
1 

Test Series: August, 2016 

MOCK TEST PAPER – 1 

FINAL COURSE: GROUP – I  

PAPER – 3: ADVANCED AUDITING AND PROFESSIONAL ETHICS 

SUGGESTED ANSWERS/HINTS 
1. (a) Validity of Written Representation: The physical verification of Assets is the

primary responsibility of the management. The auditor, however, is required to 
examine the verification programme adopted by the management. He must satisfy 
himself about the existence, ownership and valuation of Assets. In the given case of 
audit of a lawyer company, the auditor has not been able to verify the existence and 
value of some books despite the verification procedure followed in routine audit. He 
accepted the certificate given to him by the management without making any further 
enquiry.   
As per SA 580 “Written Representations”, when representation relate to matters 
which are material to the financial information, then the auditor should seek 
corroborative audit evidence for other sources inside or outside the entity.   
He should evaluate whether such representations are reasonable and consistent 
with other evidences and should consider whether individuals making such 
representations can be expected to be well informed on the matter.  “Written 
Representations” cannot be a substitute for other audit evidence that the auditor 
could reasonably expect to be available.  
If the auditor is unable to obtain sufficient appropriate audit evidence that he 
believes would be available regarding a matter which has or may have a material 
effect on the financial information, this will constitute a limitation on the scope of his 
examination even if he has obtained a representation from management on the 
matter. Therefore, the approach adopted by the auditor is not right. 

(b) Obtaining sufficient appropriate audit evidence while conducting Initial Audit
Engagement: According to SA 510 on “Initial Audit Engagements- Opening
Balances”, the objective of the Auditor while conducting an initial audit engagement
with respect to opening balances is to obtain sufficient appropriate audit evidence
so that the-
(i) opening balances of the preceding period have been correctly brought forward

to the current period;
(ii) opening balances do not contain any misstatement that materially affect the

current period’s financial statements; and
(iii) appropriate accounting policies reflected in the opening balances have been
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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. 

Being a new assignment, audit evidence regarding opening balances can be 
obtained by perusing the copies of the audited financial statements. 
For current assets and liabilities, some audit evidence about opening balances may 
be obtained as part of the current period’s audit procedures. For example, the 
collection/ payment of opening accounts receivable/ accounts payable 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 respect of other assets and liabilities such as property plant and equipment, 
investments, long term debts, the auditor will examine the records relating to 
opening balances.  The auditor may also be able to get the confirmation from third 
parties (e.g., balances of long term loan obtained from banks can be confirmed from 
the Bank Loan statement). 

(c) Re-evaluation of the Materiality Concept: In the instant case, Mr. A, as an auditor
of XYZ Ltd. has applied the concept of materiality for the financial statements as a
whole. But he wants to re-evaluate the materiality concept on the basis of additional
information of significant contractual arrangements which draws attention to a
particular aspect of the company’s business.
As per SA 320 “Materiality in Planning and Performing an Audit”, while establishing
the overall audit strategy, the auditor shall determine materiality for the financial
statement as a whole. He should set the benchmark on the basis of which he
performs his audit procedure. If, in the specific circumstances of the entity, there is
one or more particular classes of transactions, account balances or disclosures for
which misstatements of lesser amounts than the materiality for the financial
statements as a whole could reasonably be expected to influence the economic
decisions of users taken on the basis of the financial statements, the auditor shall
also determine the materiality level or levels to be applied to those particular
classes of transactions, account balances or disclosures.
The auditor shall revise materiality for the financial statements in the event of
becoming aware of information during the audit that would have caused the auditor
to have determined a different amount (or amounts) initially.
If the auditor concludes a lower materiality for the same, then he should consider
the fact that whether it is necessary to revise performance materiality and whether
the nature, timing and extent of the further audit procedures remain appropriate.
Thus, Mr. A can re-evaluate the materiality concepts after considering the necessity
of such revision.
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(d) Formulation of Audit Strategy: The auditor shall obtain an understanding of the 
information system including the related business processes due to new venture of 
online shopping in the following areas-
(i) The classes of transactions in the entity’s operations that are significant to the 

financial statements;
(ii) The procedures, within both information technology (IT) and manual 

systems, by which those transactions are initiated, recorded, processed, 
corrected as necessary, transferred to the general ledger and reported in 
the financial statements;

