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SUGGESTED ANSWERS/ HINTS 
1. (a) Reliability of Responses to Confirmation Requests received electronically: 

According to SA 505 on External Confirmations, if the auditor identifies factors that 
give rise to doubts about the reliability of the response to a confirmation request, the 
auditor shall obtain further audit evidence to resolve those doubts. 

 Responses received electronically, for example by facsimile or electronic mail, 
involve risks as to reliability because proof of origin and authority of the respondent 
may be difficult to establish, and alterations may be difficult to detect. A process 
used by the auditor and the respondent that creates a secure environment for 
responses received electronically may mitigate these risks. If the auditor is satisfied 
that such a process is secure and properly controlled, the reliability of the related 
responses is enhanced. An electronic confirmation process might incorporate 
various techniques for validating the identity of a sender of information in electronic 
form, for example, through the use of encryption, electronic digital signatures, and 
procedures to verify website authenticity. 

 The auditor is required by SA 500 “Audit evidence” to determine whether to modify 
or add procedures to resolve doubts over the reliability of information to be used as 
audit evidence. The auditor may choose to verify the source and contents of a 
response to a confirmation request by contacting the confirming party. For example, 
when a confirming party responds by electronic mail, the auditor may telephone the 
confirming party to determine whether the confirming party did, in fact, send the 
response. 

 In the given case, Mr. GN, the auditor of Galaxy Limited, has received a response, 
for confirmation of balances request, through e-mail. Here, the risk as to reliability of 
the response exists because proof of origin and authority of the respondent is 
difficult to establish. He may ask the party to incorporate some of the techniques, 
for validity of identity and the confirmation received, like, digital signatures etc. He 
may also contact the party through telephone to check the authenticity of the 
confirmation received. 

(b) Fraud committed by management of the company: As per SA 240 on “The 
Auditor’s Responsibilities Relating to Fraud in an Audit of Financial Statements”, 
fraud can be committed by management overriding controls using such techniques 
as recording fictitious journal entries, particularly close to the end of an accounting 
period, to manipulate operating results or achieve other objectives. 
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 In the given case, Innocent Ltd. has entered into an agreement with Mr. Intelligent, 
at year-end, for consultation in IT department. It also charged yearly fee of Rs. 72 
lakhs in the Statement of Profit and Loss, however, no documentary or other 
evidence of receipt of such service was found, on investigation. It is clear that 
company has passed fictitious journal entries, near year-end, to manipulate the 
operating results.  

 Accordingly, the auditor would adopt the approach which will be based on the result 
of misstatement on the basis of such fictitious journal entry, i.e. if, as a result of a 
misstatement resulting from fraud or suspected fraud, the auditor encounters 
exceptional circumstances that bring into question the auditor’s ability to continue 
performing the audit, the auditor shall determine the professional and legal 
responsibilities applicable in the circumstances, including whether there is a 
requirement for the auditor to report to the person or persons who made the audit 
appointment or, in some cases, to regulatory authorities; or the auditor may 
consider for appropriateness of withdrawal from such engagement, where 
withdrawal from the engagement is legally permitted. 

 In addition, the auditor is required to report according to section 143(12) of the 
Companies Act, 2013. As per Section 143(12), if an auditor of a company, in the 
course of the performance of his duties as auditor, has reason to believe that an 
offence involving fraud is being or has been committed against the company by 
officers or employees of the company, he shall immediately report the matter to the 
Central Government within 60 days of his knowledge and after following the 
prescribed procedure. 

 In case if the auditor decides to withdraw, then the auditor should discuss with 
the appropriate level of management and those charged with governance, the 
auditor’s withdrawal from the engagement and the reasons for the withdrawal.  
Further, the auditor is required to comply with the professional or legal requirement 
to report to the person or persons who made the audit appointment or, in some 
cases, to regulatory authorities, the auditor’s withdrawal from the engagement and 
the reasons for the withdrawal.  

(c) Reporting Requirement as per Schedule III to the Companies Act, 2013: As per 
the general instructions for preparation of Balance Sheet, provided under Schedule 
III to the Companies Act, 2013, current maturities of long-term debt is required to be 
disclosed under the head “Other Current Liabilities” in the notes to accounts. 

 It may be noted that “Current Maturities of Long-Term Debt” refers to that portion of 
liabilities of a company that are becoming due in next 12 months. Since, these 
obligations are repayable in next 12 months, they are shifted from Long-Term 
Liabilities section of the Balance Sheet to Current Liabilities section.   

 In the given case, Happy Ltd. has taken a loan, from Fine bank, of Rs. 90 lakhs, 
repayable in 10 equal yearly instalments (including interest) of Rs. 10 lakhs. The 
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company has repaid its four instalments upto 31st March, 2014. Further, due to good 
financial condition of the company, it decided for its entire outstanding loan as on 
31st March, 2014, to be repaid in August, 2014.  

 Thus, it is clear that the outstanding loan of Rs. 55 lakhs, taken from Fine Bank, is 
repayable in next 12 months. However, the accountant of the company has 
disclosed the said loan under the head “Long-term Borrowings”. Therefore, the 
management of the company is advised to show the amount of outstanding loan 
under the head “Other Current Liabilities” and further classify it under sub-heading 
“Current Maturities of Long-Term Debt” of heading “Other Current Liabilities” in the 
notes to accounts. 

