brokers). As 

per the RBI guidelines, banks are required to get their investments under PMS separately audited 

by external auditors. 

Thus, in the instant case, SSP Bank is required to prepare separate records for PMS and as  per  RBI 

guidelines PMS investments need to be audited separately by the external auditors and the auditors 

are required to give a certificate separately for the same.  So, in  the above case  the auditor should 

not verify the PMS transactions and advise the bank to segregate the PMS transactions from its 

own investments and provide the certificate of external auditor as described above. In case SSP 

Bank does not provide the same the auditor may report accordingly. 

 

Question 24 

Mr. Manipal, a practicing Chartered Accountant has signed the Tax Audit Reports u/s 44AB of the 

Income tax Act, 1961 for the financial year 2019-20 that are filed online using Digital Signature and 

without generating UDIN on the ground that there is no field for mentioning UDIN on digitally 

signed online reports. Is the contention of Mr. Manipal valid? Give your comments with reference 

to the Chartered Accountants Act, 1949 and  schedules thereto. (4 Marks Oct 21) 

Answer 24 

Non Generation of UDIN: Whereas, to  curb the  malpractice of false/certification/attestation by  

the unauthorized persons and to eradicate the practice of bogus certificates and to save various 

regulators, banks, stakeholders etc. from being misled, the Council of the Institute decided to 

implement an innovative concept to generate Unique Document Identification Number (UDIN) 

mandatorily for all kinds of the certificates/GST and tax audit reports and other attest function in 
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phased manner, for which members of the ICAI were notified through the various announcements 

published on the website of ICAI at the relevant times. 

In exercise of the powers conferred on it under clause 1 of Part II of the Second Schedule to the 

Chartered Accountants Act,1949, the Council of the Institute of Chartered Accountants of India 

issued the following guidelines for information of  public and  necessary compliance  by  members 

of the Institute- 

A member of the Institute in practice shall generate Unique Document  Identification  Number 

(UDIN) for all kinds of the certification, GST and Tax Audit Reports and  other  Audit,  Ass urance 

and Attestation functions undertaken/signed by him which are made mandatory from the 

following dates through announcements published on the website of the ICAI- 

• For all Certificates w.e.f. 1st February,2019. 

• For all GST and Tax Audit Reports w.e.f. 1st April, 2019. 

• For all other Audit, Assurance and Attestation functions, w.e.f. 1 st July, 2019. 

Conclusion: UDIN will be applicable to Tax Audit Reports signed by Mr. Manipal for the 

financial year 2019-20 that are filed online using Digital Signature. In case where there is no 

field for mentioning UDIN on digitally signed online reports, UDIN has to be generated and 

communicated  to “Management” or “Those Charged with Governance” for disseminating 

it  to  the stakeholders from their end. 

Hence he will be held guilty under Clause 1 of Part II of the Second Schedule to the Chartered 

Accountants Act,1949. 

 

Question 25 

Mr. Sheetal, a Chartered Accountant during the course of audit of SS Ltd. came to know that the 

company has taken a loan of ` 12 lakh from Employees Provident Fund. The said loan was not 

reflected in the books of account. However, the auditor ignored this information in his report.  

Comment with reference to the Chartered Accountants Act, 1949, and Schedules thereto. (4 

Marks Oct 21) 

Answer 25 

Failure to Disclose Material Facts: As per Clause (5) of Part I of Second Schedule to the Chartered 

Accountants Act, 1949, a chartered Accountant in practice will be held liable for misconduct if he 

fails to disclose a material fact known to him, which is not disclosed in the  financial statements 

but disclosure of which is necessary to make the financial statements not misleading. In this case, 

Mr. Sheetal has come across information that a loan of ` 12 lakhs has  been taken by the company 

from Employees Provident Fund. This is contravention of Rules and  the said loan has not been 

reflected in the books of accounts. Further, this material fact has also   to be disclosed in the 

financial statements. The very fact that Mr. Sheetal has failed to  disclose this fact in his report, 

he is attracted by the provisions of professional misconduct under Clause (5) of Part I of Second 

Schedule to the Chartered Accountants Act, 1949. 

 

Question 26 

CA. Intelligent, a practicing Chartered Accountant was on Europe tour between 15-09-20 and 25-

09-20. On 18-09-20 a message was received from one of his clients requesting for a stock 

certificate to be produced to the bank on or before 20-09-20. Due to urgency, CA. Intelligent 
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directed his assistant, who is also a Chartered Accountant, to sign and issue the stock certificate 

after due verification, on his behalf. Comment with reference to the Chartered Accountants Act, 

1949, and Schedules thereto. (4 Marks Oct 21) 

Answer 26 

Allowing a Member Not Being a Partner to Sign Certificate: As per Clause (12) of Part I of the First 

Schedule to the Chartered Accountants Act, 1949, a Chartered Accountant in practice is deemed 

to be guilty of professional misconduct “if he allows a person not being a member of the Institute 

in practice or a member not being his partner  to sign on  his behalf or  on  behalf of his  firm, any 

balance sheet, profit and loss account, report or financial statements”. 

In this case, CA. Intelligent allowed his assistant who is not a partner but  a  member  of  the 

Institute of Chartered Accountants of India to sign stock certificate on his behalf and thereby 

commits misconduct. 

Conclusion: Thus, CA. Intelligent is guilty  of professional misconduct under Clause (12)  of Part I 

of First Schedule to the Chartered Accountants Act, 1949. 

Question 27 

Mr. Chitragupta Bakutra, a Chartered Accountant is a sole proprietor of Bakutra & Co. which 

has been appointed as a statutory auditor of Kraftic Ltd. from F.Y. 2020-21, for a term  of  5  

years.  Mr.  Chitragupta is a director simplicitor of Kalavitur Ltd. which acquired 55% shares of 

Kraftic Ltd., for the  first time, on 25th May, 2020. Mr. Chitragupta’s term as a director of 

Kalavitur Ltd. got expired on 31st March, 2021 and he was not re-appointed. Kalavitur Ltd. made 

a proposal to Mr. Chitragupta for appointing Bakutra & Co. as its statutory auditor from F.Y. 