(iii) The related accounting records, supporting information and specific accounts 
in the financial statements that are used to initiate, record, process and 
report transactions; this includes the correction of incorrect information and 
how information is transferred to the general ledger. The records may be in 
either manual or electronic form;

(iv) How the information system captures events and conditions, other than 
transactions, that are significant to the financial statements;

(v) Controls surrounding journal entries, including non-standard journal entries 
used to record non-recurring, unusual transactions or adjustments. 

2. (a)  Control System Over Selling and Collection of Tickets: In order to achieve
proper internal control over the sale of tickets and its collection by the Yamma Co. 
Ltd., following system should be adopted - 
(i) Printing of tickets: Serially numbered pre-printed tickets should be used and

designed in such a way that any type of ticket used cannot be duplicated by
others in order to avoid forgery. Serial numbers should not be repeated during
a reasonable period, say a month or year depending on the turnover. The
separate series of the serial should be used for such denomination.

(ii) Ticket sales: The sale of tickets should take place from the Central ticket
office at each of the 5 centres, preferably through machines. There should be
proper control over the keys of the machines.

(iii) Daily cash reconciliation: Cash collection at each office and machine should
be reconciled with the number of tickets sold. Serial number of tickets for each
entertainment activity/denomination will facilitate the reconciliation.

(iv) Daily banking: Each day’s collection should be deposited in the bank on next
working day of the bank. Till that time, the cash should be in the custody of
properly authorized person preferably in joint custody for which the daily cash
in hand report should be signed by the authorized persons.

(v) Entrance ticket: Entrance tickets should be cancelled at the entrance gate
when public enters the centre.
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(vi) Advance booking: If advance booking of facility is made available, the system 
should ensure that all advance booked tickets are paid for.  

(vii) Discounts and free pass: The discount policy of the Yamma Co. Ltd. should 
be such that the concessional rates, say, for group booking should be properly 
authorized and signed forms for such authorization should be preserved. 

(viii) Surprise checks: Internal audit system should carry out periodic surprise 
checks for cash counts, daily banking, reconciliation and stock of unsold 
tickets etc. 

(b) Auditor’s Responsibilities Relating to Fraud under the Companies Act, 2013: 
As per section 143(12) of the Companies Act, 2013, 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 involving lesser than Rs. 1 crore, is being or has been committed in 
the company by its officers or employees, the auditor shall report the matter to the 
audit committee constituted under section 177 or to the Board in other cases within 
such time and in such manner as may be prescribed. 

 In this regard, the Companies (Audit and Auditors) Rules, 2014 states that in case 
of a fraud involving lesser than Rs. 1 crore, the auditor shall report the matter to 
Audit Committee constituted under section 177 or to the Board immediately but not 
later than 2 days of his knowledge of the fraud and he shall report the matter 
specifying the following: 
(a) Nature of Fraud with description; 
(b) Approximate amount involved; and 
(c) Parties involved. 

 The section 143(12) of the said Act further prescribes that the companies, whose 
auditors have reported frauds under this sub-section (12) to the audit committee or 
the Board, but not reported to the Central Government, shall disclose the details 
about such frauds in the Board's report in such manner as may be prescribed. 

 In this regard, the Companies (Audit and Auditors) Rules, 2014 states that the 
company is required to disclose in the Board’s Report the following details of each 
of the fraud reported to the Audit Committee or the Board during the year: 
(a) Nature of Fraud with description; 
(b) Approximate Amount involved; 
(c) Parties involved, if remedial action not taken; and 
(d) Remedial actions taken. 

 Furthermore, the auditor is also required to report as per Clause (x) of Paragraph 3 
of Companies (Auditor’s Report) Order, 2016, whether any fraud by the company or 
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any fraud on the Company by its officers or employees has been noticed or reported 
during the year. The nature and the amount involved are to be indicated. 

