
MOCK TEST PAPER -1 
FINAL COURSE: GROUP – I 

PAPER – 3 : ADVANCED AUDITING AND PROFESSIONAL ETHICS 
SUGGESTED ANSWERS/HINTS 

1. (a) As per AS 17 on ‘Segment Reporting’, “a business segment or geographical 
segment should be identified as a reportable segment if: 
(i) its revenue from sales to external customers and from transactions with other 

segments is 10% or more of the total revenue, external and internal of all 
segments, or 

(ii)  its segment result, whether profit or loss, is 10% or more of: 
(a) the combined result of all segments in profit ; or 
(b) the combined result of all segments in loss, whichever is greater in absolute 

amount; or 
(iii)  its segment assets are 10% or more of the total assets of all segments. 

 AS 17 also requires that if total external revenues attributable to reporting segments 
constitute less than 75% of the total enterprise revenue, additional segments should 
be identified even if they do not meet 10% criteria. 

 On the basis of the above the following conclusions emerge: 
Segmental Revenue – A and B will be reportable segments since both these 
segments 10% or more of total revenue i.e., ` 6,00,000 

 Segmental Results – A, B and F will be reportable segments since the result of 
these segments is 10% or more than (` 1,00,000) the combined results of segments 
in loss. 

 Segment assets – A,B,C, D and E will be the reportable segments since there are 
10% or more if total segmental assets i.e. ` 1,00,000. Hence all the segments have 
to be reported. 

(b) The fair value of asset is ` 20 lacs and the present value of lease rentals is 6.72 
lacs. The machine is required for five years only which is less than 50% of the 
economic life. In view of having regard to substance of the transaction on both were 
courts, as per AS 19 on Leases, the lease will be classified as an operating lease. 
As per AS 19, the following may be disclosed: 

 Future minimum lease payments –  Not later than 1 year   ` 2 lacs 
 Future minimum lease payments –  Later than 1 year and  
        not later than 5 years  ` 4.98 lacs  
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(c) Accounting Treatment of Payment on account of VRS: As per AS 5, “Net Profit 
or Loss for the Period, Prior Period Items and Changes in Accounting Policies” the 
payment made to its employees on account of VRS as an overall cost cutting 
measure would fall in the ambit of ordinary activities connected with the business of 
the enterprise. AS 5 requires that when items of income and expense within profit or 
loss from ordinary activities are of such size, nature or incidence that their 
disclosure is relevant to explain the performance of the enterprise for the period, the 
nature and amount of such items should be disclosed separately. In fact an activity 
like VRS can very well be treated as restructuring exercise carried by the enterprise. 
Though this is not an extraordinary item, AS 5 requires that items of income and 
expense which are not extraordinary items, the nature and amount of such items 
may be relevant to users of financial statements in understanding the financial 
position and performance of an enterprise and in making projections about financial 
position and performance. Disclosure of such information is sometimes made in the 
notes to the financial statements. 

 Considering the above, the compensation of ` 72 Lakhs paid towards VRS availed 
by employees should be shown separately in the profit and loss account of Honey 
Ltd., so that the effect of it on the operating results of the Company during the 
previous year can be perceived. Therefore, clubbing of ` 72 lakhs with the regular 
salaries and wages of the company by the Chief Accountant is not appropriate and, 
thus, the separate disclosure is necessary. 

