
   1.37 AUDITING STANDARDS, STATEMENTS AND GUIDANCE NOTES 
- AN OVERVIEW 

Mr. Y’s actuary report, though, Mr. Z did not. Mr. X contends that Mr. Y’s actuary report 

shall be considered in audit report due to majority of votes. Now, Mr. Z is in dilemma.  

(a) You are required to briefly explain the responsibilities of auditors when they are 

jointly and severally responsible in respect of audit conducted by them and also 

guide Mr. Z in such situation.   

(b)  Explain the responsibility of auditors, in case, report made by Mr. Y’s actuary, later 

on, found faulty. 

4. (a)  As an auditor of RST Ltd. Mr. P applied the concept of materiality for the financial 

statements as a whole. On the basis of obtaining additional information of significant 

contractual arrangements that draw attention to a particular aspect of a company's 

business, he wants to re-evaluate the materiality concept. Please, guide him.  

(b)  When a sub-service organization performs services for a service organization, there 

are two alternative methods of presenting the description of controls. The service 

organization determines which method will be used. As a user auditor what 

information would you obtain about controls at a sub-service organization?  

(c)  In an initial audit engagement the auditor will have to satisfy about the sufficiency 

and appropriateness of ‘Opening Balances' to ensure that they free from 

misstatements, which may materially affect the current financial statements. Lay 

down the audit procedure, you will follow, when financial statements are audited for 

the first time. 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? 

5.  An auditor of Sagar Ltd. was not able to get the confirmation about the existence and value 

of certain machineries. However, the management gave him a certificate to prove the 

existence and value of the machinery as appearing in the books of account. The auditor 

accepted the same without any further procedure and signed the audit report.  Is he right in 

his approach? 

Multiple Choice Questions 

1.  PMP Ltd is an associate of PMP Inc, a company based in Kuwait. PMP Ltd is listed in India 

having its corporate office at Assam. The company’s operations have remained stable over 

the years and the management is looking to expand the operations for which the 

management is considering different business ventures. 

 The company’s auditors issued clean audit report on the audit of the financial statements for 

the year ended 31 March 2018. 

 For the financial year ended 31 March 2019, the auditors made some changes in their audit 

team. While the audit partner remained the same, the field incharge has been replaced as 
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the field incharge who was engaged in the audit of the financial statements for the year 

ended 31 March 2018 has left the firm. The audit team has a new person as External 

Quality Control Reviewer (EQCR) who has specialized knowledge of the industry in which 

the company is operating. EQCR has been employed with the firm for over 2.5 years and is 

yet to clear his CA (Chartered Accountancy) final exams. The changes were made on the 

basis of the consideration that the the firm has enough experience of engagement with this 

client. 

 The audit team commenced the work for audit of the year ended 31 March 2019 after 

detailed planning and it was observed that EQCR had various comments on certain matters 

which were not accepted by the audit partner. Audit partner had better understanding of the 

client and after assessing the comments of the EQCR did not find those relevant. 

 The audit partner without concurrence of the EQCR finalized the audit and issued the audit 

report.  

 In the given situation, please advise which one of the following is correct? 

(a) The changes in the audit team were not appropriate except for the field incharge who 

had left the firm. EQCR should have been a member of the Institute of Chartered 

Accountants of India (ICAI). 

(b)  The audit partner did the right thing by ignoring the comments of EQCR as he is the 

final authority to decide on any matter and take decisions. Further EQCR was junior 

to the audit partner. 

(c)  The audit partner must discuss each and every comment of EQCR with the client 

and ensure that a proper disclosure in respect of those points should be made either 

in the financial statements or the audit report. 

(d)  EQCR had sufficient and appropriate experience. He should have been given the 

authority to objectively evaluate various matters, before the report is issued, the 

significant judgments the engagement team made and the conclusions they reached 

in formulating the report. By ignoring the comments of the EQCR, audit partner took 

additional professional responsibility on himself. By considering the comments of 

EQCR, he could have passed the responsibility to EQCR. 

2.  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.  
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 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? 

(a)  i, ii, iv and v. 

(b)  ii, iv, v and vi. 

(c) iii, iv, v and vi. 

(d)  i, iii, v and vi. 

3. ZOV is a private limited company engaged in the business of mining. The company’s 

operations are fairly large and its turnover is INR 4,000 crores on an annual basis. Due to 

the nature of the business and the size of the company, the company has appointed a firm 

of Chartered Accountants as its statutory auditors who have the relevant experience of the 

industry in which the company has been operating. 

 During the course of the audit of the financial statements for the year ended 31 March 2019, 

the audit team had various observations which resulted in many adjustments in the financial 

statements of the company and that was also appreciated by the CFO of the company. 

 At the time of final reviews of the audit team, the audit partner requested working paper on 

final analytical procedures from the engagement team, however, the engagement team 

explained that they performed substantive testing procedures which also resulted in some 

adjustments and the same was incorporated in the final set of financial statements given to 
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the audit partner for the review and accordingly there was no need to perform final 

analytical procedures. Audit partner was not convinced with this and requested the 

engagement team to perform this procedure. Considering that the timeline to conclude the 

audit was approaching, the audit partner also requested the CFO that the audit team would 

need some more time to perform final analytical procedures. CFO was very impressed with 

the engagement team and agreed for the time but he also told the audit partner that work of 

the team was excellent and hence the audit partner should avoid these additional 

procedures. 

 You are requested to give your view in respect of this matter as per SA 520. 

(a)  The explanation of the audit team was correct. After doing substantive testing which 

also resulted in audit adjustments, there was no need to perform final analytical 

procedures. 

(b)  The suggestion of CFO should have been considered by the audit partner as the 

CFO was observing the work of the engagement team and hence he could assess 

that better than the audit partner. 

(c)  The requirement in view of the audit partner was valid. The conclusions drawn from 

the results of final analytical procedures are intended to corroborate conclusions 

formed during the audit of individual components or elements of the financial 

statements. 

(d)  The audit team did the right thing by not performing final analytical procedures, 

however, one additional procedure in that case should have been - obtain the 

document containing the analysis performed by the client on the financial 

statements. This document is required to be assembled in the audit file. 

4.  BDJ Private Ltd was established in 2001 and since then the company’s operations have 

grown significantly. The company is based in Kanpur and has branch offices outside 

Kanpur. 

 The company is engaged in tours and travels business and because of the nature of the 

business, it has voluminous transactions. The annual turnover of the company is INR 700 

crores. 

 During the audit of the financial statements of the company for the year ended 31 March 

2019, the auditors observed wide variation in various details of sales and various expenses 

as compared to last year. Various balances of trade receivables, loans and advances, 

statutory liabilities showed significant increase and many balances were found to be non-

moving which were aged for more than 3 years. 

 On the basis of the materiality and planned procedures, the audit team requested the client 

for testing of various samples for sales, expenses etc. The client observed that the number 

of samples that the team has requested increased as compared to last year and asked the 
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team to cut down on the number of samples so that it is the same number of samples which 

were tested in the previous years. 

 The audit team did not agree with this and explained various factors which the team had 

considered for sample selection and the reasons for changes in the samples and also 

explained the requirements of SA 530 to the client but the client still did not agree. 

 Now there is a situation of deadlock and you are requested to provide your guidance to 

resolve this matter. 

(a)  The argument of the client is not valid. Sample selection is based on certain 

principles as per SA 530 and that is on the assessment of the audit team. It may 

change year on year and hence the client should provide the required information to 

the audit team. 

(b)  The explanation of the audit team is not valid. Referring SA 530 was not correct in 

this case. The audit team should have explained their entire approach around risk 

assessment to the client before starting the fieldwork and should have formally 

shared that with the client in writing. 

(c)  In the given situation, the audit team instead of getting into any arguments should 

cut down the number of samples and should increase their procedures around 

analytical work. That would resolve the problem. 

(d)  The audit team should make a formal request in writing for these details from the 

client and if the client still refuses then they should report this matter to the audit 

partner. In that case, the auditing standards require audit partner to check some of 

the documents which may not be provided by the client to the audit team. 

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 
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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 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. 

(d)  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. 

Answers to Theoretical Questions 

1. (a) Existence of Contingent Liability: As per AS 29 "Provisions, Contingent liabilities 

and Contingent Assets", a contingent liability is a possible obligation that arises from 

past events and the existence of which will be confirmed only by the occurrence or 

non-occurrence of one or more uncertain future events not wholly within the control 

of the enterprise.  

 Further, future events that may affect the amount required to settle an obligation 

should be reflected in the amount of a provision where there is sufficient objective 

evidence that the event will occur.  

 As per SA 570 “Going Concern”, there are certain examples of events or conditions 

that, individually or collectively, may cast significant doubt about the going concern 

assumption. Pending legal or regulatory proceedings against the entity that may, if 

successful, result in claims that the entity is unlikely to be able to satisfy is one of the 

example of such event.  

 When the auditor concludes that the use of the going concern assumption is 

appropriate in the circumstances but a material uncertainty exists, the auditor shall 
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 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: 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 and in case where 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, in accordance with SA 705. 

5. Validity of Written Representation: The physical verification of fixed 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 fixed assets.  In the case of Sagar Ltd., the auditor 

has not been able to verify the existence and value of some machinery 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 from 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. 

Answers to Multiple Choice Questions 

1. (a) 2.  (d) 3.  (c) 4. (a) 5. (d) 
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

1. While auditing Z Ltd., you observe certain material financial statement assertions have been 

based on estimates made by the management. As the auditor how do you minimize the risk 

of material misstatements? 

2.  KRP Ltd., at its annual general meeting, appointed Mr. X, Mr. Y and Mr. Z as joint auditors 

to conduct auditing for the financial year 2018-19. For the valuation of gratuity scheme of 

the company, Mr. X, Mr. Y and Mr. Z wanted to refer their own known Actuaries. Due to 

difference of opinion, all the joint auditors consulted their respective Actuaries. 

Subsequently, major difference was found in the actuary reports. However, Mr. X agreed to 

Mr. Y’s actuary report, though, Mr. Z did not. Mr. X contends that Mr. Y’s actuary report 

shall be considered in audit report due to majority of votes. Now, Mr. Z is in dilemma. 

Explain the responsibility of auditors, in case, report made by Mr. Y’s actuary, later on, 

found faulty. 

3.  A & Co. was appointed as auditor of Great Airways Ltd.  As the audit partner what factors 

shall be considered in the development of overall audit plan? 

4.  As an auditor of garment manufacturing company for the last five years, you have observed 

that new venture of online shopping has been added by the company during current year. 

What factors would be considered by you in formulating the audit strategy of the company? 

Multiple Choice Questions: 

1.  AK & Co, a firm of Chartered Accountants, have been operating for the last 6 years. Due to 

the quality of service offered by the firm, it has made its name and is quite renowned 

especially in Southern India where its head office is located. The firm has a staff size of 240 

including graduates, Chartered Accountants, Management Consultants, Company 

Secretaries and lawyers. 

 The firm has 3 branches other than head office at Bangalore, Chennai and Pune. 

 The firm has got many clients for statutory audit over the period and ensures that to 

maintain the quality of work, proper planning is done by each team before starting any 

engagement. 

 One of the engagement team, picked up for statutory audit of Sun Private Ltd, was involved 

in the process of planning of audit for the financial year ended 31 March, 2019.  

 The audit for the financial year ended 31 March, 2018 was conducted by a different 

engagement team. However, the engagement team of Sun Private Ltd for the current year 

has got the industry experience. 
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 The audit team is confused during the planning work and would like to have your views on 

following points. Please advise by answering one of them.  

(a)  The engagement team should consult the previous year’s engagement team during 

the course of their planning. 

(b)  The engagement team should be independent and hence cannot consult the 

previous year’s engagement team during the course of their planning. 

(c)  The engagement team needs to maintain confidentiality and hence cannot consult 

the previous year’s engagement team during the course of their planning. 

(d)  Only the Partner who is going to sign the audit report may consult the previous 

year’s audit team. 

2. Kshitij Private Ltd is a company based out of Kochi having operations primarily in Europe. 

Because of the nature of the operations of the company, it is required to prepare its 

financial statements as per International Standards for reporting to the local regulatory 

authorities over there. 

 Since the business is based in Europe, the audit team is also required to visit the locations 

wherever the company has offices and is accordingly required to perform certain audit 

procedures over there. 

 During the audit of this company for the financial year ended 31 March, 2019, the auditors, 

who had planned their work appropriately and had a large team for conducting the audit, 

were facing lot of challenges at various stages.  

 They were also required to revisit their materiality level during the course of the work. 

 However, at the time of final reviews when this was discussed with the Audit Partner (Audit 

Incharge), he was not convinced with the approach of the audit team wherein they 

reassessed their plans continuously resulting in waste of time. 

 In this situation, please advise which one of the following would be correct. 

(a)  Audit Partner being the senior most team member is right and same thing should be 

considered by audit team by documenting it in the audit file. 

(b)  Audit Partner’s view is not correct as the audit team did the right thing. 

(c)  Audit Partner was correct, however, during the course of an audit which required 

visits at various locations it was mandatory. 

(d)  Audit Partner’s view is not correct because the materiality was revised by the audit 

team which is a big thing and same should have been considered by the audit 

partner. 
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3.  RJ Private Limited having its office at Bangalore and operations spread across Southern 

India, had a discussion with its statutory auditors regarding the audit plan and the timelines. 

 In the past years, there have been significant delays in completion of audit work and the 

management wanted that for the current year, audit should get completed on time. For 

doing this, the audit team suggested that the information for the purpose of audit should be 

ready on time and only then the timelines as agreed can be achieved. 

 On the basis of the discussions with the client & the auditors and internal discussions 

amongst the audit team members, a detailed audit programme was prepared by the audit 

team for the current year’s audit. But the audit team discussed that they will not document 

this audit programme till the completion of the audit work because at various stages, the 

work may require changes. If the audit team documents the audit programme then it would 

create problems later on at the time of assembly of the audit file wherein the audit team 

would have to show the changes made by them in the audit programme during the course 

of the audit. 

 You are required to share your views in respect of this understanding and approach of the 

auditor. 

(a) The decision of audit team regarding not documenting the audit programme is very 

good as this would avoid unnecessary problems of documentation of changes made 

in the audit programme at the time of assembly of file. 

(b)  Instead of considering the audit programme, the audit team could have prepared a 

checklist. In case of a checklist, such problem will not arise. Because in case of a 

checklist if any changes are made then the final checklist can be kept in the file 

along with old working checklist used during the audit. 

(c)  The approach of the audit team not to document audit programme is not correct. The 

audit team needs to document it properly at the time of planning stage itself and any 

changes made after that should also be documented with explanations. 

(d)  The decision of audit team not to document the audit programme is not correct. Their 

concern that the changes may arise in the audit programme is valid, however, to take 

care of that the audit team can take approval from the ICAI later on when those 

changes will be made. The audit team will have to document the changes and the 

approval note of the ICAI. 

4.  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 have reduced and are still reducing. 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. 
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 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. 

(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. 

5.  RIM Private Ltd is engaged in the business of manufacturing of steel having annual 

turnover of INR 10,000 crores. The company is very capital intensive and has its plants at 

two locations – Mohali and Hosur. 

 During the year ended 31 March, 2019, the company carried out a detailed physical 

verification of its property, plant and equipment and also reassessed their useful lives by 

engaging a consultant. The consultant submitted its report to the management on  

21 April, 2019.  

 The statutory auditors of the company started their audit work from May 2019 and when this 

information was given to them regarding the physical verification and the reassessment of 

the useful lives of property, plant and equipment, the auditors told the management that the 

consultant should have submitted its report to the auditors also independently. Further, in 

the absence of this direct communication of the report of the consultant to the auditors, the 

audit team would have to review the work of the consultant which is not efficient but it 

cannot be avoided now.  

 Management did not agree with both the points of the auditors that the consultant should 

have shared report with the auditors directly and that the auditors need to review the work 

of the consultant. The management would like to have your views on this matter. 

(a)  The view of the management seems to be correct because there is no such 
requirement that any consultant of the company should share his report directly with 
the auditor. Also when the consultant has already submitted a detailed report, no 
further review is required on that. 
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(b)  Both the management and auditors are not correct. The auditor is not supposed to 
receive the report directly. Further, the auditor needs to review the work of the 
consultant irrespective of the fact whether he received the report directly or not. 

(c)  The auditor’s requirements are reasonable because he carries duty in respect of 
audit of financial statements and by not getting report directly from the consultant he 
would not know whether it belongs to that consultant or not. And now only because 
of this lack of proper communication the auditor would have to review the work of the 
consultant. 

(d)  Both management and auditors should find a solution to this problem. The 
management may request the consultant to send the report to the auditor directly 
now. On the basis of the same, the auditor can avoid unnecessary procedure related 
to review of report of the consultant. 

Answers to Theoretical Questions 

1. As per SA 540 “Auditing Accounting Estimates, Including Fair Value Accounting 

Estimates, and Related Disclosures”, the auditor shall obtain an understanding of the 

following in order to provide a basis for the identification and assessment of the risks of 

material misstatements for accounting estimates: 

(i) The requirements of the applicable financial reporting framework relevant to the 
accounting estimates, including related disclosures. 

(ii) How Management identifies those transactions, events and conditions that may give 
rise to the need for accounting estimates to be recognised or disclosed, in the 
financial statements. In obtaining this understanding, the auditor shall make inquiries 
of management about changes in circumstances that may give rise to new, or the 
need to revise existing, accounting estimates. 

(iii) The estimation making process adopted by the management including- 

(1) The method, including where applicable the model, used in making the 
accounting estimates.  

(2) Relevant controls. 

(3) Whether management has used an expert? 

(4) The assumption underlying the accounting estimates. 

(5) Whether there has been or ought to have been a change from the prior period 
in the methods for making the accounting estimates, and if so, why; and  

(6) Whether and, if so, how the management has assessed the effect of 
estimation uncertainty. 

2.  Using the work of an Auditor’s Expert: As per SA 620 “Using the Work of an Auditor’s 

Expert”, the expertise of an expert may be required in the actuarial calculation of liabilities 

associated with insurance contracts or employee benefit plans etc., however, the auditor 
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(viii) Conditions requiring special attention such as the possibility of material error or fraud 

or involvement of parties in whom directors or persons who are substantial owners of 

the entity are interested and with whom transactions are likely. 

(ix) Degree of reliance to be placed on the accounting system and internal control. 

(x) Possible rotation of emphasis on specific audit areas. 

(xi) Nature and extent of audit evidence to be obtained. 

(xii) Work of the internal auditors and the extent of reliance on their work, if any in the audit. 

(xiii) Involvement of other auditors in the audit of subsidiaries or branches of the client 

and involvement of experts. 

(xiv) Allocation of works to be undertaken between joint auditors and the procedures for 

its control and review. 

(xv)  Establishing and coordinating staffing requirements. 

4.  Formulation of Audit Strategy: While formulating the audit strategy for a company, 

following factors may be considered - 

General Factors: Refer Para 2.1. 

Specific Factors for Online Shopping: 

 The auditor shall also 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. 

Answers to Multiple Choice Questions 

1. (a) 2. (b) 3. (c) 4. (c) 5. (b) 
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- A statement identifying the framework used by management to conduct the required 

evaluation of the effectiveness of the company’s internal control over financial reporting. 

- Management’s assessment of the effectiveness of the company’s internal control over 

financial reporting as of the end of the company’s most recent fiscal year, including a 

statement as to  whether or not the company’s internal control over financial reporting is 

effective. The assessment must include disclosure of any “material weaknesses” in the 

company’s internal control over financial reporting identified by management. Management 

is not permitted to conclude that the company’s internal control over financial reporting is 

effective if there are one or more material weaknesses in the company’s internal control 

over financial reporting. A statement that the registered public accounting firm that audited 

the financial statements included in the annual report has issued an attestation report on 

management’s assessment of the registrant’s internal control over financial reporting. 

The final rules also require a company to file, as part of the company’s annual report, the 

attestation report of the registered public accounting firm that audited the company’s financial 

statements.  