 In the given case, M/s Zen & Co, the auditor of the company, observed certain 
forged transactions amounting to Rs. 50 lakh for which no explanation received from 
the management. 

 Therefore, M/s Zen & Co. is required to report the same to the Board or Audit 
Committee and in the Board’s Report along with reporting under CARO, 2016 
complying the fraud reporting requirements as explained above. 

(c)  The reliability of a component is a function of control that acts on the component. In 
a Computerised Information System (CIS) Environment, the following are the major 
types of controls used to enhance component reliability which the auditor must 
evaluate: 
(i) Authenticity Control: They are exercised to verify the identity of the 

individuals or process involved in a system. (Pass word, digital signature etc.) 
(ii) Accuracy Control: These attempts to ensure the correctness of the data and 

processes in a system (Programme validation check).  
(iii) Completeness Control: This ensures that no data is missing and all 

processing is carried through to its proper conclusion. 
(iv) Privacy Control: This ensures the protection of data from inadvertent or 

unauthorised disclosure.  
(v) Audit Trail Controls: This ensures the traceability of all events occurred in a 

system. 
(vi) Redundancy Control: It ensures that processing of data is done only once. 
(vii) Existence Control: It attempts to ensure the on-going availability of all system 

resources.  
(viii) Asset safeguarding controls: It attempts to ensure that all resources within a 

system are protected from destruction or corruption. 
(ix) Effectiveness Control: It attempts to ensure that the system achieves its 

goals. 
(x) Efficiency Control: It attempts to ensure that a system uses minimum 

resources to achieve its goals. 
3. (a) Permanent Consolidation Adjustments: Permanent consolidation adjustments 

are those adjustments that are made only on the first occasion of the preparation 
and presentation of consolidated financial statements. Permanent consolidation 
adjustments are- 
(i) determination of excess or deficit of the cost to the parent of its investment in a 
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subsidiary over the parent’s portion of equity of the subsidiary, at the date on 
which investment in the subsidiary is made (determination of goodwill or 
capital reserve); 

(ii) determination of the amount of equity attributable to minorities at the date on 
which investment in subsidiary is made; and  

(iii) determination of goodwill or capital reserve arising on application of equity 
method to account for investments in associates in consolidated financial 
statements. 

 Role of Auditor – Verification Procedure: 
(i) The auditor should verify that the above calculations have been made 

appropriately.  
(ii) The auditor should pay particular attention to the determination of pre-

acquisition reserves of the subsidiary and associates. Date(s) of investment in 
subsidiary and associates assumes importance in this regard.  

(iii) The auditor should also examine whether the pre-acquisition reserves have 
been allocated appropriately between the parent and the minorities of the 
subsidiary.  

(iv) The auditor should also verify the changes that might have taken place in 
these permanent adjustments on account of subsequent acquisition of shares 
in the subsidiary/ associates, disposal of the subsidiary/associate in the 
subsequent years.  

(v) The auditor should also examine the joint venture agreements, to establish 
whether any change has taken place in the interest of the parent in the joint 
venture. 

(vi) It may happen that in the case of one subsidiary, goodwill arises and in the 
case of another subsidiary a capital reserve arises. The parent may choose to 
net off these amounts to disclose a single amount in the consolidated balance 
sheet. In such cases, the auditor should verify that the gross amounts of 
goodwill and capital reserves arising on acquisition of various subsidiaries 
have been disclosed in the notes to the consolidated financial statements to 
reflect the excess/shortage over the parents’ portion of the subsidiary’s equity. 

(b) Areas of Propriety Audit: 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 - 
(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; 
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(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. 

(c) Applicability of CARO, 2016: The CARO, 2016 specifically exempts a private 
limited company, not being a subsidiary or holding company of a public company, 
having a paid up capital and reserves and surplus not more than Rs. 1 crore as on 
the balance sheet date and which does not have total borrowings exceeding Rs. 1 
crore from any bank or financial institution at any point of time during the financial 
year and which does not have a total revenue as disclosed in Scheduled III to the 
Companies Act, 2013 (including revenue from discontinuing operations) exceeding 
Rs. 10 crore during the financial year as per the financial statements. 