(d) Failure to Obtain Information and Explanation: The statutory auditor is required 
to express his opinion on the truth and fairness of financial statement audited by 
him only after examining the authenticity with reference to the information and 
explanations given to him. He must determine the extent of information which 
should be obtained by him before he expresses his opinion on the financial 
statement submitted to him for report. He should not express an opinion before 
obtaining the required data and information. In the given case, since the statutory 
auditor did not see the existence and also valuation of the investments held by the 
investment company the auditor, should not say “Subject to the verification of the 
existence and value of the investments, the balance sheet shows a true and fair 
view.” In fact, as per facts given in the question, the auditor has not been able to 
obtain information and might not be able to satisfy himself by adopting other audit 
procedure and accordingly may have to appropriately modify the report. The auditor 
may state that because of these circumstances, he has been unable to form an 
opinion. But, reporting by the auditor that, “subject to verification of the existence 
and value of the investments, the balance sheet shows a true and fair view”, the 
auditor is not providing information but only means to information. The situation in 
this case is analogous to London and General Bank’s case. By reporting in the 
above manner auditor is not conveying any information. Rather, the auditor is 
arousing the suspicion of users of financial statements. Section 227(3) requires the 
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auditor to specifically, state whether or not he has obtained all such information and 
explanation. If the auditor has not been able to obtain relevant information or 
explanations, he may have to qualify his opinion on the truth and fairness of the 
financial statements or express his inability to give an opinion in the matter. Thus 
the auditor has failed to perform his responsibilities 

2. (a)  Undercutting of fees: In this case, Mr. Rajiv is a locally based Chartered Accountant, 
accepted an audit assignment at a fee lower than that charged by the previous auditor, 
who was outstation based Chartered Accountant and had to spend a lot of money on 
travel which was included in his audit fee and was not charged by him separately. The 
motive of Mr. Rajiv was not to get the work from previous auditor by accepting the audit 
assignment on lower fee i.e. undercutting of fee. Because, in considering whether 
variation in fees charged would constitute undercutting, the following factors should be 
considered:  
- the quantum of work;  
- incidental and out of pocket expenses and  
- other terms of appointment. 
Since the previous auditor was stationed in another town and therefore, had to incur 
higher cost on account of conveyance, and the previously the fee was decided on a 
composite basis inclusive of travelling expenses of the auditor, it cannot be said that 
Mr. Rajiv has accepted an audit assignment based on under cutting of fees. Hence, 
Mr. Rajiv will not be held guilty for misconduct.  

(b) Disclosure of material facts: A Chartered Accountant in practice is deemed to be 
guilty of professional misconduct under clause 5 of Part I of the Second Schedule if 
he “fails to disclose a material fact known to him which is not disclosed in a financial 
statement but disclosure of which is necessary to make the financial statement not 
misleading”. In this case, the Chartered Accountant was aware of the 
contraventions and irregularities committed by the trust as these were referred to in 
the confidential report given by the Chartered Accountant to the trustees of the 
company. However, he had issued the annual accounts without any qualification. 
On similar facts it was held by the Supreme Court in Kishorilal Dutta vs. P. K. 
Mukherjee that it was the duty of the Chartered Accountant to have disclosed the 
irregularities and contravention to the beneficiaries of the fund in the statement of 
accounts signed by him. Accordingly, in the present case also it has to be held that 
the Chartered Accountant is guilty of professional misconduct if the amount of 
irregularities is proved material. 

(c)  Money of clients to be deposited in separate bank account: Clause 10 of Part I 
of Second Schedule states that a Chartered Accountant shall be deemed to be 
guilty of professional misconduct if “he fails to keep money of his clients in separate 
banking account or to use such money for the purpose for which they are intended.” 
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ABC received the money in January, 2013 which is to be paid only in July 2013; 
hence it should be deposited in a separate bank account. Since in this case ABC 
have failed to keep the sum of ` 2 lakhs received on behalf of their client in a 
separate Bank Account and it amounts to professional misconduct under clause 10 
of part I of Second Schedule. 

(d)  Engaging in any business other than the profession of Chartered 
Accountants: Clause II of Part I of First Schedule of Chartered Accountants Act, 
1949 states that a Chartered Accountant is deemed to be guilty of professional 
misconduct if he engages in any business other than the profession of Chartered 
Accountant unless permitted by the Council for the same. 
In the given case Mr. Jojo. a practicing Chartered Accountant is engaging himself as 
part time Finance Manager without the permission of the Institute which is 
misconduct attracted by clause II of Part I of First Schedule. 