TEST YOUR KNOWLEDGE 

Theoretical Questions 

1. Briefly describe the various stages of a Risk Assessment process.  

2.  What are the components of an internal control framework? 

3.  During the course of his audit, the auditor noticed material weaknesses in the internal 

control system and he wishes to communicate the same to the management. You are 

required to elucidate the important points the auditor should keep in the mind while drafting 

the letter of weaknesses in internal control system. 

4. Explain briefly the Flow Chart technique for evaluation of the Internal Control system. 

5. What are the General Steps in the conduct of Risk based audit? 

Multiple Choice Questions: 

1.  Raj Private Limited is engaged in the business of retail and has its retail outlets 

concentrated towards Northern India. Currently, the company has 59 outlets and the plan of 

the management is to take this to at least 100 over the next 2 years. 

 The company is audited by Raj & Associates, a firm of Chartered Accountants, who have 

been operating for over 20 years, however, they don’t have much experience in the retail 

sector. Because of this fact the audit team decided to plan efficiently for the audit of the 

financial statements of the company for the year ended 31 March 2019, being their first year 

of audit. 

���he��nst�t�te�����h�rtered��cc��nt�nts�����nd��

Auditguru.in Page 14 



3.50                       ADVANCED AUDITING AND PROFESSIONAL ETHICS 

 During the course of risk assessment by the auditors, it was discussed that the company is 

operating in an industry where the operations are not very complicated and mostly the 

processes are known to all. Considering the same they decided that assessment of inherent 

risk should not be done for this company as that would be inefficient. However, the auditors 

will take due care of the control risks. The same assessment was deliberated upon and 

after lot of discussions it was finalized like this. 

 In the given situation, please advise which one of the following would be correct.  

(a) The assessment of audit team is correct. 

(b)  The assessment of audit team is wrong considering the fact that this is a private 

company wherein such assessment is not possible. 

(c) The assessment of audit team is wrong for this company. 

(d) The assessment of audit team is correct considering the fact that this has been 

thoroughly discussed. 

2.  Kshitij Private Ltd is a company based out of Noida having operations in India and Dubai. 

The company’s operations in Dubai have increase over the last 2 years and the 

management is earning very good profits. 

 Because of the profits, the management also planned that they should now focus on 

strengthening of internal controls of the company and for that purpose they have discussed 

with the statutory auditors to carry out the audit for the financial year ended 31 March 2019 

very rigorously. 

 The report on internal financial controls is also applicable to the company and hence the 

auditors during the course of their work asked for Risk-control matrices from the company. 

During the year ended 31 March 2018, Risk-control matrix was not available with the 

company and was prepared in a draft manner and the same was shared with the audit team 

during that year and the auditors completed their work on the basis of that. 

 However, for the year ended 31 March 2019, the auditors would like to have robust 

documentation and are not ready to accept the same Risk-control matrices.  

 In the given situation, please suggest what should be the course of action. 

(a) The request of audit team is correct and the management should provide that. 

(b) The requirement of audit team is not justified considering the fact that last year same 

documentation was used by them. 

(c) The requirement of audit team is not justified considering the fact that it’s a private 

company and auditor anyways is required to perform rigorous audit procedures. 
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(d) In case of a private company on which internal financial controls report is required, 

the auditor is not allowed to take any Risk-control matrix from the management. 

Seems to be an ethical issue. 

3.  SK Private Limited is a medium-sized company having operations in Jharkhand. The 

company manufactures some parts and sells that to various dealers on ex-works basis. The 

financial statements of the company are prepared as per Ind AS and internal financial 

controls report is also applicable on the same. 

 During the course of audit of the financial statements for the year ended 31 March 2019, the 

management of the company had a detailed discussion with the auditors for audit planning. 

 Further it was also decided that any observations of the auditors should also be discussed 

with the management before conclusion by the audit team which was not done in the past 

years. 

 Considering this, the auditors started the risk assessment and requested the management 

to share their documentation for the same on which the management said that they don’t 

have any risks and if the auditors come across any such thing they can discuss that with the 

management. 

 But the auditors were not convinced with the view of the management and the same thing 

has happened in the past years as well. 

 You are required to provide your inputs to resolve this matter. 

(a) The requirement of the audit team is not correct. 

(b) The view of the management is correct because of the applicability of Ind AS. 

(c) The view of the management is correct because of the applicability of internal 

financial controls reporting. 

(d)  The view of the management is not correct. 

4.  AJ Private Ltd is in the business of telecom and have significant operations across India 

predominantly in Northern India. 

 The statutory auditors of the company have been continuing for the last 3 years and have 

been issuing clean report. 

 For the financial year ended 31 March 2019, the statutory auditors commenced their work in 

March 2019 as per discussions with the management and with a plan to complete the audit 

by first week of May 2019. 

 The audit team concluded the work as per the agreed timelines and the financial statements 

and audit report were signed on 5 May 2019 along with the engagement letter for the 

financial year ended 31 March 2019. 
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 In the given situation, please advise which of the following would be correct. 

(a) The engagement letter should have been signed before commencing the audit work. 

(b) The engagement letter should have been signed at least a day before signing the 

audit report. 

(c)  The engagement letter should have been signed at least a day before signing the 

financial statements. 

(d)  The engagement letter is optional in case of a private company and hence can be 

signed anytime. 

5.  RIM Private Ltd is engaged in the business of manufacturing of water bottles and is 

experiencing significant increase in turnover year on year. It is a subsidiary of RIM Gmbh, 

based out of Germany. 

 During the financial year ended 31 March 2019, the company carried out a detailed physical 

verification of its inventory and property, plant and equipment.  

 During the year, various other activities were carried out to increase efficiency in operations 

and reductions of costs. 

 The statutory auditors of the company started their audit work from April 2019 and 

requested for a documentation on changes in processes and activities during the year as 

well as any resultant impact of the same on management controls. 

 The management of the company told the auditors that all such documentation is 

maintained by the parent company as this is a closely held private company and even 

though internal financial controls reporting is applicable on this company, the parent 

company is taking due care of each and every process. 

 The auditors did not agree with the views of the management. Please advise both the 

management and the auditors. 

(a)  The auditors should look for documentation as per Sarbanes Oxley in this case. 

(b) The auditors are correct in this case and the management should provide the 

required documentation. 

(c)  The auditors are correct in this case and the management should provide the 

required documentation. However, in case the parent company is covered by 

Sarbanes Oxley then it can be ignored by the auditors. 

(d)  The management is correct. 
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(2) It should clearly indicate that it discusses only weaknesses which have come to the 

attention of the auditor as a result of his audit and that his examination has not been 

designed to determine the adequacy of internal control for management. 

(3) This letter serves as a valuable reference document for management for the purpose 

of revising the system and insisting on its strict implementation. 

(4) The letter may also serve to minimize legal liability in the event of a major defalcation 

or other loss resulting from a weakness in internal control. 

4.  Refer Para 5.3 

5.  Refer Para 9.2. 

Answers to Multiple Choice Questions 

1. (c) 2. (a) 3. (d) 4.  (a) 5. (b) 
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

1. Briefly describe the various stages of a Risk Assessment process.  

2.  What are the components of an internal control framework? 

3.  Describe application controls and give three examples of automated application controls. 

Multiple Choice Questions 

1.  KPL Private Limited is a large software company based out of Hyderabad. The annual 

turnover of the company is INR 2,100 crores. The company sells software and is also involved 

in the implementation of those softwares for its clients. 

 The major chunk of the revenue though comes from sale of software only. The company 

works on a completely paper-less office and accordingly, most of the documents are available 

in soft copy. 

 During the financial year ended 31 March 2019, the auditors during the course of their audit 

obtained various audit evidences some of which were in hard copy but mostly in soft copy.  

 On conclusion of the audit, the auditors are in a dilemma whether to maintain their 

documentation entirely in hard copy or soft copy or can it be mixed of both. 

 After consultations with various persons, the auditors stood that the documentation for this 

company, being operated in fully automated environment should be in soft copy only. 

 Please advise whether this understanding is correct.  

(a)  This is a matter of documentation of audit evidence for a client working in fully 

automated environment and hence it should be in soft copy only. 

(b)  As per the requirements of auditing standards, this documentation can be in a mix of 

both soft and hard copy. 

(c)  Since the client is operating in a fully automated environment, it would be important to 

check with them because all this documentation has come from the client only. 

(d)  As per the requirements of auditing standards, documentation is not required in case 

of a client working in automated environment because everything is automated and 

can be accessed easily at any point of time. 

2.  KJ Private Ltd is engaged in the business of e-commerce wherein most of the operations are 

automated. The company has SAP at its ERP package and is planning to upgrade the SAP 

version.  
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 Currently, the version of SAP being used is fine but the higher version would lead to increased 

efficiencies and hence the company is considering this plan which will also involve a huge 

outlay. 

 KPP & Associates, were appointed as the statutory auditors of this company for the year 

ended 31 March 2019 and the statutory audit firm has been working in this industry for long 

but most of the work which the firm did was more of risk advisory or internal audit. 

 For the first time, this audit will be conducted and that’s why the audit team started obtaining 

understanding of the operations of the company which included understanding of the SAP 

system of the company. 

 However, the management of the company was not comfortable with this approach of the 

audit team particularly because audit team was spending good time on understanding of the 

IT systems of the company. 

 The management suggested that the auditors should limit their understanding and should 

perform audit procedures rather than getting into business/ operations. 

 But the auditors have a different view on this matter and because of which work has got stuck. 

 In the given situation, please suggest what should be the course of action. 

(a)  The approach of audit team to obtain detailed understanding of the company before 

starting with the audit procedures is absolutely fine. If the auditors don’t understand 

the systems properly the audit procedures may not be appropriate. 

(b)  The management’s concern regarding the approach of the auditors seems reasonable. 

The auditors are spending time on understanding of the systems/ business and not 

performing their audit procedures. 

(c)  This being a private company and that too into the business of e-commerce, the 

auditors should have knowledge about the operations of the company through their 

understanding of the industry and hence should not get into this process of obtaining 

detailed understanding at the client place. 

(d)  The audit team could have planned their work differently. They should involve IT 

experts who would have knowledge of the systems of the company and hence lot of 

time can be saved. Further in case of such type of industry, involvement of IT experts 

is anyways required mandatorily as per the legal requirements. 

3.  AR Private Limited is a medium-sized company engaged in the business of trading of 

electronic equipments. The company has various warehouses where all of these equipments 

are kept and has an inventory levels of generally 2-3 months. 

 The internal environment of the company is driven by various processes some of them are 

manual and some automated. Accordingly, the management has also set up various controls 

both manual and automated and is comfortable with their design and operating effectiveness. 
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 During the course of audit of the financial statements for the year ended 31 March 2019, the 

auditors raised various queries regarding various processes where the controls were 

operating effectively. This was because of the fact that auditor was considering either only 

manual controls or only automated controls in a process.  

 As per the auditor, the management should have adopted the same approach and hence he 

would like to increase the substantive audit procedures because they had a view that as per 

the current approach of the management, controls should be considered as ineffective 

irrespective of the fact that the testing which the audit team had performed resulted in the 

controls being effective. 

 Currently, the concern was regarding the approach on which management was also stuck on 

their point. 

 You are required to provide your inputs to resolve this matter. 

(a)  The approach of the management doesn’t seem to be correct because of the nature 

of the operations of the company. The current approach which the management has 

followed can be accepted only in case of manufacturing industry. 

(b)  The management should have discussed their approach with the auditors before 

appointing them. The Companies Act 2013 provide specific guidance on these matters 

wherein the management of the company can follow such approach by taking pre-

approval from their auditors and in such a case, the report of the auditors is always 

clean. 

(c)  The approach of the management is completely fine. The auditors need to correct their 

understanding of the internal controls and the application of internal controls. A 

process can not be limited to have either only manual control or automated control. 

(d)  Considering the size of the company, such matters should be ignored by the auditors. 

Even if the approach of the management is not correct, it would not have any impact 

on the work of the auditors because all such matters get resolved at the time when 

auditors perform final analytical procedures. 

4.  AJ Private Ltd is in the business of construction and infrastructure having an annual turnover 

of INR 1,100 crores. The operations of the company are run efficiently driven by the well laid 

out policies and procedures. The processes of the company are very strong and are well 

documented and properly communicated to its employees, as required.  

 The management had also done a detailed risk assessment in the earlier years and currently 

the risk management system of the company is considered to be very effective. The internal 

controls include both automated and manual. 
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 During the course of the audit of the financial statements of the company for the financial 

year ended 31 March 2019, the statutory auditors did their risk assessment and also reviewed 

the general IT controls which were found to be effective.  

 Considering the same, one of the senior audit team members asked the team to start 

performing the substantive audit procedures taking the approach that controls are effective. 

 However, the audit team did not find this approach correct and discussed that they should 

also check the effectiveness of other manual and automated controls by testing them and 

then move on to substantive testing. 

 The audit team recently had a training on the internal controls and hence their understanding 

was different from the audit senior. 

 This led to a conflicting situation between the audit senior and remaining audit team. 

 In the given situation, please advise which of the following would be correct. 

(a)  The audit senior is correct because general IT controls were found to be effective and 

hence no further work may be required on controls. 

(b)  The view of the audit team looks fine because without testing of internal controls 

covering all types of controls (manual and automated), those controls can not be said 

to be operating effectively. 

(c)  The audit senior seems reasonable in his approach because general IT controls were 

found to be effective. However, it would be more appropriate to also test application 

controls before concluding on the effectiveness of the controls. 

(d)  The argument of the audit team looks better because every audit requires significant 

time to be spent on testing of internal controls and by only covering general IT controls, 

it would be difficult to justify this requirement later on in the audit file. 

5.  RIM Private Ltd is engaged in the business of manufacturing of cranes and other construction 

equipments. The nature of the operations are such that purchases are quite significant even 

though the sales may or may not be very significant, in terms of number of transactions during 

the year. 

 The company’s statutory auditors, have also obtained certain audit tools to help the audit 

team on various audit procedures to bring efficiency in various audits. 

 During the course of the audit of the financial statements for the financial year ended 31 

March 2019, the auditors used those audit tools (also known as computed assisted audit 

techniques) for sampling procedures and data analytics. 

 The outcome of the tools resulted in some analysis and requirements which the audit team 

requested from the client. However, the client refused to provide any such information 
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because as per the client all these tools were those of the auditor and any outcome of the 

same needs to be handled by themselves instead of asking the management. 

 The auditors have suggested that such an attitude of non-cooperation would not help the 

either party and would defeat the objective of the audit. The management of the company is, 

however, ready to provide any other information to the auditors.  

 In this situation, please advise both the management and the auditors. 

(a)  Since the management is ready to provide any other information, the auditor should 

obtain this information as well by not disclosing the management that it is outcome of 

any audit tool. 

(b)  The view of the management is correct because audit tools are there to support the 

auditors and not to lead to increased work for the management. 

(c)  The auditors are correct because by using audit tools they are performing their audit 

procedures. 

(d)  The auditors should ignore all these tools and plan their audit procedures accordingly. 

Answers to Theoretical Questions 

1. Risk Assessment is one of the most critical components of Enterprise Risk Management. The 

risk assessment process involves considerations for qualitative and quantitative factors, 

definition of key performance and risk indicators, risk appetite, risk scores, scales and maps, 

use of data & metrics and benchmarking. The various stages in a Risk Assessment 

process are as follows: 

� Define Business Objectives and Goals; 

� Identify events that affect achievement of business objectives; 

� Assess likelihood and impact; 

� Respond and mitigate risks; 

� Assess residual risk. 

2. There are five components of an internal control framework. They are as follows: 

� Control Environment; 

� Risk Assessment; 

� Information & Communication; 

� Monitoring; 

� Control Activities. 
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3.  Application Controls are automated or manual controls that operate at a business process 

level. Automated Application controls are embedded into IT applications viz., ERPs and help 

in ensuring the completeness, accuracy and integrity of data in those systems. Examples of 

automated applications include: 

� Edit checks and validation of input data;  

� Sequence number checks;  

� User limit checks;  

� Reasonableness checks;  

� Mandatory data fields. 

Answers to Multiple Choice Questions 

1.  (b) 2.  (a) 3.  (c) 4. (b) 5.  (c) 
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concerned director who was looking at the R&D activities. 

(ii) Physical verification of only 40% of items of inventory has been conducted by

the company. The balance 60% will be conducted in next year due to lack of

time and resources.

5. T Pvt. Ltd.’s paid up capital & reserves are less than ` 50 lakhs and it has no outstanding

loan exceeding ` 25 lakhs from any bank or financial institution. Its sales are ` 6 crores

before deducting trade discount ` 10 lakhs and sales returns ` 95 lakhs. The services

rendered by the company amounted to ` 10 lakhs. The company contends that reporting

under Companies Auditor’s Reports Order (CARO) is not applicable. Discuss.

Multiple Choice Questions 

1. 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

Jain Ltd. has an annual turnover of `�350 crores and has been into losses for the last 2 years.�

The operations of the company are good. Due to some technology changes, the company�

started facing competition and hence started incurring losses. The company plans to revive�

in the next 1-2 years with the improvements in its processes. During the year ended 31 March,�

2019, the management of the company came across certain transactions relating to the�

financial year ended 31 March 2018 which were erroneously missed to be accounted for. 

This�would result into losses and hence the management is considering to take this to the 

right� financial year and for that purpose to re-open its accounts for the financial year 

ended 31�March 2018. Please advise.

a. The position of the management is correct.

b. The action of the management is correct, however, the reason behind reopening 

the�accounts of last year does not seem to be correct.

c. The action of the management would have been correct had it been advised by the�

auditors of the company and for the same management should have taken approval�

from SEBI.

d. The action of the management is not correct.

2. Rimmi Ltd. was set up initially as a private limited company. Subsequently, it got converted�

into a public company. The company’s management has plans of expansion but the business�

was not growing in an organic manner. Therefore, the management decided to acquire 

the�competitors. During the financial year ended 31 March, 2019, the company acquired 

two 
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companies in India and France in September, 2018 and January, 2019 respectively. The 

company controls both of these companies as per the criterias laid down in the Companies 

Act 2013 as well as the applicable accounting standards. 

The management started discussions with the auditors regarding the audit wherein it was 

also pointed out by the auditors that the management should also prepare consolidated 

financial statements (CFS), if they want. Management needs your advise on the same. 

a. Management must prepare the CFS as per the requirements of the Companies Act,

2013.

b. Management has a choice not to prepare CFS but should go for that considering that

its true performance and financial position can then be demonstrated.

c. Management could have prepared CFS if the acquired companies would have

completed at least one year post acquisition.

d. Management must prepare CFS but it should include only the company acquired in

India.

3. K Pvt Ltd. has been providing marketing support services to its parent company based out of

Ireland. The company’s operations are not large and have remained stable over the last few

years. Recently the parent company was acquired by another company and the new investor

wanted to reassess whether the company in India should continue or should be shut down

considering the legal compliances. It was advised to the new investor that the company

should be converted into LLP. In December 2018, the new management decided that they

would get the company converted into LLP and also discussed that matter with their statutory

auditors. The management is expecting that the LLP conversion would get completed by

February 2019 and wants that the auditors should audit the financial statements of the LLP

at the year end because conversion is only an administrative process and hence it would not

impact their work.

a. The management would need to get the financial statements audited from new auditor

appointed by CAG in case of LLP.

b. The management would need to appoint new auditor and the new auditor can audit

LLP at year end in one go – both for the period it was a company and then when it

became LLP.

c. The auditor of the company should audit the company before its conversion and then

the new auditor for LLP would audit LLP separately.

d. The auditor of the company should audit the company before its conversion and then

the new auditor for LLP would audit LLP separately. But this is a choice available to

the auditor.
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4. 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�

company is in the process to set up a plant in Karnataka which should be completed by 31�

May, 2019. The 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 capitalization 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 III.