 In the given case, Ansh Pvt. Ltd. is a private limited company, not being a 
subsidiary or holding company of a public company. It has paid capital and reserves 
and surplus of Rs. 50 lakh i.e. less than Rs. 1 crore, outstanding loan of Rs. 80 lakh 
i.e. less than Rs. 1 crore. However, it has total revenue of Rs. 11 crore (Rs. 8 crore 
from normal operations + Rs. 3 crore from discontinuing operations) i.e. exceeding 
Rs. 10 crore as disclosed in Scheduled III to the Companies Act, 2013.  

 Therefore, it fails to fulfill the condition relating to total revenue. Thus,  
CARO, 2016 will be applicable to Ansh Pvt. Ltd. accordingly. 

4. (a) Commission Paid to Insurance Agents: 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 
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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 can be paid to a person who is not an agent or intermediary of the 
insurance company.  

 The auditor should, inter alia, do the following for verification of commission- 
(i) Vouch disbursement entries with reference to the disbursement vouchers with 

copies of commission bills and commission statements. 
(ii) Check whether the vouchers are authorised by the officers-in–charge as per 

rules in force and income tax is deducted at source, as applicable. 
(iii) Test check correctness of amounts of commission allowed. 
(iv) Scrutinise 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. 

(v) Check whether commission outgo for the period under audit been duly 
accounted. 

 (b) Key functions of Energy Auditor: Energy auditing is defined as an activity that 
serves the purposes of assessing energy use pattern of a factory or energy 
consuming equipment and identifying energy saving opportunities. In that context, 
energy management involves the basis approaches reducing avoidable losses, 
improving the effectiveness of energy use, and increasing energy use efficiency. 
The function of an energy auditor could be compared with that of a financial auditor. 
The energy auditor is normally expected to give recommendations on efficiency 
improvements leading to monetary benefits and also advise on energy management 
issues. Generally, energy auditor for the industry is an external party. The following 
are some of the key functions of the energy auditor: 
(i) Quantify energy costs and quantities. 
(ii) Correlate trends of production or activity to energy costs. 
(iii) Devise energy database formats to ensure they depict the correct picture – by 

product, department, consumer, etc. 
(iv) Advise and check the compliance of the organisation for policy and regulation 

aspects. 
(v) Highlight areas that need attention for detailed investigations. 
(vi) Conduct preliminary and detailed energy audits which should include the 

following: 
(a) Data collection and analysis. 
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(b) Measurements, mass and energy balances. 
(c) Reviewing energy procurement practices. 
(d) Identification of energy efficiency projects and techno-economic 

evaluation. 
(e) Establishing action plan including energy saving targets, staffing 

requirements, implementation time requirements, procurement issues, 
details and cost estimates. 

(f) Recommendations on goal setting for energy saving, record keeping, 
reporting and energy accounting, organisation requirements, 
communications and public relations. 

 (c) Reporting of Payments Exceeding Rs. 35,000 in Cash: Disallowance under 
section 40A(3) of the Income Tax Act, 1961 is attracted if the assessee incurs any 
expenses in respect of which payment or aggregate of payments made to a person 
in a day, otherwise than by an account payee cheque drawn on bank or account 
payee draft, exceeds ` 20,000. However, in case of payment made for plying, hiring 
or leasing of goods carriage, limit is ` 35,000 instead of ` 20,000.  
However, exemption is provided under Rule 6DD having regard to nature and extent 
of banking facilities available and other relevant factors.  
Subsequently, under clause 21(d)(A) of Form 3CD, the tax auditor has to scrutinize 
on the basis of the examination of books of account and other relevant 
documents/evidence, whether the expenditure covered under section 40A(3) read 
with rule 6DD were made by account payee cheque drawn on a bank or account 
payee bank draft. If not, the same has to be reported under abovementioned clause.  
In the given case, Alloy Ltd. has made payment of 2 invoices of Rs. 19,000 each in 
cash to Mr. Zuke on 5th July, 2015 and 6th July, 2015 respectively on account of 
leasing of goods carriage aggregating Rs. 38,000. 
Therefore, as per the provisions and explanations discussed above, the said 
payment need not be reported as the payments do not exceed Rs. 35,000 in a day. 