2020 -21, for a term of 5 years, which was accepted by Mr. Chitragupta. Is there any violation 

of the Code of Ethics by Mr. Chitragupta Bakutra? 

(a) Yes, as he cannot be continued to be director of a company, the subsidiary of which he is 

an  auditor and also he cannot accept appointment of auditor of  a  Kalavitur Ltd. without 

finishing of  the cooling period for the same. 

(b) There is no bar in being a director simplicitor of a company, the subsidiary of which the 

person is  an auditor. However, by accepting appointment as an auditor of Kalavitur Ltd. 

without finishing of the cooling period for the same, he has violated the Code of Ethics. 

(c) Yes, as he cannot be continued to be director of a company, the subsidiary of which he is 

an auditor. However, there is no bar in becoming an auditor of a  company of  which a 

person has  been its director. 

(d) There is no bar in being a director simplicitor of a company, the subsidiary of which the 

person is  an auditor and also there is no requirement of following the  cooling  period  by  

a  director simplicitor who on expiry of its term, wants to become auditor of such 

company. .(1 Mark Nov 21) 

 

Answer 27 

(a) 

Question 28 

C.A. Bahubali is Special Executive Magistrate. He also took over as the executive chairman of 

Software Company on 1.4.2021. He is also a leading income tax practitioner and consultant for 

derivative products. He resides in Chennai near to the ION commodity stock exchange and does 
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trading in commodity derivatives. Every day, he invests nearly 38% of his time to settle the 

commodity transactions. He has not taken any permission for becoming Special Executive 

Magistrate. However, he has got special permission of Council of ICAI for becoming executive 

chairman and for trading in commodity derivatives. Is C.A. Bahubali liable for professional 

misconduct? Comment with reference to the Chartered Accountants Act, 1949, and Schedules 

thereto. (5 Marks Nov 21) 

Answer 28 

Engaging into a Business: As per Clause (11) of Part I of First Schedule of Chartered Accountants 

Act, 1949, a Chartered Accountant in practice is deemed to be guilty of professional misconduct 

if he engages in any business or occupation other than the profession of Chartered Accountant 

unless permitted by the Council so to engage. 

However, the Council has granted general permission to the members to engage  in  certain 

specific occupation. In respect of all other occupations specific permission of the Institute is 

necessary. 

In this case, C.A.  Bahubali is  Special Executive Magistrate, engaged in the occupation of trading  

in commodity derivatives and also took over as the Executive Chairman on 01.04.2021. 

In this context, it may be noted that the Special Executive Magistrate which is generally 

permitted for Members of the Institute in practice, further specific permission is required for 

holding the position of Executive Chairman and getting engaged in the occupation of trading in 

commodity derivatives. 

In the given situation, C.A. Bahubali is acting as Special Executive Magistrate which is generally 

permitted for Members of the Institute in practice. Further, He is engaged in the occupation of 

trading in commodity derivatives which is not covered under the general permission. He also 

took over as the Executive Chairman for which specific permission is required. CA. Bahubali got 

the permission for the same from the Council of ICAI. 

Conclusion: Hence, CA. Bahubali is not guilty for acting as Special Executive Magistrate as it is 

covered under the general permission. He is also not guilty for holding the position of Executive 

Chairman after getting specific permission of the Institute. 

However, he is guilty of professional misconduct under Clause (11) of Part I of First Schedule of 

Chartered Accountants Act, 1949 for getting engaged in the occupation of trading in commodity 

derivatives which is not covered under the general permission. 

 

Question 29 

CA. Paras, the auditor of Vardhman Pvt. Ltd. has delegated following works to his ar ticles 

and  staff: 

❖ Asking for information or issue of questionnaire. 

❖ Letter forwarding draft observations/financial statements. 

❖ Issue of memorandum of cash verification and other physical verification or 

recording the results thereof in the books of the clients. 

❖ Signing financial statements of the company. 

Is this correct as per the Professional Ethics and ICAI’s guidelines and pronouncements (4 Marks 

Nov 21) 
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Answer 29 

As per Clause (12) of Part I of the First Schedule of the Chartered Accountants Act, 1949, a 

Chartered Accountant in practice is deemed to be guilty of professional misconduct if he allows 

a person not being a member of the institute in practice or a  member not being his  partner to  

sign on his behalf or on behalf of his firm, any balance sheet, profit and  loss  account,  report  

or financial statements. 

The Council has clarified that the power to sign routine documents on  which  a  professional 

opinion or authentication is not required to be expressed may be delegated in the following 

instances and such delegation will not attract provisions of this clause: 

(i) Issue of audit queries during the course of  audit. 

(ii) Asking for information or issue of questionnaire. 

(iii) Letter forwarding draft observations/financial statements. 

(iv) Initiating and stamping of vouchers and of schedules prepared for the purpose of audit. 

(v) Acknowledging and carrying on routine correspondence with clients. 

(vi) Issue of memorandum of cash verification and other physical verification or recording 

the results thereof in the books of the clients. 

(vii) Issuing acknowledgements for records produced. Raising of bills and issuing 

acknowledgements for money receipts. 

(ix) Attending to routine matters in tax practice, subject to provisions of Section 288 of  

Income Tax Act. 

(x) Any other matter incidental to the office administration and routine  work involved in 

practice  of accountancy. 

In the instant case, CA.  Paras, the auditor of  Vardhman Pvt.  Ltd. has delegated certain task  

to  his articles and staff such asking for information or issue of questionnaire, letter 

forwarding draft observations/financial statements, issue of memorandum of cash 

verification and other physical verification or recording the results thereof in the books of 

the clients and signing financial statements of the company. 

Therefore, CA. Paras is correct in allowing first three tasks i.e. asking for information or issue 

of questionnaire, letter forwarding draft observations/financial statements  and  issue  of  

memorandum of cash  verification and other physical verification or  recording the results 

thereof   in the books of the clients. 

However, if the person signing the financial statements on his behalf is not a member of 

the institute in practice or a member not being his partner to  sign on his  behalf or on behalf 

of his   firm, CA. Paras is not right in delegating signing of financial statements to his staff. 

Conclusion: In view of this, CA. Paras  would be  guilty of  professional misconduct for 

allowing  the person signing the financial statements on his behalf to his articles and staff 

under Clause 12  of Part 1 of First Schedule of the Chartered Accountants Act, 1949. 