5. SHRD Private Ltd is engaged in the business of software and consultancy. The company has�

an annual turnover of `�2,000 crores but its profit margins are not very good as compared to�

the industry standards. For the financial year ended 31 March 2019, the company proposed�

appointment of its statutory auditors at its general meeting, however, the remuneration was�

not finalized. The statutory auditors completed the engagement formalities including the�

engagement letter between the company and the auditors and it was decided that the�

engagement letter be signed without fee i.e. with the clause that the fee to be 

mutually� decided. Please provide your views on this.

a. Such engagement letter is not valid.

b. Engagement letter with such arrangement is valid.

c. Engagement letter should specify the fee of last year, if applicable, if the fee for the�

current year is not yet finalized at the time of signing of the engagement letter.

d. Engagement letter should specify 10% increase in the fee as compared to last year as�

per the norms of the ICAI, in case the fee is not finalized at the time of signing of the�

engagement letter. 
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(ii) Physical Verification of Inventory: Clause (ii) of Para 3 of CARO, 2016 

requires the auditor to report on whether physical verification of inventory has 

been conducted at reasonable intervals by the management. 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 has not been fulfilled 

as such and the auditor should point out the specific areas where he believes 

the procedure of inventory verification is not reasonable. He may consider the 

impact on financial statement and report accordingly. 

5. 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 rupees one crore as on the balance sheet 

date and which does not have total borrowings exceeding rupees one 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 rupees ten crore during the financial year as per 

the financial statements. 

In the given case, paid up capital and reserves of T Pvt. Ltd. are less than ` 1 crore and has 

no loan outstanding exceeding ` one crore from any bank or financial institution.  

Further, its total revenue as disclosed in Scheduled III to the Companies Act, 2013 (including 

revenue from discontinuing operations) is not exceeding rupees ten crore during the financial 

year as per the financial statements. 

Thus CARO 2016 will not be applicable to T Pvt. Ltd. 

Answers to Multiple Choice Questions 

1. (d) 2. (a) 3. (c) 4. (c) 5. (b) 
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

1.  Under the applicable Standards on Auditing, in what circumstances does the report of the 

statutory auditor require modifications? What are the types of modifications possible to the 

said report? 

2. Write a short note on Emphasis of matter paragraph in Audit Reports. 

3.  Write a short note on Certificate for Special Purpose vs. Audit Report. 

4.  Compare and explain the  

(i)  Reporting to Shareholders vs.  Reporting to those Charged with Governance 

(ii) Audit Qualification vs. Emphasis of Matter.  

Multiple Choice Questions  

1. KPI Ltd is a joint venture of KPI Inc, a company based in US, and OPQ Ltd, a company 

based in Japan (hereinafter referred to as ‘JV partners’). KPI Ltd was registered in India 

and is operating as a marketing support company for KPI Inc. All the costs of KPI Ltd are 

incurred in India and entire revenue of KPI Inc is generated in USD. The entire funding 

requirements of KPI Ltd are taken care of by the JV partners. Since KPI Ltd is based in 

India, hence it is also required to get its financial statements audited.  

 The company appointed new auditors for the audit of the financial statements for the year 

ended 31 March 2019 after doing all appointment formalities wherein auditors also 

confirmed their eligibility for appointment including independence. 

 The statutory auditors have completed their audit and did not come up any significant 

observations. Management of KPI Ltd was also very pleased with the working style of the 

auditors. 

 When the auditors issued their final audit report, the management observed that the 

auditors did not state anything related to their compliance in respect of ethical requirements 

regarding independence etc. Further, the audit report was also silent on the requirement 

related to auditor’s communication with those charged with governance in respect of 

matters related to planned scope & timing of audit and any significant findings. 

 The management requested that the auditors should revisit their report and should include 

these points in their report, however, as per the auditors all these communications were 

already completed by them and hence they were not required to form part of the audit 

report. 
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 On the basis of above mentioned facts, please suggest which of the following should be 

correct. 

(a)  The auditing standards do not require the auditors to comment on the points which 

the management is requesting i.e. ethical requirements or matters related to planned 

scope & timing of audit or any significant findings etc. However, if the auditor wants 

to include that on the basis of his agreed terms with the management, he may do so. 

(b)  The auditing standards require the auditors to comment on the points which the 

management is requesting i.e. ethical requirements or matters related to planned 

scope & timing of audit or any significant findings etc. Hence, the auditors should 

issue rectified report. 

(c)  The ethical requirements are already completed by the auditors at the time of 

appointment itself. Since the audit is completed, there is no need to comment on the 

planned scope & timing of audit. Since there are no significant findings so this 

communication is also not possible. Hence, the auditors need not revisit their report. 

(d)  The ethical requirements are already completed by the auditors at the time of 

appointment itself and there are no significant findings, hence, there is no need to 

comment on these points. However, the auditors should state that they communicate 

with those charged with governance regarding the planned scope & timing of audit. 

Therefore, the auditors should revisit their report. 

2.  LMN & Co LLP is a large firm of Chartered Accountants having its offices based in Delhi, 

Pune, Chandigarh and Bangalore. 

 The firm has staff of around 300 with 28 Partners. The firm has also created various 

departments for various services that it offers – statutory audit, risk advisory, mergers & 

acquisitions, indirect tax and direct tax, where dedicated teams are working who are 

specialized in those fields. The firm is also considering to create departments on the basis 

of industry sectors so that the staff can become specialized into specific industries as the 

same would help in the objective of the firm i.e. to offer best quality service to its various 

clients. 

 Statutory audit department of the firm has 13 partners across various offices in India out of 

which 6 are based in Delhi office. 

 The audit team of one of the prestigious clients, KSH Ltd, has concluded that audit where 

audit partner was AD Jain. As per the agreed timelines, the financial statements and the 

audit report were planned to be signed on 30 June, 2019, however, on 29 June, 2019, AD 

Jain was required to move out of India due to some exigency and would be back to India 

after a month’s time. He was also not accessible during this period.  
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 The management of KSH Ltd discussed the matter with another partner of the audit firm, SK 

Gupta, who eventually signed the audit report on 30 June, 2019 even though he was not 

part of the audit team which was involved in the fieldwork. 

 We would like to understand your views in respect of this matter. 

(a) The management in such a case should have waited for AD Jain to come back and 

then get the report signed. The audit report in this case would be considered to be 

invalid. 

(b) SK Gupta signed the audit report considering the client was prestigious for the firm 

which was unethical. 

(c) Signing of the audit report as per the agreed timelines by SK Gupta was fine as he 

was also the audit partner of the firm. 

(d) Signing of audit report by any other person interferes with the concept of clarity of 

responsibility. 

3.  RBJ 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 INR 40,000 

crores with profits of INR 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. 

 Outside India, the company is focusing more on US and European markets and the 

company has been able to establish its good reputation in these markets as well. 

 During the course of the audit, the audit team spends significant time on audit of revenue – 

be it planning, execution or conclusion. The audit team for this engagement is generally 

very big i.e. a team of approx. 70-80 members. The company’s contracts with its various 

customers are quite complicated and different. 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 he also communicated to the 

management that he plans to include revenue recognition as key audit matter in his audit 

report. The management was quite surprised to understand this from the auditor and did not 

agree with revenue recognition to be shown as key audit matter in the audit report. As per 

the management, the auditors didn’t have any modification and such a matter getting 

reported as key audit matter would not go down well with various stakeholders and would 

significantly impact the financial positions of the company in the market. The auditors were 

not able to convince the management in respect of this point and there was a difference of 

opinion. 

 You are requested to give your view in respect of this matter. 
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(a)  The concern of the management is valid. For such a large sized company, such type 

of matter getting reported as key audit matter is not appropriate. 

(b)  The assessment of the auditor is valid. Such a matter qualifies to be a key audit 

matter and hence should be reported accordingly by the auditor in his audit report. 

(c)  Reporting revenue as key audit matter when the auditor does not have observation 

in that area leading to any modification in his report, would not be appropriate. 

(d)  This being the first year of reporting of key audit matters, the auditor should take a 

soft stand and should avoid reporting such controversial matters in his report. 

4.  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. 
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(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. 

5.  SKJ Private Ltd has an annual turnover of INR 200 crores and profits of INR 25 crores. The 

company is engaged in the business of textiles and has fairly stable operations over the 

years. There has not been much growth in the company in the last few years despite the 

attempts of the management. Currently the management is more focused towards cost 

cutting and has been considering all the options to achieve that objective. 

 The statutory auditors of the company have been auditing the financial statements for the 

last 3 years and have issued clean reports over these years. 

 During the financial year ended 31 March 2019, management got a large project from a new 

customer which resulted in significant increase in the turnover of the company. However, 

the profitability of the company did not improve much because the margins in the contract 

were not high. 

 The statutory auditors during the course of their audit of financial statements for the year 

ended 31 March 2019 (their fourth year of audit) did not agree with the revenue recognition 

criteria followed by the company. Since the matter was significant, lot of discussions/ 

debates happened between the auditor and the management. But it was finally agreed that 

the auditors would qualify their audit report. 

 Auditors wanted that the management should explain this matter in detail in the notes to 

accounts to the financial statement over which the auditors are qualifying the audit report. 

However, the management had a different view. Management said that if the auditor is 

qualifying his report then why should the management also highlight that matter in the 

financial statement and hence refused to include any note for the same. 

 Because of this conflict, audit is not getting concluded. You are requested to give your view 

in respect of this matter so that the matter gets concluded. 

(a)  In the given situation, if the management does not agree to give a note in the 

financial statements then the auditor should not hold the audit report. However, in 

such a case, the auditor would need to give disclaimer of opinion in his report 

instead of qualification. 

(b)  The argument of the management seems correct. Auditor cannot do both the things 

i.e. to qualify and then also get that highlighted in the financial statements. That note 

would not be beneficial for the users of the financial statements. 
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 (c)  In case of such matters related to revenue recognition, it is always better to give 

detailed explanation in the notes to accounts to the financial statements. If the 

explanation is satisfactory then the auditor should also consider giving emphasis of 

matter instead of qualification. 

(d)  The requirement of the auditor is beneficial for the company because by giving an 

explanation of the matter, on which auditor has given a qualification, in the notes to 

accounts, the management would be able to explain their perspective/ point of view 

to the users of the financial statements. In that case, auditor while giving the 

qualification can give reference to the notes to accounts otherwise the entire matter 

would form part of the audit report. However, the auditor should not hold his report if 

the management does not want to give any explanation in the notes to accounts. 

6.  While conducting the current year audit of Finco Ltd, the auditor obtains audit evidence that 

a material misstatement exists in the prior period financial statements. This misstatement 

was related to recognition of research and development expenditure. The provisions of Ind 

AS 38 Intangible Assets relating to capitalisation of development expenditure was not 

applied properly. On this, unmodified opinion had been previously issued. The current 

auditor verified that the misstatement had not been dealt with as required under Ind AS 8 

Accounting Policies, Changes in Accounting Estimates and Errors. Accordingly, the current 

auditor will: 

(a) Express an unmodified opinion in the auditor’s report on the current period financial 

statements since it was related to the prior year. 

(b) Express a qualified opinion in the auditor’s report on the current period financial 

statements, modified with respect to the corresponding figures included therein. 

(c) Express a qualified or an adverse opinion in the auditor’s report on the current period 

financial statements modified with respect to the corresponding figures included 

therein. 

(d) Express an adverse opinion in the auditor’s report on the current period financial 

statements, modified with respect to the corresponding figures included therein. 

Answers to Theoretical Questions 

1.  Refer Para 5. 

2.  Refer Para 6. 

3.  Certificate for Special Purpose vs. Audit Report: A certificate is a written confirmation of 

the accuracy of the facts stated therein and does not involve any estimate or opinion. The 

term ‘certificate’ is, therefore, used where the auditor verifies the accuracy of facts. An 

auditor may thus, certify the circulation figures of a newspaper or the value of imports or 

exports of a company. An auditor’s certificate represents that he has verified certain figures 
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in Financial Statements and are 
fundamental to users’ for 
understanding of Financial 
Statements. 

� Audit Qualifications are 
given when auditor is having 
reservations on some of the 
items out of the financial 
statements as a whole i.e. 
Auditor’s Judgment about 
the Pervasiveness of the 
Effects or Possible Effects 
on the Financial Statements 
relating to if the impact of 
material misstatements is 
not pervasive on the 
financial statements but is 
present at some levels of 
the financial statements, 
qualified report is issued. 

� Emphasis of Matter is a paragraph 
which is issued when there is a 
uncertainty relating to future outcome 
of exceptional litigation, regulatory 
action, etc.; or there is early 
application (where permitted) of a 
new accounting standard that has a 
pervasive effect on the financial 
statements in advance of its effective 
date. 

Answers to Multiple Choice Questions 

1.  (b) 2.  (c) 3.  (b) 4.  (d) 5.  (d) 6.  (c) 
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responsibility

TEST YOUR KNOWLEDGE 

Theoretical Questions 

1. State the main features of the Qualified and Independent Audit Committee set up SEBI 

(Listing Obligations and Disclosure Requirements) Regulations, 2015. 

2. Write short notes on the following:  

(a)  Content of Management Discussion and Analysis.  

(b) Corporate Governance 

3. Dishonest Limited, a company incorporated in India has six members in its Audit Committee. 

Due to recessionary conditions in India the revenue of the company is going down and there 

is slow down in other activities of the company. Therefore, it was expected that there would 

not be significant work for members of the Audit Committee. Considering the overall recession 

in the company and the economy, the members of the Committee decided unanimously to 

meet once in a year only on March 31, 2018. They reviewed monthly information system of 

the Company and found no errors. As an auditor of Dishonest Limited would you consider the 

decision taken by the Audit Committee is in line with the SEBI (Listing Obligations and 

Disclosure Requirements) Regulations, 2015? 

Multiple Choice Questions 

1.  The Audit Committee should consist of the following:  

(a)  minimum of 3 directors with independent directors forming a majority. 

(b) minimum of 4 directors with only one independent director. 

(c)  minimum 2 directors which are independent. 

(d)  minimum 5 directors with 1 independent woman director 

2.  ABC Ltd is one of the top 1000 listed entities on the basis of market capitalisation. The Board 

of Directors of ABC Ltd does not comprise of any women director. The Statutory Auditor who 

is certifying Corporate Governance as per SEBI regulations, has to ascertain that – 

(a)  the Board of directors will have at least 2 independent woman director. 

(b)  the Board of directors will have at least 1 independent woman director. 

(c)  the Board of directors will have at least 5 independent woman director. 

(d)  None of the above 
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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 

4.  Annual Remuneration payable to a single non-executive director of ABC Ltd exceeds 25% of 

the total annual remuneration payable to all non-executive directors. 

(a)  Approval of shareholders by special resolution shall be obtained every year. 

(b)  Approval of shareholders in general meeting shall be obtained every year. 

(c)  None of the above 

(d)  Approval of Board of Directors. 

5.  The Board of Directors of XYZ Ltd, one of the top 2000 listed entities meets 4 times a year. 

What should be the quorum of the Board of Directors from 1st April 2020- 

(a)  1/3rd of its total strength or 3 directors, whichever is higher, including at least  1 

independent director. 

(b)  1/3rd of its total strength or 4 directors, whichever is higher, including at least 1 

independent director. 

(c)  1/3rd  of its total strength or 3 directors, whichever is higher, including at least  2 

independent director. 

(d)  1/3rd of its total strength or 3 directors, whichever is higher, including at least  1 non-

executive director. 

Answers to Theoretical Questions 

1. The main features of a qualified and independent audit committee to be set up under SEBI 

(Listing Obligations and Disclosure Requirements) Regulations, 2015 are as follows: 

(i) The audit committee shall have minimum three directors as members. Two-thirds of 

the members of audit committee shall be independent directors, however, in case of a 

listed entity having outstanding SR (Superior Rights) equity shares, the audit 

committee shall only comprise of independent directors; 

(ii)  All members of audit committee shall be financially literate and at least one member 

shall have accounting or related financial management expertise; 
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of the audit committee, whichever is greater, but there should be a minimum of two 
independent directors present. 

Besides, there is a mandatory review requirement and to review only monthly information 
system is not sufficient. Here the audit committee members reviewed only monthly 
information system of the company and the same is not sufficient as per LODR Regulations.  

The Audit Committee shall mandatorily review the following information as per LODR 
Regulations: 

(i) Management discussion and analysis of financial condition and results of operations; 

(ii) Statement of significant related party transactions (as defined by the Audit 

Committee), submitted by management; 

(iii) Management letters / letters of internal control weaknesses issued by the statutory 

auditors; 

(iv)  Internal audit reports relating to internal control weaknesses;  

(v)  The appointment, removal and terms of remuneration of the Chief internal auditor shall 

be subject to review by the Audit Committee; and 

(vi) Statement of deviations: (a) quarterly statement of deviations including report of 

monitoring agency if applicable and (b) annual statement of funds utilized for purposes 

other than those stated in the offer document/ prospectus/ notice. 

 Applying the above, the decision taken by the audit committee is not in line with the LODR 

Regulations. 

Answers to Multiple Choice Questions 

1 (a) 2 (b) 3 (c) 4 (c) 5 (a) 
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

1. While doing the audit of Consolidated Financial Statements, which current period 

consolidation adjustments are to be taken into account?  

2. Write a short note on:  

(a)  Responsibility of holding company for preparation of Consolidated Financial 

Statements. 

(b)  Permanent Consolidated Adjustments. 

3. R Ltd. owns 51% voting power in S Ltd. It however, holds and discloses all the shares as 

"Stock-in-trade" in its accounts. The shares are held exclusively with a view to their 

subsequent disposal in the near future. R Ltd. represents that while preparing Consolidated 

Financial Statements, S Ltd. can be excluded from the consolidation. As a Statutory 

Auditor, how would you deal?  

4.  A Ltd. holds the ownership of 10% of voting power and control over the composition of 

Board of Directors of B Ltd. While planning the statutory audit of A Ltd., what factors would 

be considered by you as the statutory auditors of A Ltd for the audit of its consolidated 

financial statements prepared under Ind AS? 

Multiple Choice Questions 

1. BCO Private Limited is operating in India for the last 15 years. It has three group companies 

– one subsidiary in India and the other two in Ireland and France. All these subsidiaries 

were acquired one by one and investments were made in these companies gradually i.e. 

initially control was not obtained and after investment for some period, control was 

obtained. The statutory auditors have evaluated that all the group companies are significant 

for the purpose of audit of consolidated financial statements. 

 During the year ended 31 March 2019, the audited financial statements of all the 

components are available except for French company whose audit got delayed and would 

not get completed before the release date of CFS of parent company. 

 For the purpose of consolidation, the parent company has provided the audited financial 

statements of other components. Please suggest what can be the possible situation in 

respect of financial statements of French company for the purpose of consolidation for the 

purpose of audit of CFS. 

(a)  Since the audit of French company is in progress, its financial statements subject to 

audit can be considered by auditor of parent company and audited signed financials 

can be given to auditors even after release of audited CFS as this is matter of 

documentation only. 
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(b) The management should give management accounts to the auditors of CFS and 

auditor can mention the same point in other matters paragraph in his audit report 

which is an acceptable approach. 

(c)  Auditor should get the financial statements of French company excluded from CFS. 

(d)  If the auditor does not receive audited financial statements of French company, he 

should modify his audit report. 

2.  KB Ltd is engaged in the business of construction. It has multiple subsidiaries and 

associates in India. The company acquired PPP Gmbh in Germany on 1 February 2019. 

The company also obtained control in PPP Gmbh on the same date. Its investment in PPP 

Gmbh was of a huge amount. The company has been preparing its CFS over the last few 

years and this has also become a matter of concern for the company for the year ended 31 

March 2019. The management is of the view that consolidation of PPP Gmbh would not be 

required in CFS for the year ended 31 March 2019 because this is the first year of 

acquisition. However, the auditors have not been agreeing for the same. The timeline of 

submission of audited financial statements is due in few months time.  