5. (a) Investigation for Higher Sales Turnover but Declining Net Profits: As per the 
facts that there has been consistently high turnover but declining net profits is an 
anomalous situation. It may be attributed to one or more following reasons requiring 
further investigation- 
(i) Unfavourable Sales mix - Where the company sells different chemical 

products with different product margins, the product with the maximum PV 
ratio/margin should have a higher share in the total sales. If due to revision of 
sales mix, more quantities of unprofitable products are sold, profits will be 
reduced in spite of an increase in sales. 
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(ii) Negative Impact of Financial Leverage - Where the company does not have 
sufficient own funds (equity) but has a higher debt-equity ratio, the interest 
commitments will be higher. As the volume of its operation increases, higher 
debt and interest charges would result in lower profits. 

(iii) Other Items Included in Sales - The figure of sales as per Profit and Loss 
Account may include incidental revenues, e.g., freight, excise duty, sales-tax, 
etc. where the amount of excise duty goes up considerably the total sales may 
show an increase which is not represented by a real increase in sales 
quantity/value. 

(iv) High Administrative and Selling Expenses - Administrative and selling costs 
are generally period costs which are fixed in nature. Their increase is generally 
not proportional to sale increase. However, a reduction in profit could also be 
due to increase in administrative overheads and sales overheads at a rate 
higher than the rate of increase in sales. 

(v) Cost-Price Relationship - If the increases in cost of raw materials and labour 
has not been compensated by a corresponding increase in the sales price this 
would also result in higher sales and declining profits. In spite of same sales 
quantity, for the increasing cost of raw materials and other services, per unit 
values of the product has been increased which is however unmatched by the 
increase in cost. 

(vi) Competitive Price - Where sales have been made at cut-throat prices in order 
to eliminate competition from the market, the profits would be in the declining 
trend in the short-run. 

(vii) Additions to Fixed Assets - Where there are heavy additions to fixed assets 
and consequent depreciation charges in the initial years of additions, there 
may be reduction in profits in spite of increased sales. 

 (b) Classification of Non-Performing Assets: An asset, including a leased asset, 
becomes non-performing when it ceases to generate income for the bank. 

 The following criteria are to be applied for determining the status of various types of 
credit facilities: 
(i) Term Loans: A term loan is treated as a non-performing asset (NPA) if 

interest and/or instalment of principal remain overdue for a period of more than 
90 days. 

(ii) Cash Credits and Overdrafts: A cash credit or overdraft account is treated as 
NPA if it remains out of order as indicated above. 

(iii) Bills Purchased and Discounted: Bills purchased and discounted are treated 
as NPA if they remain overdue and unpaid for a period of more than 90 days. 

(iv) Securitisation: The asset is to be treated as NPA if the amount of liquidity 
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facility remains outstanding for more than 90 days, in respect of a 
securitisation transaction undertaken in terms of guidelines on securitisation. 

(v) Agricultural Advances: A loan granted for short duration crops will be treated 
as NPA, if the instalment of principal or interest thereon remains overdue for 
two crop seasons and, a loan granted for long duration crops will be treated as 
NPA, if the instalment of principal or interest thereon remains overdue for one 
crop season. 

(vi) Credit Card Accounts: RBI vide its Circular on “Prudential Norms on Income 
Recognition, Asset Classification and Provisioning pertaining to Advances – 
Credit Card Accounts” advised that a credit card account will be treated as 
non-performing asset if the minimum amount due, as mentioned in the 
statement, is not paid fully within 90 days from the next statement date. The 
gap between two statements should not be more than a month. 