 

Question 30 

Mr. Gautam & Mr. Mahaveer, partners of a Chartered Accountant Firm, one in-charge of Head 

Office and another in-charge of Branch at a distance of 80 km. from the municipal limits,  puts 

up   a name-board of the firm in both premises and also in their respective residences. Comment 

with reference to the Chartered Accountants Act, 1949, and Schedules thereto. (4 Marks Nov 

21) 



 

Chapter 16 Professional Ethics 

16.18 

Answer 30 

Putting Name Board of the Firm at Residence: The council of  the Institute  has  decided  that 

with  regard to the use of the name-board, there will  be no bar to the putting up of a name-

board   in the place of residence of a  member  with  the  designation of  chartered accountant, 

provided, it is a name-plate or board of an individual member and not of the firm. 

In the given case, partners Mr. Gautam and Mr. Mahaveer, put up a name  board of  the firm 

in  both offices but also in their respective residences. 

Conclusion: Thus, Mr. Gautam and Mr. Mahaveer are guilty of misconduct. Distance given in the 

question is not relevant for deciding. 
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Question 1 

CA Natraj, in practice, accepted an assignment as advisor and consultant to the public issue of 

shares by his client M/s Super Ltd. 

Besides helping the company as an advisor, he also underwrote the public issue of the company to 

the extent of 25% at a commission of 1%. Remaining shares were underwritten by banks and other 

financial institutions at the same rate of commission. He contends that above assignments are part 

of management consultancy work permitted by the council of the Institute. Do you agree with 

the view of CA Natraj? Decide in the light of applicable code of conduct. (4 Marks, May ‘19) 

Answer 1 

Assignment as Advisor and Consultant: The Council of the Institute of Chartered Accountants of 

India (ICAI) pursuant to Section 2(2)(iv) of the Chartered Accountants Act, 1949 has passed a 

resolution permitting “Management Consultancy and other Services” by a Chartered Accountant 

in practice. A clause of the aforesaid resolution allows Chartered Accountants in practice to act 

as advisor or consultant to an issue of securities including such matters as drafting of prospectus, 

filing of documents with SEBI, preparation of publicity budgets, advice regarding selection of 

brokers, etc. It is, however, specifically stated that Chartered Accountants in practice are not 

permitted to undertake the activities of broking, underwriting and portfolio management services. 

In the instant case, CA Natraj accepted an assignment as advisor and consultant to the public issue 

of shares by his client M/s Super Ltd. In addition, he also underwrote the public issue of the 

company to the extent of 25% at a commission of 1%. Contention of CA. Natraj that advisor, 

consultant and underwriting work is part of management consultancy work and permitted by the 

council is not correct as Chartered Accountants in practice are not permitted to undertake the 

activities of broking, underwriting and portfolio management services. 

Conclusion: In view of this, CA. Natraj would be guilty of misconduct under the Chartered 

Accountants Act, 1949. 

 

 

Question 2 

Comment with reference to the Chartered Accountants Act, 1949 and schedules thereto: A 

special notice has been issued for a resolution at 3rd annual general meeting of LED Ltd., 

providing expressly that CA. Anoop shall not be re-appointed as an auditor of the· company. 

Consequently, CA. Anoop submitted a representation in writing to the company with a request to 

circulate to the members. In the detailed representation, CA. Anoop included the contributions 

made by him in strengthening the control procedures of the company during his association with 

the company and also indicated his willingness to continue as an auditor if reappointed by the 

shareholders of the company. (4 Marks, Nov ‘19) 
Answer 2 

Soliciting Clients: As per Clause (6) of Part I of First Schedule to the Chartered Accountants Act, 

1949, a Chartered Accountant in practice is deemed to be guilty of professional misconduct if he 

solicits clients or professional work either directly or indirectly by circular, advertisement, personal 

communication or interview or by any other means except applying or requesting for or inviting 



 

 

Chapter 16 Professional Ethics 

16.2 

or securing professional work from another chartered accountant in practice and responding to 

tenders. 

Further, section 140(4)(iii) of the Companies Act, 2013, provides a right, to the retiring auditor, to 

make representation in writing to the company. The retiring auditor has the right for his 

representation to be circulated among the members of the company and to be read out at the 

meeting. However, the content of letter should be set out in a dignified manner how he has 

been acting independently and conscientiously through the term of his office and may, in 

addition, indicate, if he so chooses, his willingness to continue as auditor, if re- appointed by 

the shareholders. 

The proposition of the auditor to highlight contributions made by him in strengthening the control 

procedures in the representation should not be included in such representations because the 

representation letter should not be prepared in a manner so as to seek publicity. 

Thus, highlighting contributions made by him in strengthening the control procedures, while 

submitting representation U/S 140(4)(iii) of the Companies Act 2013, would amount to canvassing 

or soliciting for his continuance as auditor. 

Therefore, CA. Anoop will be held guilty for professional misconduct under Clause (6) of Part I of 

First Schedule to the Chartered Accountants Act, 1949. 

Question 3 

Mr. 'K’, a practicing Chartered Accountant is the proprietor of M/s K & Co. since 1995. He went 

abroad in the month of December 2018. He delegated the authority to Mr. ‘Y’ a Chartered 

Accountant, his employee for taking care of the important matters of his office. During his absence 

Mr. 'Y' has conducted the undermentioned jobs in the name of M/s K & Co. 

(i) He issued Net worth certificate to a client for furnishing to a Bank. 

(ii) He attended the GST proceedings for a client as authorized representative before 

GST Authorities. 

Please comment on eligibility of Mr. 'Y' for conducting such jobs in name of M/s K & 

Co.and liability of Mr. 'K’ under the Chartered Accountants Act, 1949. (5 Marks, Nov 

‘19) 
Answer 3 

Delegation of Authority to the Employee: As per Clause (12) of Part I of the First Schedule of 

the Chartered Accountants Act, 1949, a Chartered Accountant in practice is deemed to be 

guilty of professional misconduct “if he allows a person not being a member of the Institute in 

practice or a member not being his partner to sign on his behalf or on behalf of his firm, any 

balance sheet, profit and loss account, report or financial statements”. 