 In the meantime, the management moved on the consolidation of PPP Gmbh taking audited 

financial statements of PPP Gmbh which are available in the GAAP of its local country and 

GAAP conversion adjustments from its local GAAP to Indian GAAP have been made by the 

parent company. GAAP conversion adjustments are significant at CFS level. In the 

meantime, the management has also been consulting whether the consolidation would be 

required or not also considering the fact that comparative figures in case of PPP Gmbh 

would not be available.  

 Further the auditors have also raised observations regarding the GAAP conversion 

adjustments over which management has a disagreement. As per the management the 

auditors are not required to comment on GAAP adjustments because audited financial 

statements of PPP Gmbh have been given to the auditors. Please help to resolve these 

matters. 

(a)  Consolidation of PPP Gmbh should be done but GAAP conversion adjustments are 

not required to be audited. 

(b)  Consolidation of PPP Gmbh should not be done and accordingly, GAAP conversion 

adjustments would not arise. 

(c)  Consolidation of PPP Gmbh should be done and GAAP conversion adjustments are 

also required to be audited. 

(d)  Consolidation of PPP Gmbh is a choice of management as the accounting standard 

does not mandate this.  However, in case it is done then the GAAP conversion 

adjustments would be required to be audited. 
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3. VDN Ltd is a medium-sized company engaged in the business of retail. It has two 

subsidiaries and one joint venture. Both the subsidiaries are larger in size as compared to 

the parent company. The accounting policies of the parent company, its subsidiaries and 

joint venture were same. However, during the year ended 31 March 2019, one of its 

subsidiary, SMA Pvt Ltd changed the method of depreciation of Property, plant and 

equipment (PPE) to written down value method which is different from the method followed 

by the parent company i.e. Straight line method. Further this subsidiary also changed the 

method of valuation from FIFO to Weighted average method which has become different 

from parent as the parent follows FIFO method. 

 These changes were made by the subsidiary because it reflected the better picture of its 

standalone financial statements. Now for the purpose of CFS, the auditors have asked the 

management of parent company to ensure that accounting policies of the group companies 

should align with that of parent in line with the requirements of accounting standard. But the 

management of parent and subsidiary company believe that out of three group companies 

other than parent, only one group company requires this change for the purpose of 

consolidation and the same should be ignored by the auditors. Please suggest. 

(a) The view of management is correct. 

(b) For CFS, method of depreciation of SMA Pvt Ltd may continue to be different, 

however, method of valuation of inventory should be aligned with that of the parent. 

(c)  For CFS, method of valuation of inventory of SMA Pvt Ltd may continue to be 

different, however, method of depreciation should be aligned with that of the parent. 

(d) The auditor should get these changes made in the standalone financial statements of 

SMA Pvt Ltd. 

4.  AJ Private Ltd is engaged in the business of retail having annual turnover of Rs. 1,800 

crores. The company has a plan to get listed on Bombay Stock Exchange next year. The 

company has 3 associates, 4 subsidiaries, and 1 joint venture. The company prepares its 

consolidated financial statements on a quarterly basis for the purpose for internal purposes. 

The quarterly financials are reviewed by the statutory auditors of the company.  

 The group companies of the parent company have increased in terms of their size looking 

at the total assets and revenue of the group. 

 For the purpose of audit of consolidated financial statements for the year ended 31 March 

2019, management has request the statutory auditors that it would be able to provide 

management certified accounts of the joint venture as its audit would not get completed on 

time and even without joint venture, the auditors would be able to cover 75% of the total 

assets of the group at consolidated level. 
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 However, the statutory auditors are insisting that they need to cover at least 80% of the 

total assets of the group at consolidated level as per the requirements of the Auditing 

Standards and for that financials of the joint venture should also be audited. Please advise. 

(a)  Auditors should accept the management certified accounts of joint venture. 

(b)  Auditors cannot accept management certified accounts of joint venture and should 

report the matter to the Registrar of Companies. 

(c)  Auditors cannot accept management certified accounts of joint venture and should 

report the matter to the Securities and Exchange Board of India, considering the plan 

to get listed next year. 

(d)  Auditors should accept management certified accounts of joint venture provided the 

revenue of the joint venture is less than 10% of the total revenue of the group. 

5.  Advik Ltd is an unlisted public company. The company acquired few companies in the last 

3-4 years which have been assessed as its subsidiaries/ associates/ joint ventures 

(hereinafter jointly called as ‘components’). The company prepares its condensed 

consolidated financial statements every quarter to review the performance of the group. In 

the past years, the company used to get the financials of its components reviewed/ audited 

on a quarterly basis. AJ & Co LLP is the statutory auditor of parent company and KSH & 

Associates is the statutory auditor of all the components. Quarterly condensed consolidated 

financial statements of the group are reviewed by the statutory auditors as per the terms of 

the engagement letter. 

 AJ & Co LLP has communicated to Advik Ltd that in line with the requirements of the 

Companies Act 2013, it would also be required to undertake audit/ limited review of all the 

components which would be consolidated with those of Advik Ltd and for which KSH & 

Associates are the statutory auditors currently.  

 Management is not agreeing with the same as they don’t want to change KSH & Associates 

as auditors of the components and the requirement mentioned by AJ & Co LLP would lead 

to duplication of work of auditors as well as the management. Please advise. 

(a)  In an audit/review of consolidated financial statements (whether condensed or 

complete), the principal auditor is required to perform various procedures in 

accordance with SA 600, Using the work of another auditor and hence the 

requirement of auditor is valid. 

(b)  In an audit/review of consolidated financial statements (whether condensed or complete), 

the principal auditor is required to perform various procedures in accordance with the 

requirements of the Companies Accounts and Audit Rules 2014 and hence the 

requirement of auditor is valid. 
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(c)  In an audit/review of consolidated financial statements (whether condensed or 

complete), the principal auditor is not required to re-perform audit/ limited review of 

the components and hence the requirement of auditor is not correct. 

(d)  Management and the auditor need to decide this mutually as this is based on the 

contractual arrangement between them. 

Answers to Theoretical Questions 

1.  Refer Para 6.2 

2. (a)  Refer Para 2 

(b)  Refer Para 6.1 

3.  Consolidation of Financial Statement: AS 21 “Consolidated Financial Statements”, states 

that a subsidiary should be excluded from consolidation when:  

(i) Control is intended to be temporary because the shares are acquired and held 
exclusively with a view to its subsequent disposal in the near future or 

(ii) Subsidiary operates under severe long- term restrictions which significantly impair its 
ability to transfer funds to the parent. 

Where an enterprise owns majority of voting power by virtue of ownership of the shares of 
another enterprise and all the shares held as ‘stock-in-trade’ are acquired and held exclusively 
with a view to their subsequent disposal in the near future, the control by the first mentioned 
enterprise would be considered temporary and the investments in such subsidiaries should be 
accounted for in accordance with AS 13 “Accounting for Investments”. 

As per Ind AS 110, there is no such exemption for ‘temporary control’, or “for operation 
under severe long-term funds transfer restrictions” and consolidation is mandatory for Ind 
AS compliant financial statement in this case. Paragraph 20 of Ind AS 110 states that 
“Consolidation of an investee shall begin from the date the investor obtains control of the 
investee and cease when the investor loses control of the investee”. 

However, as per Section 129(3) of the Companies Act, 2013 read with rule 6 of the 
Companies (Accounts) Rules, 2014, where a company having subsidiary, which is not 
required to prepare consolidated financial statements under the Accounting standards, it 
shall be sufficient if the company complies with the provisions on consolidated financial 
statements provided in Schedule III to the Act. 

In the given case, R Ltd’s intention is to dispose off the shares in the near future as shares 
are being held as stock in trade and it is quite clear that the control is temporary, Therefore, 
R Ltd. is not required to prepare consolidated financial statement as per AS 21, however, 
for the compliance of provisions related to consolidation of financial statements given under 
section 129(3) of the Companies Act, 2013 read with Companies (Accounts) Rules, 2014, R 
Ltd. is required to make disclosures in the financial statements as per the provisions 
provided in Schedule III to the Companies Act, 2013. 
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However, if R Ltd. is required to prepare its financial statements under Ind AS, it shall have 

to prepare Consolidated Financial Statements in accordance with Ind AS 110 as exemption 

for ‘temporary control’ is not available under Ind AS 110.  

4. 10% Voting Power and Control over the composition of Board of Directors: In this

case, A Ltd. holds only 10 percent of the voting power but has control over the composition

of the Board of Directors of B Ltd.

In such a case, A Ltd shall be considered as a parent of B Ltd and, therefore, it would

consolidate B Ltd in its consolidated financial statements as a subsidiary.

The auditor should verify A Ltd’s management’s assessment of having control in B Ltd

despite having only 10% voting power as per the requirements of Ind AS 110. Auditor would

need to verify as to how A Ltd controls the composition of the Board of Directors or

corresponding governing body of B Ltd.

There can be various means by which such kind of control can be established. In this

regard, the auditor may verify the minutes of Board meetings, shareholder agreement

entered into by the parent, agreements with B Ltd to which the parent might have provided

any technology or know how, enforcement of statute, etc.

Further, the auditor should verify that the adjustments warranted by Ind AS 110 have been

made wherever required and have been properly authorised by the management of the

parent. The preparation of consolidated financial statements gives rise to permanent

consolidation adjustments and current period consolidation adjustments. The auditor should

make plan, among other things, for the understanding of accounting policies of the A Ltd

and B Ltd and determining and programming the nature, timing, and extent of the audit

procedures to be performed etc.

Further, the duties of an auditor with regard to reporting of transactions with any other

related parties are given in SA 550 on Related Parties. As per SA 550 on, “Related Parties”,

the auditor should review information provided by the management of the entity identifying

the names of all known related parties. A person or other entity that has control or

significant influence, directly or indirectly through one or more intermediaries, over the

reporting entity are considered as Related Party.

In forming an opinion on the financial statements, the auditor shall evaluate whether the

identified related party relationships and transactions have been appropriately accounted

for and disclosed in accordance with Ind AS 110 and Schedule III and whether the effects of

the related party relationships and transactions prevent the financial statements from

achieving true and fair presentation (for fair presentation frameworks) or cause the financial

statements to be misleading (for compliance frameworks).

Answers to  Questions 

1. (d) 2. (c) 3. (b) 4. (a) 5. (c)
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

1. Your firm has been appointed as Central Statutory Auditors of a Nationalised Bank. The Bank 

follows financial year as accounting year. State your views on the following issues which were 

brought to your notice by your Audit Manager: 

(a) The bank has recognised on accrual basis income from dividends on securities and 

Units of Mutual Funds held by it as at the end of financial year. The dividends on 

securities and Units of Mutual Funds were declared after the end of financial year. 

(b) The bank is a consortium member of Cash Credit Facilities of ` 50 crores to X Ltd. 

Bank's own share is ` 10 crores only. During the last two quarters against a debit of  

` 1.75 crores towards interest the credits in X Ltd's account are to the tune of  

` 1.25 crores only. Based on the certificate of lead bank, the bank has classified the 

account of X Ltd as performing. 

2.  As statutory central auditors of a Nationalized bank, what special points are to be borne in 

mind in the audit of compliance with "Statutory Liquidity Ratio" (SLR) requirements? 

3.  Explain the scope of concurrent audit of a bank with reference to Reserve Bank of India 

guidelines. 

4.  In course of audit of Good Samaritan Bank as at March, 19 you observed the following  

(a) 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? 

(b) The bank’s advance portfolio comprised of significant loans against Life Insurance 

Policies.  Write suitable audit program to verify these advances. 

Multiple Choice Questions: 

1.  You are the internal auditor of FCD Bank Limited for the year 2018-19 and the bank maintains 

all the data on computer. You are instructed by your senior to verify the loan against fixed 

deposits of the Navi Mumbai branch. As per the scope of audit, you need to ensure that 

proper lien has been marked on all the fixed deposits against which loan has been issued. 

Which of the following procedure you will follow for the same: 

(a)  Ensure that all the fixed deposit receipts are attached along with the approved loan 

documents. 
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(b) Ensure that all the fixed deposit receipts, against which the loan has been sanctioned, 

are discharged in favour of bank and check that the lien is marked in the computer 

software. 

(c)  Discuss the process followed for lien marking with the branch manager. 

(d)  Ensure that all the fixed deposit receipts, against which the loan has been sanctioned, 

are discharged in favour of bank, check that the lien is marked in the computer 

software and the fixed deposit should be kept separately with the branch manager.  

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 utilised for lending, inter-bank deposits 

or deposits to corporate bodies and bills re-discounting only. So, whether the PMS 

transactions are recorded separately or not will not matter for the auditor. 

3.  Your firm has been appointed statutory auditor by a Nationalised Bank for the year 2018-19. 

Your senior advised you to check all the standard assets shown in the balance sheet as on 

31st March 2019. While verification you observed that one of the accounts was regularised 

on 28th March 2019, for which the interest and instalment amount was overdue from the 

quarter ending 30th September 2018. The account was regularised after the repayment of 

overdue interest and instalment amounts was done on 26th March 2019. Only the last day of 

the financial year was reckoned as the date of account becoming NPA by the Bank. As a 

statutory auditor will you agree with the Bank’s policy? 

(a)  As the interest charged in the account was overdue for more than 90days from the 

end of quarter, it should be classified as NPA and should be considered as sub-

standard asset for the balance sheet as on 31st March 2019. 
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(b)  As the overdue interest and instalment amount was paid before the balance sheet date 

there is no reason to classify the account as NPA. 

(c)  The auditor should not agree with the Bank’s policy to regularise the account before 

balance sheet date as overdue interest indicates more than normal risk attached to 

the business. 

(d)  Bank can regularise the account before balance sheet date but should ensure that the 

amount has been paid through genuine resources and not by sanction of additional 

facilities, and the account remains in order subsequently. 

Case Study Based MCQs 

The Chanakya Bank Ltd. was having 150 branches all over India by the year ending 31st 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. Banaras branch which deals in treasury functions like investments and inter bank borrowings 

but not in bill re-discounting. 

2. Allahabad branch which started foreign exchange business from February 2019. 

3. Rae Bareilly branch whose aggregate deposits were more than 35% of the aggregate 

deposits of the bank. 

Sista and Chartered Accountants were appointed as the stock auditors by the Bank’s audit 

committee for five branches for year 2019-20. The Bank’s management appointed and fixed the 

remuneration of Sista and Chartered Accountants as the statutory auditors also for the year 2019-

20, for the same five branches for which they were given the assignment of stock audit.  

At the Kanpur branch of the bank there were high value cash deposits in one of the current account 

from April 2019. Your firm has been appointed as the concurrent auditors for the Kanpur branch for 

the year 2019-20. The cash collected by the branch was remitted to currency chest on the very same 

day but, during the concurrent audit for the month of April 2019 itself the auditor noticed that the 

branch has not filed the requests sent via e-mail to currency chest for the cash remittance.  

Answer the below questions based on the above paragraph: 

1. Whether the decision of audit committee to include the three 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, all the three 

branches fulfil the criteria for compulsory concurrent audit.  

(b) Banaras and Allahabad branch falls under the compulsory audit criteria as per RBI 

Guidelines, however Rae Bareilly branch whose aggregate deposits are less than 50% 
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of the aggregate deposits of the Bank is not required to be compulsorily covered for 

concurrent audit. 

(c) As Banaras branch doesn’t deal in bill re-discounting, it is not required to be covered 

under concurrent audit. Allahabad and Rae Bareilly branch are compulsorily 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 

Banaras and Rae Bareilly branch are covered under compulsory concurrent audit 

criteria. 

2.  Sista and Chartered Accountants were already appointed for stock audit by the audit 

committee for the five branches, so whether Sista and Chartered Accountants are authorised 

to accept the appointment as statutory auditors for the same branches? 

(a) Sista and Chartered Accountants cannot accept the appointment as it was not offered 

by the audit committee and Bank’s management is not authorised to appoint the 

auditors. 

(b) Sista and Chartered Accountants can accept the appointment as they were already 

appointed for the stock audit of those branches by the audit committee. 

(c) Sista and Chartered Accountants can accept the appointment as they have been 

appointed statutory auditors for the same five branches for which they were conducting 

stock audit. 

(d) Sista and Chartered Accountants cannot accept the appointment as the audit firms 

should not undertake statutory audit assignment while they are associated with 

internal assignments in the Bank during the same year. 

3. Whether the Bank’s Management is authorise to appoint and fix the remuneration of statutory 

auditors without consulting the Audit Committee of the Board of Directors or members in 

Annual General Meeting? 

(a) Bank’s Management cannot appoint or fix the remuneration of the statutory auditor 

unless the same is passed by a resolution in the Annual General Meeting of the Bank. 

(b) Bank’s Management can appoint and fix the remuneration of statutory auditors only in 

consultation with the Audit Committee of the Board of Directors. 

(c) Sista and Chartered Accountants were already appointed for stock audit by the audit 

committee, therefore only audit committee was authorise to appoint or fix their 

remuneration as statutory auditors. 
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(d) Sista and Chartered Accountants were already appointed for stock audit by the audit 

committee, so the Bank’s Management is authorise to appoint the same firm as the 

statutory auditors without consulting the audit committee or members in the Annual 

General Meeting. 

4. You have been asked by your senior to verify the high value cash deposits at the Kanpur 

branch. What parameters/ documents will you verify as the concurrent auditor of the branch? 

(a) Concurrent auditor has to verify the details of cash remittance to Currency Chest only. 

(b) You need to verify the KYC documents of the customer/s and the reason for high value 

cash deposit in the account like nature of business or sale of property etc. 

(c) Verify the KYC documents of the account in which cash is deposited;  verify the reason 

for high value cash deposit in the account like nature of business/ transaction etc.;  

verify the discrepancies found in the cash of the customer/s, if any and ensure that the 

records of Currency Chest remittance is maintained properly. 

(d) As a concurrent auditor you need to verify the reason of regular cash deposit in the 

account/s and the nature of discrepancies, if any, found in cash deposited by the 

customer/s. 

5. How the discrepancy of not filing the details of cash remittances to currency chest by Kanpur 

branch of the bank should be dealt by the concurrent auditor in his audit report? 

(a) The auditor should report the matter as a major irregularity in his audit report to the 

management. 

(b) The auditor should verify the details from e-mail sent to currency chest and close the 

matter. 

(c) As it is a minor irregularity the auditor can ignore the same. 

(d) The auditor should discuss the importance of filing the copy of e-mail sent for cash 

remittance with the Branch Manager and check for its compliance in the next audit 

period. 

Answers to Theoretical Questions 

1. (a) It is not a prudent practice to treat dividend on shares of corporate bodies and units of 

mutual funds as income unless these are actually received. Accordingly, income from 

dividend on shares of corporate bodies and units of mutual funds should be booked on 

cash basis. In respect of income from government securities and bonds and debentures 

of corporate bodies, where interest rates on these instruments are pre-determined, income 

could be booked on accrual basis, provided interest is serviced regularly and as such is 

not in arrears. It was further, however, clarified that banks may book income on accrual 

basis on securities of corporate bodies/public sector undertakings in respect of which the 
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(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.

Answers to Multiple Choice Questions 

1.� � 2.� � 3.� (d)

1.� (b) 2. 3. (a) 4. (c) 5. (d)

Answers to MCQs 
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

1. What are the steps to be taken while verifying the Premium of (a) General Insurance 

Company; and (b) Life Insurance Company? 

2.  Enumerate the steps to be taken by an auditor for the verification of Re-insurance outward 

by a General Insurance Company. 

3.  State the procedure for verification of Agents’ Balances in the course of audit of a General 

Insurance Company. 

4.  As at 31st March 2019 while auditing Safe Insurance Ltd, you observed that a policy has 

been issued on 25th March 2019 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 5th April, 2019. You further noticed that there was a fire 

accident in the premises of the insured on 31st March 2019 and a claim was lodged for the 

same.  The insurance company also made a provision for claim.  Please respond.  

5.  ABC & Co., Chartered Accountants are the Auditors of Just Care Life Insurance Company 

Limited. Enumerate the steps to be taken by the auditor while verifying the "Investment". 

6.  Briefly explain the term policy lapse and revival in case of Life Insurance Company and role 

of auditor in verifying the same. 