 (c) Review of Internal Audit Function: The external auditor’s general evaluation of 
the internal audit function will assist him in determining the extent to which he can 
place reliance upon the work of the internal auditor. The external auditor should 
document his evaluation and conclusions in this respect. He should review the 
internal auditor’s work, taking into account the following factors - 
(i) The scope of work and related audit programme are adequate for the external 

auditor’s purpose. 
(ii) The work is properly planned and the work of assistants is properly supervised, 

reviewed, and documented. 
(iii) Sufficient appropriate evidence is obtained to afford a reasonable basis for 

conclusions reached. 
(iv) Conclusions reached are appropriate in the circumstances and any reports 

prepared are consistent with the results of the work performed. 
(v) Any exceptions or unusual matters are disclosed by the internal auditor’s 

procedures.  The external auditor should document his conclusions in respect 
of the specific work which he has reviewed. 

 The external auditor should also test the work of the internal auditor on which he 
intends to rely. The nature, timing and extent of the external auditor’s tests will 
depend upon his judgement as to the materiality of the area concerned to the 
financial statements taken as a whole and the results of his evaluation of the 
internal audit function and of the specific internal audit work. His tests may include 
examination of items already examined by the internal auditor, examination of other 
similar items, and observation of the internal auditor’s procedure. 
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Finally, in India even the statute has now recognised that internal audit is necessary 
for efficient running of companies. Thus a review of the internal audit function in 
specified companies has become a statutory responsibility for the statutory auditor. 

6. (a) Communication with the Previous Auditor: As per Clause (8) 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 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. 

 This clause is applicable in situation of replacing of one auditor by another auditor. 
Internal auditor and statutory audition are parallel positions and not replacement 
positions. The management generally appoints the internal auditor whereas the 
statutory auditor will be appointed by the shareholders in the AGM. In this situation 
there is no need for communication by one to other. 

 In the given case, CA. Rajan, the internal auditor has not communicated his 
appointment to the statutory auditors of the company.  

 In view of above, the contention of the statutory auditor is unacceptable and there is 
no question of communicating in writing by CA. Rajan. 

(b) Certification of Financial Forecast: As per Clause (3) 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 permits his name or 
the name of his firm to be used in connection with an estimate of earnings 
contingent upon future transactions in a manner which may lead to the belief that he 
vouches for the accuracy of the forecast. 

 Further, SAE 3400 “The Examination of Prospective Financial Information”, provides 
that the management is responsible for the preparation and presentation of the 
prospective financial information, including the identification and disclosure of the 
sources of information, the basis of forecasts and the underlying assumptions. The 
auditor may be asked to examine and report on the prospective financial information 
to enhance its credibility, whether it is intended for use by third parties or for internal 
purposes. Thus, while making report on projection, the auditor need to mention that 
his responsibility is to examine the evidence supporting the assumptions and other 
information in the prospective financial information, his responsibility does not 
include verification of the accuracy of the projections, therefore, he does not vouch 
for the accuracy of the same. 

 In the instant case, CA. Roshan after having examined the projections for next five 
years stated in his report that his responsibility is to examine the evidence 
supporting the assumptions and other information in the prospective financial 
information, his responsibility does not include verification of the accuracy of the 
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projections, therefore, he does not vouch for the accuracy of the same. Therefore, 
there is no violation of the Chartered Accountants Act, 1949 and its Regulations. 

(c) Money of Clients to be Deposited in Separate Bank Account: Clause (10) of 
Part I of Second Schedule to the Chartered Accountant Act, 1949 states that a 
Chartered Accountant shall be deemed to be guilty of professional misconduct if he 
fails to keep money of his clients other than 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. 

 In the given case, M/s Soni Mittal & Co. received Rs. 60,000 in March, 2016 from a 
client for payment of the advance tax, hence, it should be deposited in a separate 
bank account. Since in this case M/s Soni Mittal & Co. has failed to keep the sum 
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 to the 
Chartered Accountant Act, 1949. 

 (d) 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. 

  In the given case, CA. Manoj 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. Manoj would be held guilty of professional misconduct under the 
said clause for sending such invitations to the relatives, close friends and clients of  
CA. Saroj as well. 