3. (a) Reporting under CARO, 2003 
(1) OM Pvt. Ltd. is a dealer in shares and securities. Clause (xiv) of CARO, 2003 

is applicable to a company in case it is dealing or trading in shares, securities, 
debentures and other investments. The requirements applicable to OM Pvt. 
Ltd. would be as under: 
• whether proper records are maintained for transactions and contracts; 
• whether timely entries are made in such records; and 
• whether shares, securities, debentures and other investments have been 

held by the company in its own name except to the extent of exemption, if 
any granted under section 49 of the Companies Act, 1956. 

 In case auditor is satisfied in respect of aforesaid matters, after making 
examination, the auditor may report as under: 

 “In our opinion, and according to information and explanation given to us, the 
company has been maintained proper records in respect of transactions and 
contracts in securities during the year and timely entries have been made 
therein. Further, all shares and certificates are held by the company in its own 
name.” 

(2) In the case of RST Pvt. Ltd. If purity of gold is not properly disclosed on the 
jewellery it amounts to defrauding the customers. That means the 
management is deceiving customers to obtain an illegal advantage. However, 
the auditor is concerned with fraudulent acts that cause a material 
misstatement in financial statements. As long as books of account are not 
falsified arising out of difference in the purity of gold, i.e., actual cost of the 
gold and the sale price of gold, it has no implication for the auditor. Further, 
under CARO, 2003, the auditor may examine this from the view point of 
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maintaining proper records of inventory. But even the requirement of 
maintaining proper records does not necessitate that purity as such should be 
mentioned on the gold itself. However, the purity of gold would have 
implication on the valuation of inventory. But this aspect is not required to be 
reported under CARO, 2003. 

 Thus, from the view point of reporting on frauds under CARO, 2003, there is no 
implication for misstatement in the financial statements. Hence, no reporting is 
necessary for improper disclosure of purity of gold on the jewelry. 

(b) (1) Advances to DOT COM Companies 
(i) Evaluate the efficacy of internal control system in general to ascertain 

whether an advance is made only after satisfying itself as to the credit 
worthiness of the borrower and after obtaining sanction from the appropriate 
authorities of the bank. The sanction for an advance must specify, among 
other things, the limit of borrowing, nature of security, margin to be kept, 
interest, terms of repayment, etc. Also see that all the necessary documents, 
e.g., agreements, demand promissory notes, letters of hypothecation, etc. 
have been executed by the parties before advances are made. 

(ii) Examine loan documents such as certificate of commencement of business 
(in the case of public limited companies), resolution of board of directors, and 
resolution of shareholders (in cases covered by Section 293(1)(d) of the 
Companies Act, 1956). 

(iii) Verify the business plan of the company especially where the revenue model 
is in place. Verify whether the company depends only on outside funding or 
can self generate funds. 

(iv) Examine in case the security is in the form of mortgage, apart from mortgage 
deed (in the case of English Mortgage) or letter of intent to create mortgage 
(in the case of Equitable Mortgage), the evidence of registration of the charge 
with the Registrar of Companies. 

(v) Review the operation of advance account to see that limit is not generally 
exceeded; that the account is not becoming stagnant; that the customer is 
not drawing against deposits which are not free from lien; that the account is 
not window-dressed by running down overdrafts at the year end and again 
drawing further advances in the new year, etc. 

(vi) Examine whether there is a healthy turnover in the account. It should be seen 
that the frequency and the amounts of credits in the account are 
commensurate with the sanctioned limit and the nature and volume of 
business of the borrower. Any unusual items in the account should be 
carefully examined by the auditor. If the auditor's review indicates any 
unhealthy trends, the account should be further examined. The auditor's 
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examination should also cover transactions in the post-balance sheet date 
period. Large transactions in major accounts particularly as at the year-end 
may be looked into to identify any irregularities in these accounts. 

(vii) Review periodic statements, cash flow statements, latest financial 
statements, etc. to assess the recoverability of advances. 

(viii) Verify whether the advance is secured and determine whether the security is 
legally enforceable, i.e., whether the necessary legal formalities regarding 
documentation, registration, etc., have been complied with; whether the 
security is in the effective control of the bank; and to what extent the value of 
the security, assessed realistically, covers the amount outstanding in the 
advance. 