Multiple Choice Questions 

1.  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. 
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 In this context, please help the firm by answering which of the following options would be 

correct?  

(a) The firm 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)  The firm should be 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)  The firm cannot take audit of PIC Ltd because they have employed experts which is 

not permitted by the IRDAI Guidelines. 

(d)  The firm 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.  NIC Pvt Ltd is a large private 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 no breach of IRDAI guidelines and accordingly the management 

should respond. 

(b)  The management should request IRDAI to consider relaxation in respect of this 

provision for the company for the current year as the audit is completed and it would 

be practically very difficult to complete the entire process within the required timelines. 

(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. 
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(d)  The management should respond to IRDAI that this provision should have been 

ensured by the auditors and hence they should be held liable for this breach of 

provision of the IRDAI guidelines. 

3.  BIC Ltd is an insurance company looking to expand their operations in the Northern India. 

The company’s operations have been considerable in the Southern India and its head office 

is also based at Chennai. 

 The company had strong processes and controls from its starting days and have appointed 

consultants over the years to ensure their operative effectiveness at various points of time. 

 Shivam Ltd exercises significant influence over BIC Ltd and the financial statements of 

Shivam Ltd are prepared as per Ind AS (Indian Accounting Standards) and audited by 

Shubham & Associates. 

 Advik & Associates are the statutory auditors of BIC Ltd. For the financial year ended  

31 March 2019, BIC Ltd also requested Advik & Associates to certify the Investment Risk 

Management Systems and Processes of BIC Ltd as per discussions with Shivam Ltd. 

 Advik & Associates completed this task and also submitted the required certificate which the 

management has submitted to the required authorities. 

 After submission, BIC Ltd received notice from the Insurance Regulatory and Development 

Authority of India (IRDAI) that the company has not complied the provisions in respect of 

submission of certificate. 

 The company discussed this matter with Shivam Ltd and would also like to have your views 

on this. 

(a)  BIC Ltd, being an associate of a company and because of the fact that Ind AS is 

applicable on Shivam Ltd, should have appointed another firm of Chartered 

Accountants along with Advik & Associates for this certification work. 

(b)  BIC Ltd should have got this certification work done from their internal auditors as per 

the required provisions of IRDAI. 

(c)  BIC Ltd should not have got this certification work done from their statutory auditors. 

(d)  The certification work should have been done by Shubham & Associates. 

4.  An Indian insurance company in the name of Trust Life Limited was carrying on life insurance 

business with paid-up capital of ` 250 crores. The Company appointed Mr. Vineet, as its 

statutory auditor for the year 2018-19. The auditor verified the investments of the company 

in terms of title, acquisition or disposal, safeguard etc. In the financial statements of the 

company the investments were classified in terms of portfolio maintained with central, state 

or any other notified investment. The auditor mentioned in the report that the company has 

complied with the guidelines of the IRDAI. The shareholders raised an objection that the audit 

report is incomplete as the financial statements don’t give the classification of investments 
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as percentage of total investments in Housing Projects or Infrastructural Projects as per IRDA 

(Investment) Regulations.  Is it necessary for the auditor to verify and give the details in audit 

report for investments made in Housing or Infrastructural Projects? 

(a)  As per IRDA (Investment) Regulations if the auditor has classified the investments 

made by the company on the basis of investments with central, state or any other 

notified investment, there is no need to verify in terms of Housing or Infrastructural 

Projects. 

(b)  The auditor has to verify only the valuation of investments and appropriateness of the 

method of accounting policy followed. 

(c)  The auditor is required to give classification of investments on the basis of investments 

in Housing Projects or Infrastructural Projects as, according to IRDAI guidelines the 

insurance company carrying on life insurance business shall invest a minimum of 5% 

of investment Assets in Housing Project. 

(d)  The auditor is required to ensure compliance with the guidelines of IRDAI and 

accounting policy followed for valuation of investments. As the auditor mentioned in 

the report that the company has complied with the guidelines of the IRDAI it is 

complete and no other disclosure is required from the auditor.

5.  KJLIC Ltd is a life insurance company. The company is based at Nagpur and has offices 

across Western India. 

 KJ & Associates are the statutory auditors of this company. At the time of audit of this 

company, areas like cash and bank, receipts and payment and fixed assets where the internal 

controls of the management are similar to the ones adopted by other companies are dealt by 

the auditors as per the publications on the Internal Control Questionnaire, published by the 

Institute of Chartered Accountants of India (ICAI). Since various operational cycles are inter-

linked, the internal controls operating within the systems of such cycles are reviewed 

simultaneously by the auditors. 

 The company avails services of an actuary for computing various liabilities and provisions 

which are certified by the actuary. 

 During the audit of the financial statements for the financial year ended 31 March 2019, the 

auditors of the company would like to have a discussion with the actuary who has given 

actuarial certificate on the basis of which certain liabilities have been recorded in the financial 

statements, however, the actuary and the management of the company are not comfortable 

with this and they have asked the auditor to complete their work on the basis of certificate. 

Further the management also provides management representation letter in respect of all of 

these points. 
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 Please suggest if you were the auditors of this company, how would you have handled this 

matter? 

(a)  The management is correct and as an auditor getting certificate would be a good audit 

evidence. 

(b)  The management is not correct and the auditor may have discussions with the actuary. 

(c) The auditor is not correct because the IRDAI Guidelines require the actuary to maintain 

confidentiality and by having such discussion it would be a non-compliance. Auditors 

should be aware of such legal requirements. 

(d) The auditor is not correct because such requirements require approval of the 

Insurance Regulatory and Development Authority of India (IRDA) and that would 

unnecessarily delay the completion of audit. 

Answers to Theoretical Questions 

1. (a)  Refer Point no. 1 of Para 9.2. 

 (b)  Refer Point no. 7 of Para 8.2. 

2.  Refer Point no. 16 of Para 9.2. 

3.  Refer Point no. 13 of Para 9.2. 

4.  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. 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. 

5.  Refer Point no 9 of Para 8.2. 

6.  Refer Point no 5 of Para 8.2. 

Answers to Multiple Choice Questions 

1.  (b) 2.  (a) 3.  (c) 4.  (d) 5.  (b) 

 

���he��nst�t�te�����h�rtered��cc��nt�nts�����nd��

Auditguru.in Page 55 



                                                                         AUDIT OF NBFC                       11.39 

 

 Please explain what points are required to be known in respect of separate report to be 

given by you to the Board of Directors of this NBFC. 

5. Kamna & 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 an 

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. Please 

explain. 

Multiple Choice Questions 

1. RCE Ltd was set up under the Companies Act 2013 and got itself registered as non-banking 

financial company with the Reserve Bank of India, fulfilling the required criteria. During the 

financial year ended 31 March 2019, the company’s operations have started. The 

company’s total assets were rupees 298 crores out of which trade receivables, loans 

receivable in cash, cash and bank balances comprised of rupees 199 crores. During the 

financial year ended 31 March 2019, the company’s operations generated total income of 

rupees 99.50 crores. The management also did an assessment and observed that income 

from its financial assets was not much during the year and amounted to only rupees 60 

crores. The management is looking at various alternatives to improve its operations, if 

required, to generate better income in the coming years. 

 Further, the company during the year also accepted and gave demand deposits which have 

been very efficient for the company. Management has a plan to significantly increase these 

deposits in the next 2 years as that would help in the overall functioning of the company. 

 In the context of the above, please answer which of the following options would be correct. 

(a)  The company does not meet the criteria of financial assets and hence would not be 

considered as NBFC. Further, it cannot accept and give demand deposits and the 

same thing should be reported by the statutory auditors of the company.  

(b)  The company does not meet the criteria of income and hence would not be 

considered as NBFC. Further, it cannot accept and give demand deposits and the 

same thing should be reported by the statutory auditors of the company.  

(c)  The company meets the criteria of financial assets and income. An NBFC can only 

accept demand deposits but cannot give demand deposits. Hence in this case, the 

statutory auditors should report regarding the same.  
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(d)  The company meets the criteria of financial assets and income. An NBFC can only 

give demand deposits but it cannot accept demand deposits. Hence in this case, the 

statutory auditors should report regarding this matter. 

2. 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 

company’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% 

3. CRE Ltd is a non-banking financial company and registered with the Reserve Bank of India 

as per the requirements of Section 45-IA of the Reserve Bank of India Act, 1934. The 

company was established with a net owned fund of Rs. 2 crores. The company’s 

management had a great focus on the internal controls and processes. To make them 

robust, in the initial years of set up of the company, the management involved consultants 

who helped the management in setting up those processes and controls. The company’s 

operations have grown considerably over the years and their assets base is huge. 

 The management has in-house function which reviews these processes regularly and any 

improvements required are actioned upon in no time. 
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 With this kind of set up, the management was assured of the functioning of the NBFC as 

per right principles, however, despite this during the year ended 31 March 2019, the 

management came across instance of fraudulent encashment through forged instruments 

and fictitious accounts involving an amount of Rs. 5 lakhs. Though the amount was not 

significant but still the management discussed the same with the statutory auditors for their 

knowledge.  

 The statutory auditors after discussion told the management that the management needs to 

report this matter to RBI with which the management is not comfortable considering the 

amount involved in this matter and the size of the company.  

(a)  Management need not report this matter considering the nature of fraud. 

(b)  Management need not report this matter considering the amount involved. 

(c)  Management should report this matter to RBI. 

(d)  Management should not report this to RBI, however, it will be their responsibility to 

report this matter to SEBI. 

4. NBB Ltd is a non-banking financial company on which provisions of “Non-Banking Financial 

Companies Acceptance of Public Deposits (Reserve Bank) Directions, 2016” are applicable. 

The company has been accepting as well as holding the public deposits. During the 

financial year ended 31 March 2017, the company obtained specified credit rating for its 

fixed deposits from CRISIL. However, during the financial year ended 31 March 2018, the 

company obtained minimum investment grade for its fixed deposits from ICRA Ltd. During 

the financial year ended 31 March 2019, no such grade/ rating was obtained. The reports of 

the statutory auditors for the past years have always been clean.  

 The statutory auditors of NBB Ltd have completed their audit for the financial year ended 31 

March 2019 as well and finalizing their audit report. The auditors discussed with the 

management that for the financial year ended 31 March 2019, they would have to include 

matter regarding acceptance of public deposits by the company without obtained required 

specified credit rating during the year ended 31 March 2019. The auditors further explained 

that even during the year ended 31 March 2018, instead of specified credit rating, the 

management obtained minimum investment grade which was ignored by them but it cannot 

continue for 2 years. The management is of the view that this requirement was fulfilled as 

the same was obtained in the previous year and for one year if that is not taken then it 

should be fine. Please advise how to deal with this matter. 
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(a)  It would have been fine if the rating was obtained in the financial year ended 31 

March 2018 instead of minimum investment grade. Hence the auditor should report 

this matter. 

(b)  It does not make any difference whether rating or grade was obtained. Moreover the 

same should have been obtained in the current year also and hence the auditor 

should report this matter. 

(c)  It does not make any difference whether rating or grade was obtained. And hence 

management is correct that only upto last year it was obtained and hence no 

reporting is required by the the auditor on this matter. 

(d)  If the rating was not obtained in the previous year, it requires that NBFC obtains 

rating in the current year twice i.e. every half year. Accordingly, it should be reported 

by the auditor. 

5. Kshitij 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”.  

(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. 
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(d) Ind AS would not be applicable for financial year ended 31 March 2019 and hence

the view of statutory auditors is not correct.

Answers to Theoretical Questions

1. Refer Para 1 – Definition and Types of NBFCs.

2. An auditor should know following points regarding registration and regulation of

NBFCs: Under Section 45–IA of the RBI Act, 1934, no NBFC shall commence or carry on

the business of a non-banking financial institution without

� obtaining a certificate of registration issued by the RBI; and

� having a net owned fund (NOF) of ` 25 lakhs (� Two crore since April 1999) not

exceeding two hundred lakhs rupees, as the RBI may, by notification in the Official

Gazette, specify.

(The RBI (Amendment) Act (1997) provided an entry point norm of `� 25 lakh as the 

minimum NOF which was revised upwards to ` 2 crore for new NBFCs seeking grant of 

certificate of registration (CoR) on or after 21 April 1999).  

[Upper limit in relation to NOF requirement for commencing NBFC business has been 

increased from `�2 crores to ` 100 crores as per Finance (No.2) Bill 2019].  

A company incorporated under the Companies Act and desirous of commencing business of 

non-banking financial institution as defined under Section 45–IA of the RBI Act, 1934 can 

apply to the RBI in prescribed form along with necessary documents for registration. The 

RBI issues CoR after satisfying itself that the conditions as enumerated in Section 45-IA of 

the RBI Act, 1934 are satisfied. 

However, to obviate dual regulation, certain categories of NBFCs which are regulated by other 

regulators are exempted from the requirement of registration with RBI viz. Venture Capital 

Fund/Merchant Banking companies/Stock Broking Companies registered with SEBI, Insurance 

Company holding a valid CoR issued by IRDA, Nidhi Companies as notified under Section 406 

of the Companies Act, 2013, Chit Companies as defined in clause (b) of Section 2 of the Chit 

Funds Act, 1982 or Housing Finance Companies regulated by National Housing Bank. 

The RBI has issued directions to NBFCs on acceptance of public deposits, prudential norms 

like capital adequacy, income recognition, asset classification, provision for bad and 
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doubtful debts, risk exposure norms and other measures to monitor the financial solvency 

and reporting by NBFCs.  

Directions were also issued to auditors to report non-compliance with the RBI Act and 

regulations to the Reserve Bank, Board of Directors and shareholders. 

3. Refer Para 6

4. Refer Para 7.1(3), (4)

5. Refer Para 7.1(5)

Answers to Multiple Choice Questions

1.� 2. 3.� 4.� 5.�

���he��nst�t�te�����h�rtered��cc��nt�nts�����nd��

Auditguru.in Page 61 



12.154 ADVANCED AUDITING AND PROFESSIONAL ETHICS 
 

that ABC Ltd has not filed its GSTR 3B for the month of July & its GSTR-1 return is also not 

complied with. What should Mr Sandhu advise the client before conducting GST audit of ABC 

Ltd. 

Multiple Choice Questions 

1.  Jain Ltd is a medium sized company having operations in Ghaziabad and Lucknow. The 

corporate office of the company is based at Delhi. During the year due to certain migration in 

the ERP package of the company, the financial statements were finalized very late but were 

filed with the regulatory authorities on time as per the requirements of the statute. For the 

financial year ended 31 March 2018, the due date of filing income tax return of the company 

was 31 October 2018 and tax audit was also applicable to the company.  

 Since the company was facing internal disturbances, its tax audit could not get completed on 

time and the company decided to submit its income tax return on time and form 3CD and tax 

audit report later on (i.e. after the due date of filing income tax return once that is properly 

audited).  

 Please suggest which of the following would be correct in this case. 

(a)  Company is doing right by filing income tax return on time without tax audit report. 

(b)  Company’s move is not right. Income tax return should be filed along with tax audit 

report. 

(c)  Company is doing the right thing by filing income tax return on time. In the given 

situation, the company may choose not to file tax audit report for the current year. 

(d)  Company should take written advise from a tax consultant about this and should attach 

that along with income tax return if tax audit report is not being filed. 

2. Nisha Ltd is engaged in the business of trading of chemicals. Nisha Ltd is a small size 

company but on the basis of turnover criteria, tax audit becomes applicable to the company. 

The company has been filing its income tax returns on time in the previous years and 

understands that the objective of the tax audit is to ensure that proper books of accounts are 

maintained by the assesses. Considering the fact that company is also required to get its 

accounts audited as per the requirements of the Companies Act 2013, it would like to avail 

exemption from tax audit. If that is not possible then the company would go for tax audit report 

from an accountant who is cost effective. In this context, please suggest which of the following 

should be correct. 

(a)  Company can avail tax audit exemption in the given situation. 

(b)  Company cannot avail tax audit exemption but it may be exempt from submitting the 

tax audit report from a Chartered Accountant. 
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(c)  Company can avail tax audit exemption, however, the statutory auditor in that case 

would be required to cover the same in his statutory audit report. 

(d)  Company cannot avail tax audit exemption and would need to get this done from a 

Chartered Accountant. 

3. RJ & Associates have been the statutory auditors of SH & Co, a partnership firm, for many 

years. Tax audit of SH & Co was performed by KJ & Associates. During the year ended 31 

March 2018, KJ & Associates resigned as tax auditors of SH & Co due to their personal 

reasons. SH & Co appointed RJ & Associates as its tax auditor for the year ended 31 March 

2018. The engagement letter of RJ & Associates as statutory auditors of SH & Co was already 

signed and RJ & Associates moved ahead without signing another engagement letter for tax 

audit since most of the terms related to engagement were covered in the engagement letter 

of statutory audit except additional scope and fee which was principally agreed between both 

the parties. Please suggest which of the following is correct in the given situation. 

(a)  RJ & Associates need not sign another engagement letter for tax audit. 

(b) RJ & Associates need to sign another engagement letter for tax audit. 

(c)  RJ & Associates need not sign another engagement letter for tax audit. However, they 

should ensure that the same thing is covered in the engagement letter for next year 

i.e. year ending 31 March 2019.  

(d)  RJ & Associates need not sign another engagement letter for tax audit if the fee for 

tax audit is within the range of 5-10% of statutory audit fee.  

4. ABC & Co LLP is a firm of Chartered Accountants having 5 partners. The firm specializes in 

taxation work and also has large no of statutory audits and tax audits of corporate entities 

and non-corporate entities. During the financial year ended 31 March 2018, the firm has 

received various requests for new tax audits. On the basis of limit assigned in respect of tax 

audit assignments by a Chartered Accountant/ firm of Chartered Accountants, please suggest 

which of the following would be correct. 

(a)   Firm can accept 300 tax audits assignments (in total) to be signed by its 5 partners. 

(b)  Firm can accept 300 tax audits of corporate entities and 300 tax audits of non-

corporate entities to be signed by its 5 partners. 

(c)  Firm can accept 300 tax audits of corporate entities, 300 tax audits of non-corporate 

entities and more by outsourcing the same to Chartered Accountants outside the firm, 

however, all these will be signed by its 5 partners. 

(d) Since the firm specializes in taxation work, it cannot accept 300 tax audit assignments. 
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5. AOP Pvt Ltd is currently engaged in closing its books of accounts for the financial year ended 

31 March 2019. The company has always been a compliance-savvy and has also engaged 

consultants for the same. The business of the company has been stable over the years and 

profitability has been good over the last 3 years. 

 The company got registered for GST on time. Since registration the company has been filing 

statement of returns GSTR 3B. However, Annual Return in GSTR 9 has not been filed by the 

company.  

 Proper Officer issued a notice for failure to file Annual Return within 15 days. Even then, no 

Annual Return was filed by the company within the time permitted. Please advise 

(a)  In such a case, the company becomes a ‘non-filer’.  

(b)  In such a case, the company would remain fully compliant.  

(c)  The Proper Officer would be required to discuss this matter with the GST auditors of 

the company.  

(d) GST auditor may resign in this situation. 

6. 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 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. 

Answers to Theoretical Questions 

1. Turnover limit for the purpose of Tax Audit: The following points merit consideration as 

stated in the Guidance note on Tax Audit issued by the Institute of Chartered Accountants of 

India- 

(i) Price of goods returned should be deducted from the figure of turnover even if the 

return are from the sales made in the earlier years. 

(ii) Cash discount otherwise than that allowed in a cash memo/sales invoice is in the 

nature of a financing charge and is not related to turnover. The same should not be 

deducted from the figure of turnover. 
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 10. AUDIT REPORT OF THE COMPTROLLER AND 
AUDITOR GENERAL 

To facilitate a proper consideration, the reports of the C&AG on the audit of PSUs are presented to 

the Parliament in several parts consisting of the following: 

(a) Introduction containing a general review of the working results of Government companies, 

deemed Government companies and corporations; 

(b) Results of comprehensive appraisals of selected undertakings conducted by the Audit Board; 

(c) Resume of the company auditors’ reports submitted by them under the directions issued by 

the C&AG and that of comments on the accounts of the Government companies; and 

(d) Significant results of audit of the undertakings not taken up for appraisal by the Audit Board. 