In this case CA. ‘K’ proprietor of M/s K & Co., went abroad and delegated the authority to another 

Chartered Accountant Mr. Y, his employee, for taking care of the important matters of his office 

who is not a partner but a member of the Institute of Chartered Accountants of India. 

The Council has clarified that the power to sign routine documents on which a professional 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Soliciting Clients w.r.t. Chartered Accountants Act, 1949:  Majority  of  the  Examinees gave 

correct answer w.r.t. respective clause but omitted reference to section140(4)(iii) of the 

Companies Act 2013 regarding rights of the retiring auditors.  Many Examinees gave answer 

based on Clause 7 and provision of Companies Act 2013 and not w.r.t required Clause 6 of 

Chartered Accountants Act, 1949 
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opinion or authentication is not required to be expressed may be delegated and such delegation 

will not attract provisions of this clause like issue of audit queries during the course of audit, 

asking for information or issue of questionnaire, attending to routing matters in tax practice, 

subject to provisions of Section 288 of Income Tax Act etc. 

(i) In the given case, Mr. ‘Y’, a chartered accountant being employee of M/s K & Co. has 

issued net worth certificate for furnishing to a bank. Since the issuance of net worth 

certificate to a client by Mr. “Y” being an employee of M/s K& Co. (an audit firm), 

is not a routine work and it is outside his authorities. Thus, CA. ‘K’ is guilty of 

professional misconduct under Clause (12) of Part I of First Schedule of the Chartered 

Accountants Act, 1949. 

(ii) Further, Mr. “Y”, CA employee of the audit firm M/s K& Co. has attended the GST 

proceedings for a client as authorized representative before GST Authorities. Since 

the council has allowed the delegation of such work, the chartered accountant 

employee can attend to routine matter in tax practice as decided by the council. 

Therefore, there is no misconduct in this case as per Clause (12) of Part I of First schedule 

to the Act. 

Question 4 

Mr. 'C', a Chartered Accountant employed as Senior executive in charge of Tax in a company, and 

not holding certificate of practice recommends a particular lawyer to his employer in respect of a 

case. The lawyer, out of the professional fee received from t he employer of Mr. 'C' paid a 

particular sum as referral fee to Mr. 'C'. Comment with reference to the Chartered Accountants 

Act, 1949 and schedules thereto. (5 Marks, Nov ‘19) 
Answer 4 

Referral Fee from Lawyer: According to Clause (2) of Part II of First Schedule of the Chartered 

Accountant Act, 1949, a member of the Institute(other than a member in practice) shall be guilty 

of professional misconduct, if he being an employee of any company, firm or person accepts or 

agrees to accept any part of fee, profits or gains from a lawyer, a chartered accountant or 

broker engaged by such company, firm or person or agent or customer of such company, firm 

or person by way of commission or gratification. 

In the present case, Mr. C who beside holding a certificate of practice, is also an employee and 

by referring a lawyer to the company in respect of a case, he receives a particular sum as referral 

fee from the lawyer out of his professional fee. 

Conclusion: Therefore, Mr. C is guilty of professional misconduct by virtue of Clause (2) of Part 

II of First schedule 

Question 5 

Comment with reference to the Chartered Accountants Act, 1949 and schedules thereto: CA Dice 

had signed the Balance sheet of QR Ltd. for the year ended 31st March, 2019 which failed to give 

disclosure of the charge created for ` 4.35 crores against the Corporate Guarantee given in favour 

of a Group Company. The Balance Sheet size of the company filed with the Registrar of Companies 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Delegation of Authority to the Employee- Liabilities under the Chartered Accountants Act, 

1949: Majority of the Examinees answered well and to  the  point  by quoting the correct clause 

and schedule. A few Examinees mixed-up the conclusion part  which has two situations and 

was required to be answered separately. 
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was ` 26.12 crores. (4 Marks, Nov ‘20) 
Answer 5 

Failure to Disclose Material Facts: As per Clause (5) of Part I of Second Schedule to the Chartered 

Accountants Act, 1949, a chartered Accountant in practice will be held liable for misconduct if 

he fails to disclose a material fact known to him which is not disclosed in a financial statement, 

but disclosure of which is necessary in making such financial statement not misleading where 

he is concerned with that financial statement in a professional capacity. 

It may be observed that this clause refers to failure to disclose a material fact, which is known 

to him, in a financial statement reported on by the auditor. It is obvious, that before a member 

could be held guilty of misconduct, materiality has to be established. The determination of 

materiality has been provided in SA 320, “Materiality in Planning and Performing an Audit”. 
Financial reporting frameworks often discuss the concept of materiality in the context of the 

preparation and presentation of financial statements. Although financial reporting frameworks 

may discuss materiality in different terms, they generally explain, among other points, that 

Judgments about materiality are made in the light of surrounding circumstances, and are 

affected by the size or nature of a misstatement, or a combination of both. 

In this case, CA Dice has signed a Balance Sheet which failed to give disclosure of ` 4.35 crores 

(considered material fact applying above SA 320 principle) against the corporate guarantee 

given in favour of a Group Company. Size of Balance Sheet of QR Ltd is ` 26.12 crore. 

This material fact has to be disclosed in the financial statements. Keeping in view the above, he 

is attracted by the provisions of professional misconduct under Clause (5) of Part I of Second 

Schedule to the Chartered Accountants Act, 1949. 

 

Question 6 

Mr. Kushal, a practicing Chartered Accountant has signed the GST Audit Reports, Tax Audit Reports 

u/s 44AB of the Income tax Act, 1961 for the financial year 2019 -20 that are filed online using 

Digital Signature and without generating UDIN on the ground that there is no field for mentioning 

UDIN on digitally signed online reports. Is the contention of Mr. Kushal valid? Give your comments 

with reference to the Chartered Accountants Act, 1949 and schedules thereto.  ( 4 Marks, Nov 

‘20) 
Answer 6 

Non-Generation of UDIN: Whereas, to curb the malpractice of false/certification/attestation by the 

unauthorized persons and to eradicate the practice of bogus certificates and to save various 

regulators, banks, stakeholders etc. from being misled, the Council of the Institute decided to 

implement an innovative concept to generate Unique Document Identification Number (UDIN) 

mandatorily for all kinds of the certificates/GST and tax audit reports and other attest function in 

phased manner, for which members of the ICAI were notified through the various announcements 

published on the website of ICAI at the relevant times. 