(ix) Ensure that proper provisioning norms have been applied in view of non-
observance of terms, coupled with irregular payment of interest and default in 
repayment of instalments, if any. 

(2) Balances in Account of a Bank situated in a Foreign Country 
(i) Verify the ledger balances in each account with reference to the bank 

confirmation certificates and reconciliation statements as at the year-end. 
(ii) Review the reconciliation statements and pay particular attention to the 

following. 
(1) Examine that no debit for charges or credit for interest is outstanding 

and all the items which ought to have been taken to revenue for the 
year have been so taken. This should be particularly observed when the 
bills collected, etc., are credited with net amount and entries for 
commission, etc. are not made separately in the statement of account. 

(2) Examine that no cheque sent or received in clearing is outstanding. As 
per the practice prevalent among banks, any cheques returned unpaid 
are accounted for on the same day on which they were sent in clearing 
or on the following day. 

(3) Examine that all bills or outstanding cheques sent for collection and 
outstanding as on the closing date have been credited subsequently. 

(iii) Examine the large transactions in inter-bank accounts, particularly towards 
the year-end, to ensure that no transactions have been put through for 
window-dressing. 

(iv) Check original deposit receipts in respect of balances in deposit accounts in 
addition to confirmation certificates obtained from banks in respect of 
outstanding deposits. 

(v) Check whether these balances are converted into the Indian currency at the 
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exchange rates prevailing on the balance sheet date and ensure compliance 
with AS 11 on "Accounting for the Effects of Changes in Foreign Exchange 
Rates". 

4. (a) CAATs may be used by Raja & Co, a firm of Chartered Accountants, in performing 
various auditing procedures, including the following:  
(i) tests of details of transactions and balances, for example, the use of audit 

software for recalculating interest or the extraction of invoices over a certain 
value from computer records; 

(ii) analytical procedures, for example, identifying inconsistencies or significant 
fluctuations; 

(iii) tests of general controls, for example, testing the set-up or configuration of the 
operating system or access procedures to the program libraries or by using 
code comparison software to check that the version of the program in use is 
the version approved by management ; 

(iv) sampling programs to extract data for audit testing;  
(v) tests of application controls, for example, testing the functioning of a 

programmed control; and  
(vi) Reperforming calculations performed by the entity’s accounting systems  

(b) As per Clause 13(b) of Form 3CD, the details of the Refund duty of custom, if 
admitted as due by the concerned authorities but not credited to the profit and loss 
account, are to be stated. But the Credits/Claims which have been admitted as due 
after the relevant previous year need not be reported in Form 3 CD.  
In the instant case, the action of TUI Ltd in not crediting the claim to the profit and 
loss account and also not reporting of the same in Clause 13(b) of Form 3CD is in 
order. 
Further Clause 11(b) requires reporting when there has been any change in the 
method of accounting employed vis-a-vis the accounting method employed in the 
immediately preceding year. However, change in an accounting policy will not 
amount to a change in the method of accounting and hence such change in the 
accounting policy need not be mentioned under Clause 11(b). It may be noted that 
change in the method of valuation of stock will amount to a change in accounting 
policy. However, it should be disclosed in the financial statements.  
In the instant case, non-reporting of the change in the method of determination of 
cost formula of valuation of stock from FIFO to Weighted average Cost basis, in 
clause 11(b) of Form 3CD is in order. 
Hence in the above situation, there is no reporting requirement under Clause 13(b) 
and Clause 11(b). 
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 (c) (i) 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 payment of 
interest and repayment of principal have been guaranteed by the central 
government or a State government. Banks may book income from dividend on 
shares of corporate bodies on accrual basis, provided dividend on the shares has 
been declared by the corporate body in its annual general meeting and the owner's 
right to receive payment is established. This is also in accordance with AS 9 as 
well. In the instant case, the recognition of income by the bank on accrual basis is 
not in order 