For certain specified states, the C&AG submits a separate audit report (commercial) to the 

legislature, while for other States/Union Territories with legislature, there is a commercial chapter in 

the main audit report. The State audit reports, contains both the results of audit appraisal of 

performance of selected companies/corporations as well as important individual instances of 

financial irregularities, wasteful expenditure, system deficiencies noticed by the statutory auditors, 

comments noticed in Government audit in the audit functions of certification of accounts and a 

general review of the working results of Government companies and corporations.  

TEST YOUR KNOWLEDGE 

Theoretical Questions 

1. What are the principles involved regarding “Propriety audit’ in the case of Public Sector 

Undertaking? 

2. Write a short explanatory note on –  

(a) Areas of propriety audit under Section 143(1) of the Companies Act, 2013. 

(b)  Role of C&AG in the Audit of a Government company. 

3. ABG & Co., a Chartered Accountant firm has been appointed by C & AG for performance 

audit of a Sugar Industry. What factors should be considered by ABG & Co., while planning 

a performance audit of Sugar Industry? 

Multiple Choice Questions 

1.  Setir Ltd is a company in which 59% of the paid up share capital is held by Punjab 

Government. The company is engaged in the business of providing consultancy services in 

relation to construction projects. 

 The Punjab Government is also planning to induct funds in the company in future, if required.  
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 Nocri Ltd is a company controlled by Setir Ltd. The business of Nocri Ltd is construction and 

has an annual turnover of INR 2500 crores approx. 

 The audit of the financial statements of Nocri Ltd for the financial year ended 31 March 2019 

got completed but Nocri Ltd observed that during the course of audit, there was 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. Nocri Ltd 

is seeking legal opinion to go against C&AG so that they can avoid unnecessary interference 

of C&AG and is also looking to have new auditors appointed by Nocri Ltd with whom they will 

have an engagement letter with the terms that those auditors don’t accept any interference 

of C&AG which the existing auditors have not been able to avoid.  

 In this context, please advise which of the following should be correct?  

(a)  The stand of the existing auditors should have been better i.e. not to accept any 

interference of C&AG. 

(b)  Management could have planned the audit work better by including the same terms in 

engagement letter with existing auditors instead of appointing another auditors. 

(c)  C&AG involvement could have been accepted if this was the audit of Setir Ltd but not 

in case of Nokri Ltd and hence Nokri Ltd should also reach out to its parent company 

to get this resolved. 

(d)  Stand of Nokri Ltd is wrong as the C&AG may get involved in the audit of Nokri Ltd. 

2. CGN Ltd is a large company engaged in the business of oil exploration in India. The Tamil 

Nadu Government and the Central Government hold 37% and 20% respectively of the paid 

up share capital of this company.  

 The C&AG appointed the statutory auditors of this company as per requirements of the 

Companies Act 2013. The company had a concern regarding this appointment because 

company wanted to appoint another auditors as per their assessment, however, considering 

the legal hassles which would have got involved, the company decided to go ahead with this. 

 The audit of the financial statement for the year ended 31 March 2019 got completed by the 

auditors appointed by the C&AG. Subsequent to this, the C&AG also issued an order to 

conduct test audit of the accounts of the company which was objected by the management 

of the company.  

 The management objected saying that the complete set of financial statements have been 

audited by auditors appointed by the C&AG and hence this order is not acceptable because 

this would lead to duplication of work. 

 Moreover, the management has also written to the C&AG that for the next financial year, the 

existing auditors should either resign so that the management may bring in their own auditors 

���he��nst�t�te�����h�rtered��cc��nt�nts�����nd��

Auditguru.in Page 66 



13.34       ADVANCED AUDITING AND PROFESSIONAL ETHICS 

or the C&AG should have faith in the work of the auditors appointed by them. Please suggest 

how to resolve this matter. 

(a)  The management’s stand is not correct. The C&AG may order test audit as per the 

requirements of the Companies Act 2013. 

(b)  The management’s stand is not correct. The C&AG may order test audit as per the 

requirements of the Indian Penal Code. 

(c)  The management is correct and in this situation they get the right to appoint another 

auditor considering the fact that the C&AG has lost faith in the work of auditors 

appointed by them. 

(d)  Such type of matters should be taken to arbitration as per the requirements of the 

Arbitration Act. 

3.  NOP Ltd is a joint venture of Central Government and a private company and is engaged in 

the business of distribution of electricity in Chennai. The Central Government holds 51% 

shares of the company.  

 The company is acknowledged for its consumer-friendly practices. Initially it was completely 

owned by the Government and was running into significant losses but after the joint venture, 

the aggregate technical and commercial losses of the company showed a record decline. 

 The operations of the company have improved significantly as claimed by the management 

of the company. 

 The C&AG wants to conduct the performance audit of one of the departments of the company 

through a subordinate office of Indian Audit and Accounts Department. 

 For this purpose, the audit programme has also been finalized and the Accountant General 

has intimated the company that the audit would start within a day’s time. The company is 

concerned because the programme which has been received from the Accountant General is 

quite detailed and would involve significant time. Further the management of the company is 

quite surprised as to why this audit should be conducted as this is not a company subject to 

such types of audits as per law. 

 The management of the company would like to have your inputs in respect of this matter. 

Please guide. 

(a)  The notice for such type of audit should give reasonable time to the management to 

prepare themselves. Further it should not be a detailed audit requiring significant time 

of the company. 

(b)  The C&AG may conduct such type of audits in respect of NOP Ltd which would get 

covered in this criteria, however, the notice for conducting such type of audit should 

give reasonable time to the management to prepare themselves. 
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(c)  In case of a joint venture such type of audit cannot be performed as per the Companies 

Act 2013. The company should write to the Registrar of Companies in respect of this 

matter and till that time no audit can be started. 

(d)  In case of a joint venture such type of audit cannot be performed as per the Companies 

Act 2013. Further wherever this is applicable that is only for a small period of time. 

The company should write to the Ministry of Corporate Affairs in respect of this matter. 

4.  AJ Petroleum & Refining Ltd is a Maharatna Central Public Sector Undertaking (PSU) in India 

having its registered office in Uttranchal. 

 It is engaged in the business of oil refining, pipeline transportation & marketing, exploration 

& production of crude oil & gas, petrochemicals, gas marketing and other downstream 

operations.  

 The PSU has global aspirations for which its management is working on various plans/ 

programmes so that the same can be achieved in future. It is also planning to pursue diverse 

business interests by setting up of various joint ventures with reputed business partners from 

India and abroad to explore global opportunities.  

 Considering these objectives and other factors, the C&AG directed the performance audit in 

respect of its certain activities/ functions which has been in progress. Before starting the 

audit, the detailed scope and composition of audit team was shared with the management of 

the company and tentative timelines were also given with which the management was fine. 

However, during the course of the audit the audit team changed its audit programme to 

achieve the desired objectives which was approved by the competent authority, however, the 

management was not happy with those changes.  

 The management wants the audit team to conclude the audit with the same scope as this is 

a special type of audit wherein such flexibility cannot be accepted as that would defeat the 

purpose of the law. However, the audit team has a different view. Please guide. 

(a)  Changes in audit programme in such type of audits are not acceptable as specified by 

the Companies Audit and Auditors Rules 2014. 

(b)  Changes in audit programme in such type of audits are not acceptable as specified by 

the Companies Audit and Auditors Rules 2014 and the Ministry of Law. 

(c)  Changes in audit programme in such type of audits can be accepted provided those 

are discussed with the management and approved by the Competent Authority. 

(d)  The C&AG should get involved in this matter after taking permission from the Central 

Government and would require to change the audit team if the scope requires any 

changes as the same should have been properly assessed by the audit team before 

commencing the audit.  
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5.  In Case of PSU, Direct Reporting Engagement does not include 

(a)  Performance audits 

(b)  Compliance audits 

(c)  Financial audits 

(d)  Comprehensive Audit 

Answers to Theoretical Questions 

1. Companies Act, lays down special provisions regarding audit of accounts of public sector 

undertakings registered as Government Companies. Section 143 of the Companies Act, 2013 

empowers C&AG to conduct supplementary or test audit. Audit of public enterprises in India 

is not restricted to financial and compliance audit; it extends also to efficiency, economy and 

effectiveness with which these operate and fulfill their objectives and goals. Another aspect 

of audit relates to questions of propriety; this audit is directed towards an examination of 

management decisions in sales, purchases, contracts, etc. to see whether these have been 

taken in the best interests of the undertaking and conform to accepted principles of financial 

propriety. Propriety audit stands for verification of transactions on the tests of public interest, 

commonly accepted customs and standards of conduct. On an analysis, these tests boil down 

to tests of economy, efficiency and faithfulness. Instead of too much dependence on 

documents, vouchers and evidence, it shifts the emphasis to the substance of transactions 

and looks into the appropriateness thereof on a consideration of financial prudence, public 

interest and prevention of wasteful expenditure. Thus, propriety audit is concerned with 

scrutiny of executive actions and decisions bearing on financial and profit and loss situation 

of the company, with special regard to public interest and commonly accepted customs and 

standards of conduct. It is also seen whether every officer has exercised the same vigilance 

in respect of expenditure incurred from public money, as a person of ordinary prudence would 

exercise in respect of expenditure of his own money under similar circumstances. Some 

general principles have been laid down in the Audit Code, which have for long been 

recognised as standards of financial propriety. Audit against propriety seeks to ensure that 

expenditure conforms to these principles which have been stated as follows: 

(i) The expenditure should not be prima facie more than the occasion demands. Every 

public officer is expected to exercise the same vigilance in respect of expenditure 

incurred from public moneys as a person of ordinary prudence would exercise in 

respect of expenditure of his own money. 

(ii) No authority should exercise its powers of sanctioning expenditure to pass an order 

which will be directly or indirectly to its own advantage. 

(iii) Public moneys should not be utilised for the benefit of a particular person or section 

of the community. 
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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. 

3.  Factors to be considered while planning the Performance Audit: Refer Para 7.3. 

Answers to Multiple Choice Questions 

1. (d) 2. (a) 3.  (b) 4.  (c) 5. (c)
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TEST YOUR KNOWLEDGE 

Theoretical Questions  

1. Indicate the precise nature of auditor's liability in the following situations and support your 

views with authority, if any: 

(i)  A misstatement had occurred in the prospectus issued by the company.  

(ii) Certain weaknesses in the internal control procedure in the payment of wages in a 

large construction company were noticed by the statutory auditor who in turn brought 

the same to the knowledge of the Managing Director of the company. In the 

subsequent year huge defalcation came to the notice of the management. The origin 

of the same was traced to the earlier year. The management wants to sue the 

auditor for negligence and also plans to file a complaint with the Institute. 

(iii) Based upon the legal opinion of a leading advocate, X Ltd. made a provision of  

` 3 crores towards Income Tax liability. The assessing authority has worked out the 

liability at ` 5 crores. It is observed that the opinion of the advocate was inconsistent 

with legal position with regard to certain revenue items. 

2. Write a short note on - Auditor’s liability in case of unlawful acts or defaults by clients.  

3. Explain briefly duties and responsibilities of an auditor in case of material misstatement 

resulting from Management Fraud.  

4. In assessment procedure of M/s Cloud Ltd., Income Tax Officer observed some 

irregularities. Therefore, he started investigation of Books of Accounts audited and signed 

by Mr. Old, a practicing Chartered Accountant. While going through books he found that M/s 

Cloud Ltd. used to maintain two sets of Books of Accounts, one is the official set and other 

is covering all the transactions. Income Tax Department filed a complaint with the Institute 

of Chartered Accountants of India saying Mr. Old had negligently performed his duties. 

Comment. 

5.  Mr. Fresh, a newly qualified chartered accountant, wants to start practice and he requires 

your advice, among other things, on criminal liabilities of an auditor under the Companies 

Act, 2013. Kindly guide him. 

Multiple Choice Questions 

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 
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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. Please suggest your views on this. 

(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. 

2.  Kshitij and a group of persons subscribed to the shares of JNN Ltd. JNN Ltd had issued a 

prospectus for issuance of shares against which these persons had subscribed the shares.  

 It was later on found that some information as included in the prospectus was misleading. 

These persons filed a case against the company covering all the parties who were 

responsible for the prospectus on the ground that the information contained in the 

prospectus was misleading and they suffered losses by relying on that information. 

 The company consulted this matter with its legal consultants in respect of the course of 

action to be taken and also consulted that if the outcome of the case goes against the 

company then which all parties may be held liable and what could be the other 

consequences.  
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 The prospectus included auditor’s report who had also given his clearance. Some of the 

experts were also involved in respect of the information on which the litigation was filed.  

 Subsequently, it was proved that the contention of Kshitij and those persons was correct. It 

was held that the directors, promoters of the company and the experts involved would be 

liable to pay compensation to all these persons who had sustained losses or any damage.  

 The auditors of the company were also asked to make good the losses but they refused 

with an argument that it is limited to directors, promoters and experts.  

 In this context, please suggest which of the following statement is correct. 

(a)  The argument of the auditors is valid. As per the final outcome of the litigation the 

auditors were not held liable. However, on moral grounds the auditors should 

contribute towards the losses suffered by any person. 

(b)  The argument of the auditors is valid. Since the final outcome of the litigation did not 

held them liable, they cannot be asked to contribute towards the losses suffered by 

any person. 

(c)  The argument of the auditors is not valid. The final outcome of the litigation covers 

the experts and hence the auditors also get covered to contribute towards the losses 

suffered by the persons. 

(d)  The outcome of the litigation seems to be completely wrong. The directors and 

experts were held liable but along with that the statutory auditors, internal auditors, 

tax auditors, Company Secretary, tax consultants and the legal advisors should also 

have been held liable. Further the promoters cannot be held liable in such matters. 

3.  JK 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 deficiencies were observed in respect of assets reported therein due to 

which those stakeholders suffered damages. As a result, those stakeholders went for a civil 

action against the company including all the parties who had the responsibility in respect of 

those financial statements. 

 The statutory auditors of the company were also roped in. The statutory auditors went 

against this civil action and were able to prove that there was no professional negligence on 

their part. 

 It was decided that the loss was occasioned through the negligence of directors and the 

fault of the auditor in failing to verify the asset was considered to be only technical.  
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 On the basis of above mentioned facts, what should be the correct option out of the 

following? 

(a)  A penalty should be levied on the auditors but that should not be equivalent to the 

damages suffered by the stakeholders. The damages would be required to be made 

good by the directors of the company. 

(b)  Both the auditors and the directors should be held liable in respect of the 

deficiencies identified. Both of them should compensate these stakeholders in 

respect of the damages and a further penalty of INR 10 lakhs would be imposed on 

them. 

(c)  Auditors and directors should be held liable in this case. Further because the fault of 

directors is bigger, they would be subject to a penalty of INR 10 crores or losses 

suffered by the stakeholders, whichever is higher. 

(d)  Since the fault of the auditor is limited to technical in nature, he cannot be held liable 

for any penalty or damages. However, he would not be allowed to work for this 

company and any other company in similar industry for a period of next 5 years as 

per the requirements of the Companies Act 2013. 

4.  KKR Ltd is a medium-sized company engaged in the business of e-commerce. The 

company’s operations have remained stable over the years and its profitability has been 

going down. The company also ventured into different markets over the last few years but 

that has not helped much in terms of growth of business or increasing the profitability. The 

company’s immediate plan is to expand its operations with focus on increasing the 

profitability. 

 The company was looking for funds to achieve this objective and issued a prospectus to the 

public to subscribe to its shares.  

 The financial statements of the company for the year ended 31 March 2018 included in the 

prospectus showed a very different picture of the company particularly in respect of its 

profits. 

 It was later on found that some of the information contained in the prospectus was 

misstated i.e. it was untrue and misleading to attract the public to subscribe the shares of 

the company.  

 Legal action was taken by the stakeholders against the company including its auditors and 

the company’s management/ directors were confident that they would not be required to 

face any action considering the fact that the financial statements were duly audited by a 

reputed firm of Chartered Accountants. If at all any problem arises, it would be the 

responsibility of the auditors. 
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 Please advise whether anyone can be held liable in this matter or not. If yes, what action 

can be taken against him/them? If no, what should be the corrective action? 

(a)  The understanding of the directors is correct and the auditors should be held liable 

under section 447 of the Companies Act. 

(b)  The understanding of the directors is wrong. They would be held liable under section 

447 of the Companies Act and not the auditors because responsibility for the 

prospectus lies with the management. 

(c)  This may lead to criminal liability wherein every person who authorises the issue of 

such prospectus shall be liable under section 447 of the Companies Act. 

(d)  This may lead to civil liability wherein every person who authorises the issue of such 

prospectus shall be liable under section 447 of the Companies Act. 

5.  Vimal Kumar, a Chartered Accountant by profession, has been into practice for the over 6 

years. He developed a specialization in respect of matters related to Income Tax and hence 

got various clients to whom he was advising.  

 Other than the taxation work, Vimal was also good in accounting matters but he could not 

develop his business/ clientele the accounting services over the period. 

 He used to represent his clients in respect of income tax returns.  

 For one of his clients, he, as an authorised representative, prepared the return of income 

and furnished the same and other required documents (the particulars of accounts, 

statements and other documents supplied to him by the assessee for the preparation of the 

return) to the Assessing Officer. He had also conducted an examination of those records 

and submitted a report on the scope and results of his examination.  

 The assesse in this case was a very old client of Vimal and also used to pay him very good 

remuneration. In order to provide some benefits to the assesse, Vimal provided certain 

information to the assessing officer which was found to be false later on. 

 In the given case, which of the following options should apply? 

(a)  Since Vimal only acted as a representative of the assesse, he cannot be held liable. 

The assesse is the primary person responsible and accordingly the assessee would 

be liable to rigorous imprisonment which may extend to seven years and to a fine. 

(b)  The given matter does not only relate to submission of the return of income but also 

covers an examination of those records and a report on the scope and results of 

examination by a Chartered Accountant. Because of the professional responsibilities 

placed on a CA, it becomes his duty to carry out all the tasks in an objective manner 

free from any bias. Hence Vimal would be liable to a penalty of ` seven crores and 

imprisonment of seven years. 
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(c)  Vimal would be liable to rigorous imprisonment which may extend to seven years and 

to a fine. 

(d)  Vimal and his assessee would be liable to a penalty which may extend to ` 1 crore. 

Further because of the fact that the particulars submitted with the assessing officer 

belong to the assesse, hence the assesse would also be liable to imprisonment for 

three years under the Indian Penal Code. 

Answers to Theoretical Questions 

1.  (i)  Refer para 4. 

(ii) In the given case, certain weaknesses in the internal control procedure in the 

payment of wages in a large construction company were noticed by the statutory 

auditor and brought the same to the knowledge of the Managing Director of the 

company. In the subsequent year, a huge defalcation took place, the ramification of 

which stretched to the earlier year. The management of the company desires to sue 

the statutory auditor for negligence. The precise nature of auditor's liability in the 

case can be ascertained on the basis of the under noted considerations: 

(a) Whether the defalcation emanated from the weaknesses noticed by the statutory 

auditor, the information regarding which was passed on to the management; and 

(b) Whether the statutory auditor properly and adequately extended the audit 

programme of the previous year having regard to the weaknesses noticed. 