In exercise of the powers conferred on it under clause 1 of Part II of the Second Schedule to the 

Chartered Accountants Act,1949, the Council of the Institute of Chartered Accountants of India 

issued the following guidelines for information of public and necessary compliance by members of 

the Institute- 

A member of the Institute in practice shall generate Unique Document Identification Number 

(UDIN) for all kinds of the certification, GST and Tax Audit Reports and other Audit, Assurance and 

Attestation functions undertaken/signed by him which are made mandatory from the following 

dates through announcements published on the website of the ICAI- 
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• For all Certificates w.e.f. 1st February,2019. 

• For all GST and Tax Audit Reports w.e.f. 1st April, 2019. 

• For all other Audit, Assurance and Attestation functions, w.e.f. 1st July, 2019. 

Conclusion: UDIN will be applicable to GST & Tax Audit Reports signed by Mr. Kushal for the 

financial year 2019-20 that are filed online using Digital Signature. In case where there is no field 

for mentioning UDOIN on digitally signed online reports, UDION has to be generated and 

communicated to “Management” or “Those Charged with Governance” for disseminating it to the 
stakeholders from their end. 

Hence he will be held guilty under Clause 1 of Part II of the Second Schedule to the Chartered 

Accountants Act,1949. 

Alternative Answer 

According to Clause (9) of 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 fails 

to invite attention to any material departure from the generally accepted procedure of audit 

applicable to the circumstances. 

This clause implies that the audit should be performed in accordance with “generally accepted 
procedure of audit applicable to the circumstances” and if for any reason the auditor has not been 

able to perform the audit in accordance with such procedure, his report should draw attention to 

the material departures from such procedures. What constitutes “generally accepted audit 
procedure” would depend upon the facts and circumstances of each case, but guidance is available 

in general terms from the various pronouncements of the Institute is issued by way of statements 

and Guidance Notes and SAs to members. 

A member of the Institute in practice shall generate Unique Document Identification Number 

(UDIN) for all kinds of the certification, GST and Tax Audit Reports and other Audit, Assurance and 

Attestation functions undertaken/signed by him.  

In the given case, Mr. Kushal has signed the GST Audit Reports, Tax Audit Reports under section 

44AB of the Income Tax Act, 1961 for the F.Y.2019 -20 and also has filed online using Digital 

Signature without generating UDIN on the ground that there is no field for mentioning UDIN on 

digitally signed online reports. Applying the above clause, UDIN provision etc. to the given case, Mr. 

Kushal would be held guilty of professional misconduct. 

 

Question 7 

Comment with reference to the Chartered Accountants Act, 1949 and schedules thereto: Mr. 

Vineet, a chartered accountant in practice, created his own website in attractive format and 

highlighted the contents in purple colour. The website also displayed the nature of assignments 

handled along with the names of clients without such requirement from any of the regulator. He 

also circulated the information contained in the website through e-mail to acknowledge public at 

large about his expertise. However, he did not intimate his website address to the Institute.  (4 

Marks, Nov ‘20) 
Answer 7 

Circulating Information Contained in Own Website: As per Clause (6) of Part I of the First Schedule 

to the Chartered Accountants Act, 1949, a Chartered Accountant in practice is deemed to be guilty 

of professional misconduct if he solicits clients or professional work either directly or indirectly by 

circular, advertisement, personal communication or interview or by any other means. 

• However, the guidelines approved by the Council of the Institute of Chartered Accountants 
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of India permit creation of own website by a chartered accountant in his or his firm name 

and no standard format or restriction on colours is there. Hence there is no misconduct as 

per Clause (6) of Part I of the First Schedule to the Chartered Accountants Act, 1949. 

• The chartered accountant or firm, as per the guidelines, should ensure that none of the 

information contained in the website be circulated on their own or through E-mail or by 

any other mode except on a specific “Pull” request. Mr. Vineet has circulated the 
information contained in the website through e-mail to public at large. Therefore, he is 

guilty of professional misconduct under Clause (6) of Part I of the First Schedule to the said 

Act. 

• Nature of assignments handled (to be displayable only on specific “pull” request). Names 
of clients and fee charged cannot be given without such requirement from any of the 

regulator. Mr. Vineet has displayed the nature of assignments handled along with the name 

of clients without such requirement from the regulator. Therefore, he is guilty of 

professional misconduct under Clause (6) of Part I of the First Schedule to the said Act. 

• "The website address of the member be obtained on annual basis in the annual form 

required to be filed by the member while paying fee and the same be taken as entry on 

record." Thus guilty of professional misconduct 

 

Question 8 

Nam & Co., conducted Stock Audit of DEF Ltd. as per instructions issued by HEG Bank. However 

instead of visiting the site where the stock was lying, the firm relied on the Management 

Information Systems report along with inspections reports and photographs  of Stock taken by 

the employees of DEF Ltd. The photographs were also carrying the date and time printed on 

them. Comment with reference to the Chartered Accountants Act, 1949 and its schedules 

thereto. (4 Marks, Jan ‘21) 
Answer 8 

According to Clause (7) of Part I of Second Schedule to the 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”. 

It is a vital clause which usually 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. 

In the instant case, CA. Nam &Co. did not exercise due diligence and is grossly negligent in the 

conduct of his professional duties since it did not visit the site where the stock was lying and 

instead the firm relied on the MIS report along with inspection reports and photographs of 

stock taken by the employees of DEF Ltd, which is incorrect. 

To conduct stock audit, ascertainment of existence and physical condition of stocks, cross 

tallying the stock with Stock statement submitted by bank borrower, correct classification of 

stocks for valuation purpose etc. is essential. Further submitting stock audit report without 

physically verifying the stock amounts to gross negligence. 

From the above, it can be concluded that Nam & Co. is guilty of professional misconduct under 

Clause (7) of Part I of Second Schedule to the Chartered Accountants Act, 1949. 