(ii) It is wrong to take the Balance Sheet date for purposes of classification. In this 
context, it is important to note the concept of past due. An amount should be 
considered as past due when it remains outstanding for 30 days beyond due 
date. For example, if any SSI loan amount, the repayment of term loan 
installment falls due for payment on December 31 and is not paid; the amount 
would become past due if it remains unpaid for 30 days beyond that date. In 
case of terms loans, if interest or installment of principal is in arrears for any 
two quarters out of four quarters although default may not be continuously for 
two quarters during the year by applying past due test, it should be classified 
as non-performing asset and from that date provision should be made. In the 
case of other advances, outstanding in the last two quarters would be enough 
to classify the amount as such non-performing asset if no transaction appears 
in the last two quarters. 

 As per RBI Circular dated January 29, 1997, if the account of the borrowers 
have been regularised before the balance sheet date by repayment of overdue 
amounts through genuine sources and not by sanction of additional facilities, 
the account need not be treated as NP A in spite of payment of interest and 
installment were in arrear for two quarters. Bank should, however, ensure that 
the account remains in order subsequently and a solitary credit entry made in 
the account on or before the balance sheet date which extinguished the 
overdue amount of interest or instalment of principal is not reckoned as the 
sole criterion for treating the account as a standard asset. 

 It has been further clarified that in respect of accounts where there are 
potential threats of recovery on account of erosion in the value of security or 
non-availability of security and existence of other factors such as frauds 
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committed by borrowers, it will not be prudent for banks to classify them first 
as sub-standard and then as doubtful after expiry of two years from the date of 
account has became NPA. It should be straight way classified as doubtful 
asset or loss asset, as appropriate, irrespective of the period for which it has 
remained as NPA. 

5. (a) Audit strategy is concerned with designing optimised audit approaches that seeks to 
achieve the necessary audit assurance at the lowest cost within the constraints of the 
information available. The formulation of audit strategy as shall be evident from the 
process as explained in the following paragraphs in fact shall form the basis of audit 
planning to achieve the audit objectives in the most efficient and effective manner. Audit 
strategy generally involves the following steps: 
1. Obtaining Knowledge of Business: SA 315 and SA 330 “Identifying and 

Assessing the Risk of Material Misstatement Through Understanding the Entity 
and its Environment” and “The Auditor’s Responses to Assessed Risks” states 
that in performing an audit of financial statements, the auditor should have or 
obtain knowledge of the business sufficient to enable the auditor to identify and 
understand the events, transactions and practices that, in the auditor’s 
judgement, may have a significant effect on the financial statements or on the 
examination or audit report. Knowledge of the business is a frame of reference 
within which the auditor exercises professional judgement. Understanding the 
business and using this information appropriately assists the auditor in 
assessing risks and identifying problems, planning and performing the audit 
effectively and efficiently. It also ensures that the audit staff assigned to an 
audit engagement obtains sufficient knowledge of the business to enable them 
to carry out the audit work delegated to them. This would also ensure that the 
audit staff understands the need to be alert for additional information and the 
need to share that information with the auditor and the other audit staff. 

2. Performing Analytical Procedures: The purpose of analytical procedures at 
the planning stage is attention-directing; corroboration is not normally 
necessary at this stage. The use of the analytical procedures during the 
planning stage requires the extensive use of accounting and business 
knowledge and experience to assess the potential for material misstatement in 
the financial statements as a whole, because the key aspect of the task is to 
identify the relevant risk indicators and to interpret them properly. Furthermore, 
analytical techniques applied during the planning stage are not generally as 
precise as the analytical techniques at the substantive stage. 

3. Evaluating Inherent Risk: To assess inherent risk, the auditor would use 
professional judgement to evaluate numerous factors such as quality of 
accounting system, unusual pressure on management, etc. having regard to 
his experience of the entity from previous audit engagements of the entity, any 
controls established by management to compensate for a high level of inherent 
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risk, and his knowledge of any significant changes which, might have taken 
place since his last assessment.  