7. (a) Block Selection: As per SA 530 “Audit Sampling”, block selection method involves 
selection of a block(s) of contiguous items from within the population. Block 
selection cannot ordinarily be used in audit sampling because most populations are 
structured such that items in a sequence can be expected to have similar 
characteristics to each other, but different characteristics from items elsewhere in 
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the population. Although in some circumstances it may be an appropriate audit 
procedure to examine a block of items, it would rarely be an appropriate sample 
selection technique when the auditor intends to draw valid inferences about the 
entire population based on the sample. 

 (b) True and Fair Cost of Production: A cost auditor checks the cost accounting 
records to verify that the cost statements are properly drawn up as per the records 
and that they present a true and fair view of the cost of production and marketing of 
various products dealt with by the undertaking. The Companies (Cost Records and 
Audit) Rules, 2014, prescribe the rules regarding the cost audit report and also 
prescribes the classes of companies required to include cost records in their books 
of account, applicability of cost audit, maintenance of records etc. The prescribed 
format of the report contains assertions regarding whether cost accounting records 
have been properly kept so as to give a true and fair view of the cost of production/ 
etc. The provisions of sub-section (12) of section 143 of the Companies Act, 2013 
and the relevant rules on duty to report on fraud shall apply mutatis mutandis to a 
cost auditor during performance of his functions under section 148 of the Act and 
these rules. In any case, the true and fair concept is known to us in the context of 
financial accounts.  Based on that knowledge, it may be assumed that the following 
are the relevant considerations in determining whether the cost of production 
determined is true and fair: 
(i) Determination of cost following the generally accepted cost accounting 

principles. 
(ii) Application of the costing system appropriate to the product. 
(iii) Materiality. 
(iv) Consistency in the application of costing system and cost accounting 

principles. 
(v) Maintenance of cost records and preparation of cost statements in the 

prescribed form and having the prescribed contents. 
(vi) Elimination of material prior-period adjustments. 
(vii) Abnormal wastes and losses and other unusual transactions being ignored in 

determination of cost. 
 (c)  Classification of Frauds by NBFC: In order to have uniformity in reporting, frauds 

have been classified as under - 
(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. 
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(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 (iv) and (v) above are to be reported as fraud if the 
intention to cheat/ 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 Rs. 10,000/- and 
(ii) cases of cash shortages more than Rs. 5000/- if detected by management/ 

auditor/ inspecting officer and not reported on the occurrence by the persons 
handling cash. 

 NBFCs having overseas branches/offices should report all frauds perpetrated at 
such branches/offices also to the Reserve Bank as per the prescribed format and 
procedures. 

 (d) Collection of Evidence by Peer Reviewer: A Peer Reviewer collects evidence by 
applying the following methods- 
(i) Inspection mainly consists of examination of documentation (working papers) 

and other records maintained by the practice unit. 
(ii) Observation consists of witnessing a procedure or process being performed by 

others. For example, while conducting on-site review, the reviewer may review 
the performance of internal control. 

(iii) Inquiry consists of seeking appropriate information from the partner 
(designated by the practice unit for the purpose)/sole proprietor or other 
knowledgeable persons within the practice unit. The inquiries may originate 
from the responses to the questions given in the questionnaire. The inquiries 
may also arise from the inspection of documentation maintained by the 
practice unit. 

  While observation and inquiry may be considered as external independent sources 
of review evidence, inspection remains the most significant method for confirming 
the effective observance of control procedures in the practice unit. Observation and 
inquiry may also corroborate the evidence provided by inspection. The reviewer, in 
order to carry out the review effectively, should have an understanding of the 
documentation maintained by the practice unit. 

 (e) Constitution of Audit Committee: As per the section 177 of the Companies Act, 
2013, every listed company and the following classes of companies shall constitute 
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an Audit Committee -  
(i) all public companies with a paid up capital of ten crore rupees or more;  
(ii) all public companies having turnover of one hundred crore rupees or more;  
(iii) all public companies, having in aggregate, outstanding loans or borrowings or 

debentures or deposits exceeding fifty crore rupees or more.  
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