 

Question 9 

M/s. NKB Ltd. is engaged in the manufacturing of textile products having an  annual capacity of 
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producing 1,00,000 units of garments. NKB Ltd. is covered under the provisions of Goods and 

Service Tax Act with an applicable rate of 12 %. During the financial year 2019-2020, NKB Ltd. 

received a demand notice of ` 15.00 Lacs pertaining to the F.Y 2013-14 when the provisions of 

Central Excise Act were applicable. NKB Ltd. deposited  the demand amount after discussing 

with its legal department. Are you, as a tax auditor of NKB Ltd., required to report the same? 

 (4 Marks, Jan ‘21) 
Answer 9 

NKB Ltd. Is a manufacturer of textile products and is covered under GST Act. During financial 

year 2019-2020 NKB has received a demand notice of 15 lakhs which pertains to financial year 

2013-2014 when the Central Excise Act was prevalent. As a tax auditor of NKB Ltd., reporting 

would be under Clause 41 which is given hereunder: 

“Please furnish the details of demand raised or refund issued during the previous year under 

any tax laws other than Income Tax Act, 1961 and Wealth tax Act, 1957 along with details of 

relevant proceedings. “ 

It may be noted that even though the demand/refund order is issued during the previous year, it 

may pertain to a period other than the relevant previous year. In such cases also, reporting has to 

be done under this clause. If there is any adjustment of refund against any demand, the auditor 

shall also report the same under this clause. 

In this case, liability is of excise duty i.e. under Central Excise Act, other than Income Tax Act and 

Wealth Tax Act, thus this clause gets attracted and the reporting has to be done as per format: 

 

S No. Name of 

the 

Applicable 

Act 

Demand/ 

Refund 

Order  

no., if any 

Date of 

demand 

raised/ref 

und issued 

Financial 

year         to 

which the 

demand/ref 

und relates 

Amount of 

demand/raise 

d/refund 

issued 

Adjustment 

of refund 

against 

demand, if 

any 

Remarks 

        

 

Question 10 

Explain the concept of Integrated framework issued by Committee of the Sponsoring 

Organizations of the Tredway Commission (COSO Framework) duly mentioning its four out of 

five components and discuss the three category of objectives that can be achieved  as per COSO 

framework. (5 Marks, Jan ‘21) 
Answer 10 

Concept of COSO: 

COSO’s Internal Control – Integrated Framework was introduced in 1992 as guidance on how to 

establish better controls so companies can achieve their objectives. COSO 

categorizes entity-level objectives into operations, financial reporting, and compliance. The 

framework includes more than 20 basic principles representing the fundamental concepts 

associated with its five components: control environment, risk assessment, control activities, 

information and communication, and monitoring. Some of the principles include key elements for 

compliance, such as integrity and ethical values, authorities and responsibilities, policies and 

procedures, and reporting deficiencies. 

Five Components of COSO are as follows: 

(i) Control Environment 
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(ii) Risk Assessment 

(iii) Control Activities 

(iv) Information and Communication 

(v) Monitoring 

The COSO Framework is designed to be used by organizations to assess the effectiveness of 

the system of internal control to achieve objectives as determined by management. The 

Framework lists three categories of objectives as below: 

1 Operations Objectives – related to the effectiveness and efficiency of the entity’s 
operations, including operational and financial performance goals, and safeguarding 

assets against loss. 

2 Reporting Objectives – related to internal and external financial and non-financial 

reporting to stakeholders, which would encompass reliability, timeliness, transparency, or 

other terms as established by regulators, standard setters, or the entity’s policies. 

3 Compliance objectives – In the Framework, the compliance objective was described as 

“relating to the entity’s compliance with applicable laws and regulations.” The Framework 

considers the increased demands and complexities in laws, regulations, and accounting 

standards. 

 

Question 11 

CA R, a Chartered Accountant in practice is specializing in the field of Information Systems 

Audit. He is considered to be one of the experts of this field because of his command over 

the subject. HKC Limited, a Company engaged in rendering management consultancy 

offered him to appoint as its managing director. CA R accepted the position of managing 

director without obtaining prior permission from the Institute. One of his friends, CA S 

informed him that now he cannot retain full time certificate of practice, thus cannot do 

attest function and train articled assistants. Comment with reference to the provisions of 

the Chartered Accountants Act, 1949 and  schedules thereto. (4 Marks July 21) 

Answer 11 

Provisions of the Chartered Accountants Act, 1949 and Schedules thereto - 

As per Clause (11) of Part I of First Schedule to the Chartered Accountants Act, 1949, a 

Chartered Accountant in practice will be deemed to be guilty of professional misconduct if 

he engages in any business or occupation other than the profession of Chartered Accountant 

unless permitted by the Council so to engage. 

The Council decided to allow members in practice to hold the office of Managing Director, 

Whole-time Director or Manager of a body corporate within the meaning of the Companies 

Act, 2013 provided that the body corporate is engaged exclusively in rendering Management 

Consultancy and Other Services permitted by the Council in pursuant to Section 2(2)(iv) of 

the Chartered Accountants Act, 1949 and complies with  the conditions(s) as specified by 

the Council from time to time in this regard. The name of the Management Consultancy 

Company is required to be approved by the Institute and such Company has to be registered 

with the Institute. 

The members can retain full time Certificate of Practice besides being the Managing Director, 

Whole-time Director or Manager of such Management Consultancy Company. There will be 

no restriction on the quantum of the equity holding of the members, either individually and/ 
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or along with the relatives, in such Company. Such members shall be regarded as being in full- 

time practice and therefore can continue to do attest function either in individual capacity or 

in Proprietorship/Partnership firm in which capacity they practice and wherein they are also 

entitled to train articled/audit assistants. Thus, the action of CA R is valid. 

 

Question 12 

Vineet & Associates have been offered Statutory Audit of TLP Ltd. As a part of ethical 

requirements of the Institute of Chartered Accountants, CA V, partner of the firm, 

communicated with the previous auditor enquiring as to whether any professional reason 

exists for which he should not accept the audit assignment. Previous auditor informed that he 

issued a qualified report, so management is changing the auditor. Comment with reference to 

the provisions of the Chartered Accountants Act, 1949 and schedules thereto as to  whether 

Vineet & Associates can accept the audit. (4 Marks July 21) 

Answer 12 

Provisions of the Chartered Accountants Act, 1949 and Schedules thereto - 

As per Clause (8) of Part I of First Schedule to the Chartered Accountants Act, 1949, a Chartered 

Accountant in practice will be deemed to be guilty of professional misconduct if he accepts a 

position as auditor previously held by another chartered accountant or a certified auditor who 

has been issued certificate under the Restricted Certificate Rules, 1932 without first 

communicating with him in writing. 