4. Evaluating Internal Control: The auditor’s assessment of the control 
environment is crucial to the decision on whether to make an extended 
assessment of controls. This is because a good control environment is 
conducive to the maintenance of a reliable system of accounting and control 
procedures. For strategy purposes, the auditor should obtain a sufficient 
understanding of the control environment. The auditor needs an understanding 
of the accounting systems, regardless of whether the audit strategy will involve 
an extended assessment of internal accounting controls. This is done by: 
(a) considering the results of gathering or updating information about the client; 

and 
(b) making preliminary judgements about materiality, inherent risk and control 

effectiveness. These will include identification of the system(s) the auditor 
proposes to subject to an extended assessment of controls. 

 Thus, the audit strategy is evolved after considering the engagement 
objectives, the results of the business review, preliminary judgements as to 
materiality and identified inherent risks. Audit strategy also considers main 
points relating to planning and controlling the audit or comments on adequacy 
of the existing arrangements. Thus, the overall audit plan involving 
determination of timing, manpower, coordination and the directions in which 
the audit work has to proceed is dependent upon the audit strategy formulated 
by the audit firm. 

(b) Verification of Existence of Related Parties: SA 550”Related Parties”, During the 
audit, the auditor shall remain alert, when inspecting records or documents, for 
arrangements or other information that may indicate the existence of related party 
relationships or transactions that management has not previously identified or 
disclosed to the auditor.  
• Entity income tax returns. 

• Information supplied by the entity to regulatory authorities. 

• Shareholder registers to identify the entity’s principal shareholders. 

• Statements of conflicts of interest from management and those charged with 
governance. 

• Records of the entity’s investments and those of its pension plans. 

• Contracts and agreements with key management or those charged with 
governance. 

• Significant contracts and agreements not in the entity’s ordinary course of 
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business. 

• Specific invoices and correspondence from the entity’s professional advisors. 

• Life insurance policies acquired by the entity. 

• Significant contracts re-negotiated by the entity during the period. 

• Internal auditors’ reports. 

• Documents associated with the entity’s filings with a securities regulator (e.g, 
prospectuses). 

Arrangements that may indicate the existence of previously unidentified or 
undisclosed related party relationships or transactions 
In particular, the auditor shall inspect the following for indications of the existence of 
related party relationships or transactions that management has not previously 
identified or disclosed to the auditor: 
(a) Bank, legal and third party confirmations obtained as part of the auditor’s 

procedures; 
(b) Minutes of meetings of shareholders and of those charged with governance; 

and 
(c) Such other records or documents as the auditor considers necessary in the 

circumstances of the entity. 
6. (a) (i) Assessment of Risk and Acceptable Level: SA 315 and SA 330 “Identifying 

and Assessing the Risk of Material Misstatement Through Understanding the 
Entity and its Environment” and “The Auditor’s Responses to Assessed Risks” 
establishes standards on the procedures to be followed to obtain an 
understanding of the accounting and internal control systems and on audit risk 
and its components: inherent risk, control risk and detection risk. SA 315 and 
SA 330 require that the auditor should use professional judgement to assess 
audit risk and to design audit procedures to ensure that it is reduced to an 
acceptably low level. “Detection risk” is the risk that an auditor’s substantive 
procedures will not detect a misstatement that exists in an account balance or 
class of transactions that could be material. The higher the assessment of 
inherent and control risks, the more audit evidence the auditor should obtain 
from the performance of substantive procedures. When both inherent and 
control risks are assessed as high, the auditor needs to consider whether 
substantive procedures can provide sufficient appropriate audit evidence to 
reduce detection risk, and therefore audit risk, to an acceptably low level. The 
auditor should use his professional judgement to assess audit risk and to 
design audit procedures to ensure that it is reduced to an acceptably low level. 
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If it cannot be reduced to an acceptable level, the auditor should express a 
qualified opinion or a disclaimer of opinion as may be appropriate. 