 SA 265 on “Communicating Deficiencies in Internal Control to Those Charged 

with Governance and Management” clearly mentions that, “The auditor shall 

determine whether, on the basis of the audit work performed, the auditor has 

identified one or more deficiencies in internal control. If the auditor has identified one 

or more deficiencies in internal control, the auditor shall determine, on the basis of 

the audit work performed, whether, individually or in combination, they constitute 

significant deficiencies. The auditor shall communicate in writing significant 

deficiencies in internal control identified during the audit to those charged with 

governance on a timely basis. The auditor shall also communicate to management at 

an appropriate level of responsibility on a timely basis”. The fact, however, remains 

that, weaknesses in the design of the internal control system and non-compliance 

with identified control procedures increase the risk of fraud or error. If circumstances 

indicate the possible existence of fraud or error, the auditor should consider the 

potential effect of the suspected fraud or error on the financial information. If the 

auditor believes the suspected fraud or error could have a material effect on the 

financial information, he should perform such modified or additional procedures as 

he determines to be appropriate. Thus, normally speaking, as long as the auditor 

took due care in performing the audit work, he cannot be held liable. 
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Mr. Old, the auditor was not under a duty to prepare books of accounts of assessee and he 

should, of course, neither suggest nor assist in the preparations of false accounts. He is 

responsible for the books produced before him for audit.  He completed his audit work with 

official set of books only. 

In this situation, as Mr. Old, performed the auditing with due skill and diligence; and, 

therefore, no question of negligence arises.  It is the duty of the Department to himself 

investigate the truth and correctness of the accounts of the assessee. 

5. Refer Para 5. 

Answers to Multiple Choice Questions 

1. (b) 2.  (c) 3. (a) 4.  (c) 5.  (c) 
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

1.  Write a short note on-Summary Written Report.  

2.  State the important aspects to be considered by the External auditor in the evaluation of 

Internal Audit Function.  

3.  AB Pvt. Ltd. company having outstanding loans or borrowings from banks exceeding one 

hundred crore rupees wants to appoint internal auditor. Please guide him for applicability of 

the same and who can be appointed as internal auditor and what work would be reviewed by 

him. 

Multiple Choice Questions 

1.  The Board of Directors of Young Ltd., a listed company, appointed Mr. Old, a Cost 
Accountant (not in practice), to conduct internal audit of the functions and activities of the 
company. The job of Mr. Old would be of an independent management function, involving a 
continuous and critical appraisal of the functioning of the company with a view to suggest 
improvements thereto and add value to and strengthen the overall governance mechanism 
of the company, including the entity’s strategic risk management and internal control system. 
However, some of the officers of the company are against the appointment of a Cost 
Accountant who is not in practice as an internal auditor. State whether those officers are 
correct or not in their view point by referring the provisions of the Companies Act, 2013? 

(a) The view point of the officers are correct because as per section 138 of the Companies 
Act, 2013, the internal auditor shall be a chartered accountant. 

(b) The view point of the officers are correct because as per section 138 of the Companies 
Act, 2013, the internal auditor shall a cost accountant in practice. 

(c) The view point of the officers are correct because as per section 138 of the Companies 
Act, 2013, the internal auditor shall be an employee of the company. 

(d) The view point of the officers are not correct because as per section 138 of the 
Companies Act, 2013, the internal auditor shall either be a chartered accountant or a 
cost accountant (whether engaged in practice or not), or such other professional as 
may be decided by the Board. 

2.  Employees of GIG Ltd. have to travel frequently for business purposes, so the company 

entered into a contract with a Simony Travels Ltd. for managing booking, cancellation and 

other services required by their employees. As per contract terms, Simony travels has to raise 

its monthly bills for the tickets booked or cancelled during the period and the same are paid 

by GIG Ltd. within 15 days of the bill date. The bills raised by Simony travels were of huge 

amount, so the management of GIG Ltd. decided to get an audit conducted of the process 
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followed for booking/ cancellation of tickets and verify the accuracy of bills raised by the travel 

agency. Which audit do you feel the management should opt for? 

(a) Internal audit, as it relates to examine the operational efficiency of the organisation. 

(b) Management audit, as it is an audit desired by the management. 

(c) Performance audit so as to assess the performance of the Simony travels appointed 

by the organisation. 

(d) Operational audit, as it is the audit for the management and involves verifying the 

effectiveness, efficiency and economy of operations done by the Simony travels for 

the organisation. 

Case Study Based MCQs 

1. RS Ltd was set up by Raj and Shanti in 1992. Initially the name of the company was Rajeev 

Private Limited. The company is currently into the business of aviation. The company has its 

head office at Chennai. The company has been in the same business since its incorporation 

but over the years had to shut down its business 3 times due to operational inefficiencies and 

resultant losses.  

 In the year 2012, when the company restarted its operations after shutting that down third 

time, the company got funding from foreign investors. The management of the company 

increased its focus on the processes of the company and various checks and controls to 

improve the efficiency of the operations. This gradually resulted in improving the overall 

business culture of the company and gradually company started earning profits.  

 In the year 2016, the company got converted into public company and got its name changed 

to RS Ltd. After that the company also tried to get listed on the New York Stock Exchange 

but the market was not favourable and the company instead got listed in India.  

 The company kept increasing its focus on operational efficiencies which was also extended 

to all other processes of the company, most importantly, financial reporting which was not 

focused earlier by the management.  

 The company also appointed a large firm of Chartered Accountants, KB & Co, as its internal 

auditors, who have had specialization in the same sector so that they can help the company 

to fill the gaps in the processes, wherever required.  

 The company also appointed other consultants to improve on the operations and 

management functions. 
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 During the financial year ended 31 March 2018, the internal auditors of the company raised 

some observations which were discussed in detail with the management, primarily because 

the management was not agreeing to some of the points of the internal auditors.  

 Subsequently in the financial year ended 31 March 2019, the management decided to set up 

its in-house internal audit function along with the CA firm, KB & Co. The idea was to do the 

work in-house and over the period, KB & Co can move out once the management is confident 

of the in-house internal audit function.  

 Considering the above mentioned facts, please provide your suggestions in respect of the 

following: 

(i) The Standard Operating Procedures (SOP) for logistics process was not defined from 

the point of vehicle request received from the sales marketing department up to the 

bills verification. The management explained that part of this process was developed 

and remaining part was expected within next 3 months. 

(a) This is more of a documentation and hence not relevant for the management. 

(b) Auditor should highlight and report this matter in his report. 

(c) The matter which is already under development should not be considered by 

the auditor. 

(d)  Management needs to demonstrate the development process further and get 

this issue closed. 

(ii) It was noted that during a particular period, cash in hand balance was higher than 

actual cash requirement at some locations. Ratio of cash expenses to closing cash 

balance during that period ranged from 7 to 84 times. Further the insurance cover was 

also not taken for the cash in hand kept at some locations. The management explained 

that this occurred only during a specified period and the insurance coverage plan was 

in place for the next year. 

(a)  Auditor should report this matter in his report. 

(b)  The management needs to explain the amount involved and if that is low then 

the auditor should ignore this. 

(c)  The cash balance should not be looked at by the internal auditor as this is more 

relevant from financial reporting. 

(d)  Internal auditor should only report about not availability of the insurance 

coverage to the management. 
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(iii) On review of procurement process, it was observed that the system was not enabled 

to show pending delivery of same material while raising a subsequent purchase order 

and the guidelines were not defined for review of open purchase orders and long 

pending orders. 

 Management explained that this was due to lead time, locking in quantity/price, lead 

time to shipment, delays in delivery due to rake unavailability, failure of vendors to 

supply material as per timelines or quality etc and they will explore how system driven 

reporting can be done. 

(a)  This was an operational challenge and hence out of the purview of internal 

auditor. 

(b)  This related to some system constraints and hence may be ignored by the 

internal auditor. 

(c)  The internal auditor needs to highlight this in his report. 

(d)  The management should draw a proper plan to take care of this. In any case 

there doesn’t appear to be any financial impact due eot this and hence the same 

should be ignored. 

(iv) It was observed that the credit limit assessment was not being performed for all the 

customers which could result in possibility of credit being given to customers with weak 

financial credibility leading to bad debts/ financial losses to the company.  

 Management replied that they started the process of updation of credit limit in their 

ERP package which shall be completed in a month’s time for major customers and for 

customers wherever temporary credit limit was defined. This would cover majority of 

exposure. 

(a)  Since the management has already taken remedial action, the internal audit 

should drop this point. 

(b)  Since this matter related to financials, this should be covered by the statutory 

auditors and not the internal auditors. 

(c)  The management said that statutory auditors have also raised this point and 

hence internal auditors should drop this. 

(d)  Internal auditors should report this irrespective of the fact whether statutory 

auditors covered this or not. 
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(v) The management’s plan to phase out the CA firm by building up in-house internal audit 

team has been questioned by the statutory auditors saying this is not acceptable. 

(a)  Statutory auditors are correct. 

(b)  Statutory auditors should observe this for a period and if that is working fine 

then they should have no concern regarding this. 

(c)  The management has a discretion regarding this and hence statutory auditors 

are not correct. 

(d)  The management should take approval from relevant authority like MCA and 

then statutory auditors would have to accept this. 

Answers to Theoretical Questions 

1.  Refer Para 7.7.  

2.  Evaluation of Internal Audit Functions by External Auditor: 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. The important aspects to be considered in this 

context are: 

(a) Organisational Status - Whether internal audit is undertaken by an outside agency 

or by an internal audit department within the entity itself, the internal auditor reports to 

the management.  In an ideal situation his reports to the highest level of management 

and is free of any other operating responsibility.  Any constraints or restrictions placed 

upon his work by management should be carefully evaluated. In particular, the internal 

auditor should be free to communicate fully with the external auditor. 

(b) Scope of Function - The external auditor should ascertain the nature and depth of 

coverage of the assignment which the internal auditor discharges for management. He 

should also ascertain to what extent the management considers, and where 

appropriate, acts upon internal audit recommendations. 

(c) Technical Competence - The external auditor should ascertain that internal audit 

work is performed by persons having adequate technical training and proficiency. This 

may be accomplished by reviewing the experience and professional qualifications of 

the persons undertaking the internal audit work. 

(d) Due Professional Care - The external auditor should ascertain whether internal audit 

work appears to be properly planned, supervised, reviewed and documented. An 
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example of the exercise of due professional care by the internal auditor is the existence 

of adequate audit manuals, audit programmes and working papers. 

3.  Applicability of Internal Audit: Section 138 of the Companies Act, 2013 states that every 

private limited company is required to conduct internal audit if its outstanding loans or 

borrowings from banks or public financial institutions exceeding one hundred crore rupees or 

more at any point of time during the preceding financial year.  

In view of above provisions, AB Pvt. Ltd. is under compulsion to conduct internal audit as its 

loans or borrowings are falling under the prescribed limit.  

Who can be appointed as Internal Auditor- The internal auditor shall either be a chartered 

accountant or a cost accountant, whether engaged in practice or not, or such other 

professional as may be decided by the Board to conduct internal audit of the functions and 

activities of the companies. 

The internal auditor may or may not be an employee of the company. 

Work to be reviewed by Internal Auditor- Refer Para 2. 

Answers to Multiple Choice Questions 

1. (d) 2. (d)   

Answers to Case Study Based MCQs  

1. (b) 2. (a) 3.  (c) 4.  (d) 5. (c)  
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TEST YOUR KNOWLEDGE 

Theoretical Questions  

1. Sri Rajan is above 80 years old and wishes to sell his proprietary business of manufacture of 

specialty chemicals. Ceta Ltd. wants to buy the business and appoints you to carry out a due 

diligence audit to decide whether it would be worthwhile to acquire the business. 

What procedures you would adopt before you could render any advice to Ceta Ltd.?  

2.  An American Company engaged in the business of manufacturing and distribution of industrial 

gases, is interested in acquiring a listed Indian Company having a market share of more than 

65% of the industrial gas business in India. It requests you to conduct a “Due Diligence” of 

this Indian Company and submit your Report. List out the contents of your Due Diligence 

Review Report that you will submit to your USA based Client. 

3.  A nationalised bank received an application from an export company seeking sanction of a 

term loan to expand the existing sea food processing plant. In this connection, the General 

Manager, who is in charge of Advances, approaches you to conduct a thorough investigation 

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

whether to sanction this loan or not. 

List out the points you will cover in your investigation before submitting your report to the 

General Manager. 

4.  What are the important steps involved while conducting Investigation on behalf of an Incoming 

Partner? 

5.  Mr. Clean who proposes to buy the proprietary business of Mr. Perfect, engages you as 

investigating accountant. Specify the areas which you will cover in your investigation. 

6.  In a Company, it is suspected that there has been embezzlement in cash receipts. As an 

investigator, what are the areas that you would verify? 

7.  J Ltd. is interested in acquiring S Ltd. The valuation of S Ltd. is dependent on future 

maintainable sales. As the person entrusted to Ltd., what factors would you consider 

in assessing the future maintainable turnover? 

8.  Briefly mentioned the forensic audit techniques name. 

9. Forensic audit is unlike other audits. Explain  

10. Enumerate the steps to be undertaken in case of forensic audit process. 

Multiple Choice Questions  

1. IMIR Inc is a major technology, engineering, manufacturing and financial services 

conglomerate, with global operations having its registered office in US. The Company’s 
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manufacturing footprint extends across eight countries in addition to US. It has several 

international offices and a supply chain that extends around the globe. 

 HIN Private Limited is a medium-sized Fast Moving Electrical Goods (FMEG) company and 

is also involved in power distribution equipment manufacturing. This company is based in 

India and enjoys a good market share in a wide spectrum of products like Industrial & 

Domestic Circuit Protection Devices, Cables & Wires, Fans, Commercial and Industrial 

Applications.  

 IMIR Inc (Acquirer) is currently in talks to acquire HIN Pvt Ltd (Target). The initial price has 

been agreed for the acquisition of business based on net worth and profitability of the target 

company with an assumption that all contingent liabilities of the target impacting its future 

business have been considered. The acquirer appointed a firm to carry out the financial due 

diligence review of the target company and advised that the firm should strictly work as per 

the scope. 

 The firm during the course of its review found some showcause notices (which have not 

matured into demands) being issued against the target company. The firm also found that 

there could be a potential high value labour claim which may arise out of the negotiation 

which was ongoing between the target company and the labour union and the labour wage 

agreement was already expired. 

 The firm discussed all these matters with the management of the target company. The target 

company confirmed that these matters are under discussion and was confident that these 

matters would not result into any liability and hence it did not consider the same in the initial 

price. The firm after its discussion with the target reported these matters to the acquirer. 

 In the given situation, please suggest which one of the following should be correct? 

(a)  In the given case, the initial price between the target and the acquirer is already set 

which includes the impact of contingent liabilities. Hence the above mentioned matters 

relating to showcause notice and labour claim should be ignored by the firm. 

(b)  In the given case, the initial price between the target and the acquirer is already set 

which includes the impact of contingent liabilities. However, since these matters have 

not been considered by the target company in the initial price, it would be appropriate 

to consider the impact of matter related to labour claim as that may result in liability in 

future but the matter related to showcause notice should be ignored by the firm. 

(c)  In the given case, the firm has gone beyond its scope of financial due diligence review. 

Financial due diligence review covers review of trading results, assets and liabilities 

and accounting policies and practices of the target company. The management of the 

target company should talk to acquirer so that the acquirer can ask the firm to limit its 

work as per the scope agreed. 

���he��nst�t�te�����h�rtered��cc��nt�nts�����nd��

Auditguru.in Page 85 



        16.70                      ADVANCED AUDITING AND PROFESSIONAL ETHICS 

 

(d)  In the given case, even though the initial price between the target and the acquirer is 

already set but still the firm needs to look at any hidden liabilities which may arise in 

the two cases – show cause notices and labour claim. Accordingly, the firm has done 

the right thing by reporting these matters to the acquirer. 

2.  FTA Renewables S.p.A, is based in Europe and has operations in renewable energy. The 

company’s operations are spread out in many countries. The company is also looking for 

various acquisitions. 

 VAS Private Limited is a company based in Pune having operations into solar energy. The 

company’s management projected that its operations should increase significantly and it 

should become one of the largest companies in the sector in the next five years on the basis 

of the management plan. However, due to some unforeseen circumstances, the promoters of 

the company are looking to sell their business. 

 FTA Renewables S.p.A (acquirer) is interested in acquisition of VAS Private Ltd (target) and 

has started the discussions with the target company for the same. 

 The due diligence of the target company is in process and the reviewer has come up with 

following observations so far: 

(i) The target company has certain balances with its related companies which are under 

reconciliation for long time. 

(ii) The target company had certain demands in respect of taxation matters on which 

the court has given a stay. 

(iii) The target company has some assets which are carried in its books at more than 

their current market value due to capitalization of foreign exchange loss as the same 

was permitted in Indian GAAP. 

(iv) The target company had two properties which were under litigation. 

(v) The target company had given guarantees which were not appearing the financial 

statements. 

 Reviewer needs your advise that which of the above mentioned observations should be 

reported by him to the acquirer? 

(a) i, ii, iv and v. 

(b)  ii, iii, iv and v. 

(c) i, ii, iii, iv and v. 

(d)  i, iii, iv and v. 
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3.  ARA & Associates is a partnership firm and has been in existence for the last 15 years. The 

firm is engaged in consultancy business related to various areas and has built a good name 

for itself over the period.  

 Some of the clients of the firm are very old who have been continuing since its existence. The 

business of the firm has gone through various phases some of them were very bad. But 

currently the business is going very well and the firm is looking to expand its operations into 

different geographies. For this, the firm’s management decided that some of its senior 

partners will move to new offices and new partners would be inducted. 

 A team of new partners is in discussion with the senior old partners regarding their joining 

the firm.  

 The new partners would be interested to know whether the terms offered to them are 

reasonable having regard to the nature of the business, profit records, capital distribution, 

personal capacity of the existing partners, socio-economic setting etc. and whether they 

would be able to derive continuing benefits in the shape of return of capital to be contributed 

and remuneration of services to be offered. In addition, they also want to ascertain whether 

the capital to be contributed by them would be safe and applied usefully or not. 

 For this purpose, an investigation of the business of the firm was set up on behalf of these 

new partners. 

 At the time of scrutiny of the record of profitability of the firm’s business, the investigating 

accountant picked up records of last 4-5 years wherein he observed 2 years which were 

unusual because the profits during those 2 years were highly erratic and fluctuating. The 

investigating accountant, therefore, went into the profits of last 7-8 years to iron out the 

fluctuation. He also examined the provisions of the partnership deed particularly the 

composition of partners, their capital contribution, drawing rights, retirement benefits and 

goodwill. He also asked for details of jobs/ contracts in hand and the range of current clientele 

of the firm for his examination. Some of these procedures of the investigating accountant 

were not found appropriate by the senior partners of the firm and they advised the 

investigating accountant not to go beyond his scope. 

 Please advise which of the above mentioned procedures of investigating accountant is/are 

not appropriate and what improvements/ changes are required in his approach. 

(a)  The investigating accountant should not have asked for the records of the profits of 

last 7-8 years as that would be too much of the information for his review. Also the 

details of jobs/ contracts in hand and the range of current clientele of the firm are 

confidential and hence does not get covered in his scope. 

(b)  After finding 2 years which were unusual because the profits during those 2 years were 

highly erratic and fluctuating, the investigating accountant should have reported the 

matter to the new partners instead of asking for more details related to the profits of 
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last 7-8 years. Also he is not required to examine the provisions of the partnership 

deed as these details would have already been discussed with the new partners and 

they would have checked that. 

(c)  The procedures of the investigating accountant looks completely reasonable 

considering his scope of work. Further, no changes are required in his work approach. 

(d)  At the outset, it can be said that investigation in the given case was not required. 

However, even if the new partners decided to carry out the investigation it should have 

been limited to mainly inquiry procedures by the investigating accountant. The 

investigating accountant could have also reviewed the manner of computation of 

goodwill which doesn’t seem to have been performed on the basis of the above 

mentioned facts. 

Case Study Based MCQs 

Karma Ltd got incorporated in 1980’s as a private limited company and started its business into two 

segments – retail and construction. The two business activities were completely different but those 

were managed very well and the company grew significantly over a period of time. In year 2001, the 

company got converted into a public company and in 2008, the company also got listed on Bombay 

Stock Exchange.  

The turnover of the company was increasing, however, the margins were not increasing as per the 

expectations of the management and the management analysed this aspect and realized that the 

margins were not so high in case of retail segment. 