The professional reasons for not accepting an audit would be: 

(a) Non-compliance of the provisions of Sections 139 and 140 of the Companies Act, 2013 

as mentioned in Clause (9) of the Part - I of First Schedule to The Chartered Accountants 

Act, 1949; and 

(b) Non-payment of undisputed Audit Fees by auditees other than in case of Sick Units  for 

carrying out the Statutory Audit under the Companies Act, 2013 or various other 

statutes; and 

(c) Issuance of a qualified report. 

There is no rule, written or unwritten, which would prevent an auditor from accepting the 

appointment offered to him under the circumstance of Issuance of qualified report. However, 

before accepting the audit, he should ascertain the full facts of the case. For  nothing will bring 

the profession to disrepute so much as the knowledge amongst the public that if an auditor is 

found to be “inconvenient” by the client, he could readily be replaced by another who would 

not displease the client and this point cannot be too over-emphasised. 

From the above it can be concluded that Vineet & Associates may accept the audit of TLP Ltd 

if CA V is satisfied that the attitude of the retiring auditor was not proper and justified. If, on 

the other hand, CA V feels that the retiring auditor had qualified the report for good and valid 

reasons, he should refuse to accept the audit of TLP Ltd. 

Question 13 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Many examinees correctly referred to Clause (8) of Part I of First Schedule to the Chartered 

Accountants Act, 1949. Some Examinees did not explain the professional reasons for not 

accepting an audit. 
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M/s. SR & Associates is one of the three firms shortlisted by ARG Cooperative Bank for assignment 

of Statutory Audit for the F.Y 2020-2021. Bank mailed the list of branches to  the audit firms along 

with the maximum fee per branch and asked them to submit the quotations. SR & Associates 

responded to the bank and submitted their quotation. Comment with reference to the provisions 

of the Chartered Accountants Act, 1949 and schedules thereto. (4 Marks July 21) 

 Answer 13 

Provisions of the Chartered Accountants Act, 1949 and Schedules thereto - 

As per Clause (6) of Part I of First Schedule to the Chartered Accountants Act, 1949, a 

Chartered Accountant in practice will be deemed to be guilty of professional misconduct if 

he Solicits clients or professional work either directly or indirectly by circular, 

advertisement, personal communication or interview or by any other means. 

Provided that nothing herein contained shall be construed as preventing or prohibiting - 

(i) Any Chartered Accountant from applying or requesting for or inviting or securing 

professional work from another chartered accountant in practice; or 

(ii) A member from responding to tenders or enquiries issued by various users of 

professional services or organizations from time to time and securing professional work 

as a consequence. 

However, as per the guideline issued by the Council of the Institute of Chartered Accountants 

of India, a member of the Institute in practice shall not respond to any tender issued by an 

organization or user of professional services in areas of services which are exclusively reserved 

for chartered accountants, such as audit and attestation services. However, such restriction 

shall not be applicable where minimum fee of the assignment is prescribed in the tender 

document itself or where the areas are open to other professionals along with the Chartered 

Accountants. In the given case of ARG Cooperative Bank, Bank mailed the list of branches to 

the audit firms along with maximum fees per branch, in response to which SR & Associates 

responded and submitted their quotation. Keeping in view the facts, clause 6 and guideline 

issued by the council, it can be concluded that SR & Associates is guilty of Professional 

misconduct. 

 

 

 

Question 14 

CA N was appointed as an auditor of JAL Ltd. The company has branches all over the state of 

Haryana. CA N, in consultation with management, decided to Visit 6 out of 10 branches. 

Management decided to pay him advance of ̀  2.00 Lacs against the estimated expenses of ` 2.50 

Lacs on visits to be conducted as a part of services rendered. As agreed, ` 2.00 Lacs was 

transferred in his bank account from which he met all the expenses. Comment with reference to 

Chartered Accountants Act, 1949 whether the action of CA N of receiving the advance money in 

his saving accounts and not keeping it in separate bank account is valid. (4 Marks, Jan ‘21) 
Answer 14 

As per Clause (10) of Part I of Second Schedule to the Chartered Accountant Act, 1949, a 

Chartered Accountant in practice will be deemed to be guilty of professional misconduct if he 

fails to keep moneys of his client other than the fees or remuneration or money meant to be 

expended in a separate banking account or to use such moneys for purposes for which they are 

intended within a reasonable time. 
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In the course of his engagement as a professional accountant, a member may be entrusted with 

moneys belonging to his client. If he should receive such funds, it would be his duty to deposit 

them in a separate banking account, and to utilize such funds only in accordance with the 

instructions of the client or for the purposes intended by the client. 

In this connection the Council has considered some practical difficulties of the members and the 

following suggestion, among other suggestions, has been made to remove these difficulties: 

An advance received by a Chartered Accountant against services to be rendered does not fall 

under Clause (10) of Part I of the Second Schedule” 

In the given case, CA N was given an advance of ` 2 Lakhs against the estimated expenses of ` 2.50 

Lakhs on visits to be conducted as a part of services rendered. 

Applying the above, it can be concluded that CA N is not guilty of professional misconduct under 

Chartered Accountants Act, 1949. 

 

Question 15 

The audit team is preparing to conduct audit for ABC Company for the period ending 31.3.2020. 

However, the audit team has not received its audit fees from ABC Company for its audit concluded 

for the period ended 31.3.2019. The audit team might be tempted to issue a favorable report so 

that ABC Company is able to secure a loan to settle the fees outstanding for their 31.3.2019 audit. 

The audit team is not complying the fundamental principles of auditing hence hindering the 

Auditor's Independence. Explain the types of threats that may hinder Auditor's Independence 

while issuing Audit Report. (5 Marks, Jan ‘21) 
Answer 15 

In the given case of ABC Company, audit team is preparing to conduct its audit for the F.Y ending 

on 31.03.2020. Audit firm did not receive its fees for the F.Y ending on 31.03.2019. Audit team is 

tempted to issue a favorable report so that auditee can secure a loan to settle auditor’s 
outstanding fees. The audit team did not comply with fundamental principles of auditing and 

hence compromising Auditor’s Independence. 