(ii) Errors in Valuation of Inventories and Auditor’s Responsibilities: SA 240, 
“The Auditor’s Responsibilities Relating Fraud in an Audit of Financial 
Statements”, requires that 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. SA 240 also requires that when the auditor identifies a 
misstatement, the auditor shall evaluate whether such a misstatement is 
indicative of fraud. If there is such an indication, the auditor shall evaluate the 
implications of the misstatement in relation to other aspects of the audit, 
particularly the reliability of management representations, recognizing that an 
instance of fraud is unlikely to be an isolated occurrence.  Further, SA 320 
Materiality in Planning and Performing an Audit, also requires that in such 
circumstances, the auditor should consider requesting the management to 
adjust the financial information or consider extending his audit procedures. If 
the management refuses to adjust the financial information and the results of 
extended audit procedures do not enable the auditor to conclude that the 
aggregate of uncorrected misstatements is not material, the auditor should 
express a qualified or adverse opinion, as appropriate. In the instant case, the 
auditor has detected the material errors affecting the financial statements; the 
auditor should communicate his findings to the management on a timely basis, 
consider the implications on true and fair view and also ensure that appropriate 
disclosures have been made. 

(iii) Management Representation: The physical verification of fixed assets is the 
primary responsibility of the management. The auditor, however, is required to 
examine the verification programme. Further, he must satisfy himself about the 
existence, ownership, procession and valuation of fixed assets. It appears from 
the facts of the case that the auditor has not been able to verify either 
existence or valuation of significant fixed assets despite conducting physical 
verification audit procedure himself. Ultimately, he accepted the certificate 
from the management without performing further procedures. As per SA 580, 
“Written Representations”, representation by management cannot be a 
substitute for other audit evidence that the auditor could reasonably expect to 
be available. Thus, a representation by management as to the existence of 
valuables and machinery is no substitute for adopting normal audit procedures 
regarding verification of valuable and important machinery. If the auditor is 
unable to obtain sufficient appropriate audit evidence that he believes will be 
available, this will constitute a limitation on the scope of his examination even 
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if he has obtained a representation from management on the matter and the 
auditor may express a disclaimer of opinion. 

(b)  Areas in which Due Diligence can take place – (Any Four may be written) 
1. Commercial/operational due diligence: It is generally performed by the 

concerned acquire enterprise involving an evaluation from commercial, 
strategic and operational perspectives. For example, whether proposed merger 
would create operational synergies. 

2. Financial Due Diligence: It involves analysis of the books of accounts and 
other information pertaining to financial matters of the entity. It should be 
performed after completion of commercial due diligence. 

3. Tax Due diligence: It is a separate due diligence exercise but since it is an 
integral component of the financial status of a company, it is generally included 
in the financial due diligence .The accountant has to look at the tax affect of 
the merger or acquisition. 

4. Information systems due diligence: It pertains to all computer systems and 
related matter of the entity. 

5. Legal due diligence: This may be required where legal aspects of functioning 
of the entity are reviewed. For example, the legal aspects of property owned 
by the entity or compliance with various statutory requirements under various 
laws. 

6. Environmental due diligence: It is carried out in order to study the entity’s 
environment, its flexibility and adaptiveness to the acquirer entity. 

7. Personnel due diligence: It is carried out to ascertain that the entity’s 
personnel policies are in line or can be changed to suit the requirements of the 
restructuring. 

7. (a) Other Misconduct: 
1. A member is liable to disciplinary action under Section 21 of the Chartered 

Accountant Act if he is found guilty of any professional or ‘other misconduct’ 
2. Other misconduct has been defined in Part IV of First Schedule and Part III of 

Second Schedule in the CA (Amendment Act) 2006 
3. As per Part IV of First Schedule of the CA Act, a member of the Institute whether in 

practice or not, shall be deemed to be guilty of other misconduct if he 
(i)  Is held guilty by any civil or criminal court for an offence which is punishable 

with imprisonment for a term not exceeding six months 
(ii)  In the opinion of the Council, brings disrepute to the profession or the 

Institute as a result of his action, whether or not related to his professional 
work 
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4. As per Part III of Second Schedule to the CA Act, a member of the Institute 
whether in practice or not shall be deemed to be guilty of other misconduct if 
he Is held guilty by any civil or criminal court for an offence which is punishable 
with imprisonment for a term exceeding six months. 