The company decided to focus more on construction business and include infrastructure in its line 

of business. This was also because of the fact that the government policies were favourable towards 

this sector. For this the company decided to sell its retail segment in 2015.  

The new investor for the retail segment carried out a due-diligence of the business involving various 

aspects and the company sold this segment in January 2016. 

Since the business of the company was infrastructure and it involved transactions with government 

officials also, the management suspected certain suspicious transactions for which it decided to 

carry out a forensic audit in the financial year 2016-17. Certain transactions were identified as  per 

this audit on which the management worked and set up certain new processes and stringent controls 

so that the business can function in an efficient manner. 

In the financial year ended 31 March 2019, an investigation was set up against the company which 

impacted the company significantly in terms of its reputation and business. The company lost some 

significant contracts during the process of investigation itself.  
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In the light of the above mentioned facts, you are required to comment on the following: 

1.  At the time of due diligence, the reviewer assessed the business feasibility also which 

included the assessment whether business would be more beneficial at its current location or 

not. The management of Karma Ltd did not understand this perspective. The management 

argued that the reviewer should not have this assessment as part of his scope as the company 

has been doing this business for many years at that location. 

(a)  The contention of the management was correct. 

(b)  Reviewer was correct as due diligence covers assessment of business feasibility as 

well. 

(c)  Reviewer was correct as due diligence covers assessment of business feasibility as 

well, however, considering the company was doing this business for decades it should 

not have been carried out by the reviewer. 

(d)  Management was correct, however, the same thing should have been discussed with 

the investor as part of the sale contract. 

2.  The due diligence reviewer was given audited financial statement of the company for his 

financial review. However, the reviewer asked for certain documents pertaining to the year 

which was already audited by the statutory auditors of the company and the management of 

the company declined this request. 

(a)  The management is correct. 

(b)  Reviewer can ask for documents even for the period for which audit is completed. 

(c)  Reviewer can ask for documents for the period for which audit is completed but he 

cannot give any assessment on that. That can be given for his documentation purpose 

only as per the requirements of the auditing standards. 

(d)  Reviewer cannot ask for documents for the period for which audit is completed. 

However, if the same document is required for further period for which audit is not 

completed, then the management should give him that document. 

3.  The company has various litigations going on including those related to matter of taxation. 

The company had taken consultations in respect of those litigations from some renowned 

legal/ tax consultants. The reviewer for due diligence reviewed these consultation documents 

and also asked for the documents related to these matters. Further he also suggested that 

the positions taken by the company in some matters was not correct. 

(a)  The reviewer needs to have independent assessment of legal/ tax cases and any 

outcome needs to be discussed with the management. 

(b)  The company can provide consultation documents but should not have provide any 

other document to the reviewer as those are confidential. 
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(c)  The reviewer can review the consultation document but should ask for further details, 

if required.  

(d)  The company cannot provide documents of any other consultant to the reviewer. 

However, the documents related to cases can be shared with the reviewer. 

4.  During the forensic review, the reviewer observed certain points and the report for the same 

was shared with the management. 

(a)  The management should share these observations with the statutory auditor also if 

they have any bearing on the financials. 

(b)  The management should keep the forensic report very confidential and should report 

all these matters to the Reserve Bank of India (RBI). 

(c)  The management should keep the forensic report very confidential and should report 

all these matters to the National Highway Authority of India (NHAI). 

(d)  The management needs to assess the matters on its own and cannot get forensic audit 

in this manner. 

5.  At the time of investigation, the investigation officer asked for the information of financials for 

the last 5-7 years.  

 The management explained that there was no need for this investigation. Further the 

company has gone through the processes of due diligence and forensic audit in the past. Also 

the financial statements related to the period prior to investigation are audited and hence 

cannot be shared. 

(a)  Since the company went through audit process related to period prior to investigation, 

investigation should not have been set up. 

(b)  Since the company went through processes of due diligence in the past, investigation 

cannot be set up. 

(c)  Since the company went through processes of forensic audit in the past, investigation 

cannot be set up. 

(d)  The contention of the management is not correct. 

Answers to Theoretical Questions 

1.  Refer Financial Due Diligence given in Para 4 of Unit 1. 

2.  Refer Para 7 of Unit 1. 

3.  Refer Para 6.4 of Unit 2. 

4.  Refer Para 6.2 of Unit 2. 

5.  Refer Para 5 of Unit 2. 
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6.  Refer Para 5.5.1 of Unit 2. 

7. In assessing the turnover which the business would be able to maintain in the future, 

the following factors should be taken into account: 

(i) Trend: Whether in the past, sales have been increasing consistently or they have been 

fluctuating. A proper study of this phenomenon should be made. 

(ii) Marketability: Is it possible to extend the sales into new markets or that these have 

been fully exploited? Product wise estimation should be made. 

(iii) Political and economic considerations: Are the policies pursued by the Government 

likely to promote the extension of the market for goods to other countries? Whether 

the sales in the home market are likely to increase or decrease as a result of various 

emerging economic trends? 

(iv) Competition: What is the likely effect on the business if other manufacturers enter the 

same field or if products which would sell in competition are placed on the market at 

cheaper price? Is the demand for competing products increasing? Is the company’s 

share in the total trade constant or has it been fluctuating? 

8.  Refer Para 5 of Unit 3. 

9.  Refer Para 2 of Unit 3. 

10.  Refer Para 4 of Unit 3. 

Answers to Multiple Choice Questions 

1. (d) 2. (c) 3.  (c)   

Answers to Case Study Based MCQs  

1. (b) 2. (b) 3.  (a) 4.  (a) 5. (d) 
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

1. A, a practicing Chartered Accountant is appointed to conduct the peer review of another

practicing unit. What areas A should review in the assessment of independence of the

practicing unit?

2. What are the areas excluded from the scope of peer reviewer?

3. Write short notes on the following:

(a) Scope of Peer Review.

(b) Technical, ethical and professional standards as per Statement on Peer Review.

4. What are the objectives of the Quality review?

5. What are the reporting responsibilities of the technical reviewer while carrying out a Quality

review assignment?

6. Give examples of areas on which the reviewer may qualify the report?

7. What are the consequences if the Quality review board notices major non-compliances with

the requirements of the Standards on quality control or standards on auditing or accounting

standards?

Multiple Choice Questions 

1. ICAI is responsible for monitoring the quality of the work of it’s members for performing

audits of financial statements?

(a) Yes - for all audits of financial statements

(b) Yes - for all audits except those of listed entities

(c) No, responsibility for quality assurance for all audits rests with another body

(d) Yes - for all audits except those of unlisted entities

2. What types of engagements are not included in the scope of the quality assurance review

program?

(a) Financial statement audit - listed entities (minimum requirement)

(b) Financial statement audit - audit of other than listed entities

(c) Other services (e.g., review, compilation)

(d) Insolvency
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Case Study based MCQ 

Shivam & Co LLP is a large firm of Chartered Accountants based out of Delhi-NCR. The firm has 6 

offices in India – Delhi, Noida, Bangalore, Kolkata, Chennai and Chandigarh. The firm has 35 

partners across various offices. The staff size of firm is 250 approximately.  

The firm is offering various services to its clients and has accordingly set up separate departments 

for those services which are headed by the Partners. The firm has clients as both listed and 

unlisted companies to whom services include statutory audit, internal audit, risk advisory, due 

diligence, tax support etc. The firm also has a Managing Partner who sits in Chandigarh office. All 

in all one can say it’s an all solutions firm as far as services of a CA are concerned. 

The firm focuses significantly on its quality and accordingly has set up various controls in place. 

The firm ensures that the engagements of each partners are reviewed in terms of quality of work 

by other partner of the firm independently every year. For this purpose, firm has set up a process 

and one or two engagement file of a partner is selected. Quality assessment also carries weight in 

terms of assessment of profit sharing of the partners. 

The firm has been subject to peer review which was last conducted 3 years back.  

During the financial year ended 31 March 2019, the firm got an intimation for the peer review on 1 

July 2018, with which it was not fine considering that it was done only 3 years back and was not 

due. The firm discussed this matter with the relevant authorities but that did not work. The process 

of peer review got started and completed on 15 September 2018 which included the on-site review 

from 1 August 2018 to 16 August 2018. 

Since the firm was not fine with its selection and also faced some problems during the peer review 

process, it also consulted another firm of his friend, Shubham, Shubham & Associates. One of the 

engagements of Shubham & Associates was picked up for quality review by the Quality Review 

Board and this firm also faced various challenges during that process in terms of the selection 

criteria and also the observations of the reviewer.  

Considering the above mentioned facts, you are required to advise on the following matters: 

(i) Shivam & Co LLP submitted a list of its assurance and due diligence services in respect of 

selection of the engagement for the peer review. 

(a)  Peer reviewer may select any sample out of assurance and due diligence 

engagement. 

(b)  Peer reviewer may select any sample out of assurance engagement. 

(c)  Peer reviewer may select any sample out of due diligence engagement. 

(d)  Peer reviewer may select an engagement on a piecemeal basis covering any service 

- assurance or due diligence. 
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(ii) The concern of Shivam & Co LLP regarding its selection of peer review arose because�

it� assessed itself as Level III entity which was different from assessment by the Peer�

Review�Board.

(a) The firm should be Level I based on criteria of Level 1, 2 and 3 given by ICAI�

regarding applicability of Accounting Standards.

(b) The firm should be Level II based on criteria of Level 1, 2 and 3 given by ICAI�

regarding applicability of Accounting Standards.

(c) The firm should be Level I based on its engagements/services.

(d) The firm should be Level II based on criteria of Level 1, 2 and 3 given by ICAI�

regarding applicability of Accounting Standards and its engagements/services.

(iii) Shivam & Co LLP also objected to the time taken by the Peer reviewer on site, however, as�

per Peer Reviewer, the entire review process got completed within 90 days from the date�

of�notifying the firm about its selection for review.

(a) The time for onsite review should not have extended beyond 7 working days.

(b) The time for onsite review should not have extended beyond 10 working days.

(c) The time for complete review should be completed within 120 days.

(d) The time for complete review should be completed within 60 days.

(iv) The peer reviewer did not share any of his observations with Shivam & Co LLP as draft and�

final report was submitted to the firm.

(a) Peer reviewer need not share any draft report with the firm if there are no�

observations.

(b) Even the final report is not required to be submitted to the firm.

(c) Peer reviewer needs to share draft report with the firm before finalisation.

(d) There are no reports in case of peer review. On completion, a certificate to�

that� effect is issued.

(v) In case of Shubham & Associates, to improve upon the quality and strengthen the base, the�

Board took the current member of the Regional Council of the ICAI as a technical reviewer.

(a) The Reviewer should not currently be a member of the Regional Council.

(b) If the reviewer is a member of the Regional Council then the time allotted for review�

should be 60 days.

(c) If the reviewer is a member of the Regional Council then the time allotted for�

review�would be 30 days. 
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(d) If the reviewer is a member of the Regional Council then he can not accompany any

staff with him for the purpose of the review.

(vi) In case of Shubham & Associates, the reviewer raised on observation that one of the audit

team member (when the team on the audit engagement was large) signed the

independence confirmation dated 1 August 2016 when the audit report was signed on 1

August 2016. This was objected by Shubham & Associates because the audit team

completed the documentation as required by the auditing standard.

(a) Observation of reviewer was correct.

(b) Observation of reviewer was not correct.

(c) Observation of reviewer was correct but when only one audit member has not

complied then it should have been dropped.

(d) Observation of reviewer was not correct and also the fact that out of a large team, it

involved only one audit member.

Answers to Theoretical Questions 

1. Review in the Assessment of Independence of the Practicing Unit – The reviewer

should carry out the compliance review of the five general controls, i.e., independence,

maintenance of professional skills and standards, outside consultation, staff supervision

and development and office administration and evaluate the degree of reliance to be placed

upon them. The degree of reliance will, ultimately, affect the attestation service

engagements to be reviewed.

A, a practicing Chartered Accountant should review following controls in respect of

assessment of independence of the practicing unit:

(i) Does the practice unit have a policy to ensure independence, objectivity and

integrity, on the part of partners and staff? Who is responsible for this policy?

(ii) Does the practice unit communicate these policies and the expected standards of

professional behaviour to all staff?

(iii) Does the practice unit monitor compliance with policies and procedures relating to

independence?

(iv) Does the practice unit periodically review the practice unit's association with clients

to ensure objectivity and independence?

2. Refer Para 3 of Peer Review.

3. (a) Refer Para 3 of Peer Review.

(b) Refer Para 3 of Peer Review.

4. Refer Para 2 of Quality Review.
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5.  The Technical Reviewers expresses an opinion on whether the system of quality control for 

the attestation services of the firm under review has been designed so as to carry out 

professional attestation services assignments in a manner that ensures compliance with the 

applicable Technical standards and maintenance of the quality of attestation service work 

they perform. The Technical Reviewer’s review would not necessarily disclose all 

weaknesses in the quality of attestation work or all instances of lack of compliance with 

applicable Technical Standards. As there are inherent limitations in the effectiveness of any 

system of quality control, departure from the system may occur and not be detected. Also, 

projection of any evaluation of system of quality control to future periods is subject to the 

risk that the system of quality controls may become inadequate because of changes in 

conditions, or that the degree of compliance with the policies and procedures may 

deteriorate. In the process, the Technical Reviewers also identified what they considered to 

be deficiencies and any defects in, or criticisms of the firm’s quality control system. 

6.  Refer Para 7 of Quality Review.  

7. Refer Para 8 of Quality Review.  

Answers to Multiple Choice Questions 

1. (a) 2. (d) 

Answer to Case Study based MCQ 

(i) (b) (ii)  (c) (iii)  (a) (iv)  (c) (v)  (a) (vi) (a) 
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(b) Mr. X, a Chartered Accountant and the proprietor of X & Co., wrote several letters to 

the Assistant Registrar of Co-operative Societies stating that though his firm was on 

the panel of auditors, no audit work was allotted to the firm and further requested him 

to look into the matter. 

9.  A practising Chartered Accountant uses a visiting card in which he designates himself, 

besides as Chartered Accountant, Cost Accountant. 

10.  Mr. Nigal, 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. 

11.  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 issued production certificate to a client under GST Act, 1944. 

 (iii)  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. 

12.  XYZ Co. Ltd. has applied to a bank for loan facilities. The bank on studying the financial 

statements of the company notices that you are the auditor and requests you to call at the 

bank for a discussion. In the course of discussions, the bank asks for your opinion regarding 

the company and also asks for detailed information regarding a few items in the financial 

statements. The information is available in your working paper file. What should be your 

response and why? 

Multiple Choice Questions 

1.  AJ & Co LLP is a firm of Chartered Accountants. The firm has 10 Partners. The firm has a 

good portfolio of clients for statutory audits, but the same clients had some other firms as 

their tax auditors. In the current year (FY 2019-20), many existing clients for whom AJ & Co 

LLP happens to be the statutory auditor have requested the firm to carry out their tax audits 

as well. The firm is expecting the no of tax audits to increase significantly this year. One of 

the partners of the firm has also raised a point that the firm can accepts tax audits upto a 

maximum limit. However, other partners are of the strong view that limits on audits is 
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applicable in case of statutory audits and not for tax audits. This needs to be decided as soon 

as possible so that the appointment formalities can also be completed.  

 You are requested to advise the firm in this matter. 

(a)  There is no limit on no of tax audits in case of LLP. 

(b)  All the partners of the firm can collectively sign 450 tax audit reports. 

(c)  All the partners of the firm can collectively sign 600 tax audit reports. 

(d)  All the partners of the firm can collectively sign 450 tax audit reports. However, one 

partner can individually sign maximum 60 tax audit reports. 

2.  CA. D, a chartered accountant in practice availed of a loan against his personal investments 

from a bank. He issued 2 cheques towards repayment of the said loan as per the instalments 

due. However, both the cheques were returned back by the bank with the remarks 

"Insufficient funds".  As per Chartered Accountants Act, 1949, under which clause CA D is 

liable for misconduct . 

(a)  Clause (6) of Part I of the First Schedule to the Chartered Accountants Act, 1949 

(b)  Clause (4) of Part I of the Second Schedule to the Chartered Accountants Act, 1949 

(c)  Clause (12) of Part I of the First Schedule to the Chartered Accountants Act, 1949 

(d)  Clause (2) of Part IV of the First Schedule to the Chartered Accountants Act, 1949 

3. CA. Intelligent, a Chartered Accountant in practice, provides part-time tutorship under the 

coaching organization of the Institute. On 30th June, 2019, he was awarded ‘Best Faculty of 

the year’ as gratitude from the Institute. Later on, CA. Intelligent posted his framed 

photograph on his website wherein he was receiving the said award from the Institute. As per 

Chartered Accountants Act, 1949, under which clause Intelligent  is liable for misconduct . 

(a)  Clause (6) of Part I of the First Schedule to the Chartered Accountants Act, 1949 

(b)  Clause (9) of Part I of the Second Schedule to the Chartered Accountants Act, 1949 

(c)  Clause (7) of Part I of the First Schedule to the Chartered Accountants Act, 1949 

(d)  Clause (8) of Part I of the Second Schedule to the Chartered Accountants Act, 1949 

4.  Mr. Hopeful, an aspiring student of ICAI, approached Mr. Witty, a practicing Chartered 

Accountant, for the purpose of articleship. Mr. Witty, the principal, offered him stipend at the 

rate of ` 2,000 per month to be paid every sixth month along with interest at the rate of 10% 

per annum compounded monthly to compensate such late payment on plea that cycle of 

professional receipts from clients is six months. Mr. Hopeful agreed for such late payment in 

the hope of getting extra stipend in the form of interest.  Mr. Witty, however, used to disburse 

salary to all of his employees on time. As per Chartered Accountants Act, 1949, under which 

clause Mr. Witty is liable for misconduct. 
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(a)  Clause (1) of Part II of the Second Schedule to the Chartered Accountants Act, 1949 

(b)  Clause (4) of Part I of the Second Schedule to the Chartered Accountants Act, 1949 

(c)  Mr. Witty is paying interest thus he is not liable for misconduct 

(d)  Clause (10) of Part I of the Second Schedule to the Chartered Accountants Act, 1949 

5. 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 3 days in a week and for 2 

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 

Answers to Theoretical Questions 

1. Advising on Portfolio Management Services: 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. Thus, a chartered accountant in practice is 

not permitted to manage portfolios of his clients.  

Conclusion: In view of this, P would be guilty of misconduct under the Chartered Accountants 

Act, 1949. 
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(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) Further, issuance of production certificate to a client under GST Act, 1944 by Mr. “Y” 

being an employee of M/s A & Co. (an audit firm), is not a routine work and it is outside 

his authorities. Thus, CA. ‘A’ is guilty of professional misconduct under Clause (12) of 

Part I of First Schedule of the Chartered Accountants Act, 1949. 

(iii) 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 

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.  

12.  Clause (1) 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 discloses information acquired in the course of his professional engagement 

to any person other than his client, without the consent of the client or otherwise than as 

required by law for the time being in force. SA 200 on " Overall Objectives of the Independent 

Auditor and the Conduct of an Audit in Accordance with Standards on Auditing" also reiterates 

that, "the auditor should respect the confidentiality of information acquired in the course of 

his work and should not disclose any such information to a third party without specific 

authority or unless there is a legal or professional duty to disclose". In the instant case, the 

bank has asked the auditor for detailed information regarding few items in the financial 

statements available in his working papers. Having regard to the position stated earlier, the 

auditor cannot disclose the information in his possession without specific permission of the 

client. As far as working papers are concerned, working papers are the property of the auditor. 

The auditor may at his discretion, make portions of or extracts from his working papers 

available to his client". Thus, there is no requirement compelling the auditor to divulge 

information obtained in the course of audit and included in the working papers to any outside 

agency except as and when required by any law. 

Answers to Multiple Choice Questions 

1. (c) 2.  (d) 3.  (a) 4.  (a) 5. (a) 
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