Compliance with the fundamental principles may potentially be threatened by a broad  range of 

circumstances. Many threats fall into the following categories: 

The Code of Ethics for Professional Accountants prepared by the International Federation of 

Accountants (IFAC) identifies five types of threats. These are: 

1. Self-interest threats, which occur when an auditing firm, its partner or associate could 

benefit from a financial interest in an audit client. Examples include (i) direct financial 
interest or materially significant indirect financial interest in a client, (ii) loan or 

guarantee to or from the concerned client, (iii) undue dependence on a client’s fees 

and, hence, concerns about losing the engagement, (iv) close business relationship 

with an audit client, (v) potential employment with the client, and (vi) contingent fees 

for the audit engagement. 

2. Self-review threats, which occur when during a review of any judgement or conclusion 

reached in a previous audit or non-audit engagement (Non-audit services include any 

professional services provided to an entity by an auditor, other than audit or review of 

the financial statements. These include management services, internal audit, 

investment advisory service, design and implementation of information technology 

systems etc.), or when a member of the audit team was previously a director or senior 

employee of the client. Instances where such threats come into play 
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are (i) when an auditor is having recently been a director or senior officer of the company, 
and (ii) when auditors perform services that are themselves subject matters 

of audit. 

3. Advocacy threats, which occur when the auditor promotes, or is perceived to promote, 

a client’s opinion to a point where people may believe that objectivity is getting 

compromised, and e.g. when an auditor deals with shares or securities of the audited 

company, or becomes the client’s advocate in litigation and third party disputes. 

4. Familiarity threats are self-evident, and occur when auditors form relationships with 

the client where they end up being too sympathetic to the client’s interests. This can 

occur in many ways: (i) close relative of the audit team working in a senior position in 

the client company, (ii) former partner of the audit firm being a director or senior 

employee of the client, (iii) long association between specific auditors and their specific 
client counterparts, and (iv) acceptance of significant gifts or hospitality from the client 

company, its directors or employees. 

5. Intimidation threats, which occur when auditors are deterred from acting objectively 

with an adequate degree of professional skepticism. Basically, these could happen 

because of threat of replacement over disagreements with the application of 

accounting principles, or pressure to disproportionately reduce work in response to 

reduced audit fees. 

 

Question 16 

CA AB, a practicing chartered accountant, is a promoter director of ABG Pvt. Ltd. and moreover 

he is also a sleeping partner in his family business of garments manufacturing firm. Is CA. AB liable 

for professional misconduct as per Chartered Accountant Act 1949? (4 Marks, Jan ‘21) 

Answer 16 

Clause (11) of Part I of the First Schedule to the Chartered Accountants Act, 1949 debars a 

chartered accountant in practice from engaging in any business or occupation other than 

the profession of chartered accountancy unless permitted by the Council of the Institute so 

to engage. 

Promoter/Promoter Director - There is no bar for a member to be a promoter / signatory  

to the Memorandum and Articles of Association of any company. There is also no bar for 

such a promoter / signatory to be a Director Simplicitor of that company irrespective of 

whether the object of the company include areas which fall within the scope of the 

profession of chartered accounts. Therefore, members are not required to obtain specific 

permission of the Council in such cases. 

Sleeping partner in the family business- 

Prior Approval - Members of the Institute in practice may engage in the following category, 

among other points, of business or occupations, after obtaining the specific and prior approval 

of the Council in case of: 

Interest in family business concerns (including such interest devolving on the members as 

a result of inheritance / succession / partition of the family business) or concerns in which 

interest has been acquired as a result of relationships and in the management of which no 

active part is taken. 

In the given case, CA AB is a promoter director of ABG Pvt Ltd and also he is a sleeping partner 

in his family business of garments manufacturing firm. Applying the above to the given case, 

it can be concluded that-CA AB: 
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• As Promoter Director- Not guilty of professional misconduct under Chartered Accountants 

Act, 1949 

• As Sleeping Partner- guilty of professional misconduct under Chartered Accountants Act, 

1949 as he did not obtain prior approval of the Council. 

 

 

 

 

Question 17 

CA Sant, a newly qualified professional with certificate of practice, approached CA Pant, the 

auditor of his father's company M/s Max Ltd., to allow him to have some practical and 

professional knowledge and experience in his firm before he can set up his own professional 

practice. CA Pant allowed him to sit in his office for 6 month and allotted a small chamber with 

other office infrastructure facility. In the course of his association with CA Pant' s office, he 

used to provide tax consultancy independently to the client of the firm and also filed few IT and 

GST return and represented himself before various tax authorities on behalf of the firm although 

no documents were signed by him. During his association in CA Pant's office, he did not get any 

salary or share of profit or commission but only re-imbursement of usual expenses like 

conveyance, telephone etc. was made to him. After the end of the agreed period, he was given 

a lump sum amount of ` 3,00,000 by CA Pant for his association out of gratitude. 

Examine the case in the light of code of professional misconduct. (5 Marks, May ‘19) 

Answer 17 

Clause (1) of Part I of the First Schedule to the Chartered Accountants Act, 1949 states that a 

chartered accountant in practice shall be deemed to be guilty of professional misconduct if he 

allows any person to practice in his name as a chartered accountant unless such person is also 

a chartered accountant in practice and is in partnership with or employed by him. 

The above clause is intended to safeguard the public against unqualified accountant practicing 

under the cover of qualified accountants. It ensures that the work of the accountant will be 

carried out by a Chartered Accountant who may be his partner, or his employee and would work 

under his control and supervision. 

In the instant case, CA Pant allowed CA Sant (who is a newly qualified CA professional with 

COP) to sit in his office for 6 months, and allowed him to provide tax consultancy 

 

EXAMINERS’ COMMENTS ON THE PERFORMANCE OF EXAMINEES:  

Professional Misconduct: Examinees have answered the question in general terms and not 

to the point specific according to clause 1 of Part 1 of First Schedule. 