 This provision empowers the Council to enquire any misconduct of a member 
even if it does not arise of professional misconduct. 

(b) Rolling Statement:  A rolling settlement is one in which trades outstanding at the 
end of the day have to be settled (payments made for purchases or deliveries in the 
case of sale of securities) within “X” business days from the transaction date. If a 
transaction is entered on Monday on T + 2 Rolling Statement, it will be settled on 
Wednesday when pay in or payout take place. 

 In the rolling settlement, trades on each single day are settled separately from the 
trades done earlier or subsequent trade days. The netting of trades is done only for 
the day and not for multiple days.  

 SEBI has mandated most of the scrips to be settled exclusively on rolling settlement 
basis.  If a member fails to deliver the shares sold in rolling settlement, the 
exchange conducts an auction session to meet the shortfall credited by non-delivery 
of shares. 

(c) Corporate Governance: Corporate Governance is the system by which the 
management of a business entity directs and controls the activities in the best 
interest of the stakeholders. It is about the commitment to values, ethical business 
conduct and about making a distinction between personal and corporate funds in 
the management of a company. Clause 49 of the Listing Agreement covers SEBI 
guidelines regarding corporate governance. It deals with Board’s directors including 
compositions and compensation, provision regarding board’s committee, functioning 
of audit committee, management of subsidiary companies, disclosure of important 
issues such as related party transactions, accounting policies, principle of risk 
management, accounting for proceeds from public/right/preferential issues, content 
of management discussion and analysis, CEO/CFO certification, report of corporate 
governance and compliance certificate.  

(d) Inquiry: “SA 500 Audit Evidence” mentions inquiry as one of the methods of 
collecting evidence by seeking appropriate information from knowledgeable 
persons, both financial and non- financial, within the entity or outside the entity. 
Inquiries may range from formal written inquires addressed to third parties to 
informal oral inquiries addressed to persons inside the entity.  Responses to 
inquiries may provide the auditor with information, which he did not possess earlier 
or may not provide him with corroborative evidence. Alternatively, responses might 
provide information that differs significantly from other information that the auditor 
has obtained, for example, information regarding the possibility of management 
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override of controls. In some cases, responses to inquiries provide a basis for the 
auditor to modify or perform additional audit procedures. 

 The need for inquiry may arise at every stage of auditing. Evaluating responses to 
inquiries is an integral part of the inquiry process. 

 Auditor has to make a statement in his report whether he has obtained all 
information and explanation that he considered necessary for audit. This is possible 
through inquiry, as one of the methods of obtaining information. 

(e) Reconciliation of Cost and Financial Records: The cost records should be 
reconciled (preferably periodically with the financial books of account so as to 
ensure accuracy.)  Variations, if any, should be clearly indicated and explained. The 
period for which such reconciliation be effected should not exceed the period of the 
financial year of the company.  

 The reconciliation should be done in such a manner that profitability of the product 
under reference can be correctly adjudged and reconciled with the overall profits of 
the company.  A statement showing the total expenses incurred by the company, 
including expenses excluded from the costing records and expenses on products 
not covered by the relevant Cost Accounting Records Rules, should be prepared 
and the share of the product covered by the Rules in such expenses should be 
indicated. Also the sale realisation of the products should be shown separately for 
products covered by the Rules and products not so covered and the margin 
representing the difference between respective sales realisation and the 
corresponding total cost should be determined. This statement in turn should be 
reconciled with the financial profit and loss account for the period.  It may be 
mentioned that where a system of integrated cost and financial accounting is in 
operation, this reconciliation will be facilitated to a large extent. In this connection it 
may be noted that Schedule VI to the Companies Act requires the companies to 
give considerable amount of information regarding licensed capacity, installed 
capacity, actual production, consumption of raw material, etc. It should be ensured 
that the specific information required to be contained in both the costing and 
financial statements is not different.  If at all any difference arises, the same should 
be properly reconciled and kept on record for reference. 
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