(d) Capitalisation of Borrowing Costs: Borrowing costs may be incurred during an 
extended period in which the activities necessary to prepare an asset for intended 
use or sale are interrupted. According to Accounting Standard 16 “Borrowing 
Costs”, capitalisation of such borrowing costs should be suspended during extended 
periods in which active development is interrupted. The standard, however, clarifies 
that capitalisation of borrowing costs is not suspended when a temporary delay is 
necessary as a part of the process or substantial technical and administrative work 
is being carried out.  Thus, the test as to whether or not to capitalise the borrowing 
costs depends primarily upon the nature of interruption of activities during “extended 
periods”. 
In the instant case, it has been mentioned that the construction activity was 
interrupted due to seasonal rain and hence being regular feature. Though the rain 
was heavy, the period cannot be considered as an “extended period” leading to 
substantial delay in suspension of construction activities.  
Therefore, borrowing cost of Rs. 15.50 lakhs incurred by Roadrash Ltd. should be 
capitalized.  Hence, suspension of capitalization by the company is not a correct 
treatment and statutory auditor should report accordingly. 

2. (a)  Failed to supply information called for: As per Clause (2) of Part III of the First 
Schedule to the Chartered Accountants Act, 1949, a member, whether in practice or 
not, will be deemed to be guilty of professional misconduct if he does not supply the 
information called for, or does not comply with the requirements asked for, by the 
Institute, Council or any of its Committees, Director (Discipline), Board of Discipline, 
Disciplinary Committee, Quality Review Board or the Appellate authority. 

 In the given case, Mr. Altar has failed to reply to the letters of the Institute asking 
him to confirm the date of leaving the service as a paid assistant.  

 Therefore, he will be held guilty of professional misconduct under Clause (2) of Part 
III of the First Schedule to the Chartered Accountants Act, 1949. 

(b) Disclosure of Client’s Information: According to Clause (1) of Part I of the 
Second Schedule to the Chartered Accountants Act, 1949, a chartered accountant 
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in practice shall be guilty of professional misconduct, if he discloses information 
acquired in the course of his professional engagement to any person other than his 
client so engaging him without the consent of his client or otherwise than as 
required by any law for the time being in force. The Code of Ethics further clarifies 
that such a duty continues even after completion of the assignment. The Chartered 
Accountant may however, disclose the information in case it is required as a part of 
performance of his professional duties.  
In the given case, Mr. Clever has disclosed vital information of his client’s business 
without the consent of the client under the impression that it will help the nation to 
compete with other countries at International level.  

 Thus, Mr. Clever will be held guilty of professional misconduct under Clause (1) of 
Part I of Second Schedule to the Chartered Accountants Act, 1949. 

(c)  Sale of Goodwill: With reference to Clause (2) of Part I of the First Schedule to the 
Chartered Accountants Act, 1949, the Council of the Institute of Chartered 
Accountants of India had an occasion to consider whether the goodwill of a 
proprietary concern of chartered accountant can be sold to another member who is 
otherwise eligible, after the death of the proprietor. 
The Council resolved that the sale/transfer of goodwill in the case of a proprietary 
firm of chartered accountant to another eligible member of the Institute shall be 
permitted. It further laid down that in cases where the death of proprietor occurs 
after 30.08.1998, the goodwill of the deceased member’s practice can be sold to 
another member and permission of the Institute has to be obtained within a year of 
the death of the proprietor concerned. It is even laid down that in such cases the 
name of the proprietary firm concerned would not be removed up to a period of one 
year from the death of the proprietor. 

 Thus, in the instant case, when the widow of Mr. Unlucky sold the practice to Mr. 
Lucky, it is nothing but sale of goodwill. The sale of the practice and the right to use 
the name is also allowed in terms of the above decision of the Council. Therefore, 
the above act of the widow of Mr. Unlucky is permissible. 

(d)  Solicitation of Professional Work: As per Clause (6) of Part I of the First 
Schedule to the Chartered Accountants Act, 1949, a Chartered Accountant in 
practice shall be deemed to be guilty of professional misconduct if he solicits clients 
or professional work either directly or indirectly by circular, advertisement, personal 
communication or interview or by any other means. 
In the given case, Mr. Dozy published an advertisement in a Newspaper containing 
his photograph on the occasion of the opening ceremony of his office which 
amounts to soliciting professional work by advertisement directly or indirectly. 
Therefore, Mr. Dozy will be held guilty of professional misconduct under Clause (6) 
of Part I of the First Schedule to the Chartered Accountants Act, 1949. 
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3. (a) Appointment of First Auditors in the case of a Government Company: 
According to section 2(45) of the Companies Act, 2013, a Government Company is 
defined as any company in which not less than 51% of the paid-up share capital is 
held by the Central Government or by any State Government or Governments or 
partly by the Central Government and partly by one or more State Governments and 
includes a company which is a subsidiary of a Government Company. 
Further, according to Section 139 (7) of the Companies Act, 2013, the first auditors 
of a government company shall be appointed or re-appointed by the Comptroller 
and Auditor General of India within 60 days from the date of registration of the 
company. 
In case the Comptroller and Auditor-General of India does not appoint such auditor 
within the above said period, the Board of Directors of the company shall appoint 
such auditor within the next 30 days. Further, in the case of failure of the Board to 
appoint such auditor within next 30 days, it shall inform the members of the 
company who shall appoint such auditor within 60 days at an extraordinary general 
meeting. 
In the given case, Apsara Ltd. is a government company as its 55% shares have 
been held by State Governments (15% held by Bihar Government, 10% held by 
Jharkhand Government and 30% held by Uttar Pradesh Government).  
Further, Angel Ltd. is a subsidiary company of Apsara Ltd., therefore, Angel Ltd. is 
also covered in the definition of a government company. However, the procedure 
followed by Angel Ltd., for appointment of first auditor, is valid for a company, other 
than a government company. Hence, the first Auditor of Angel Ltd. can be appointed 
only by C& AG within 60 days from the date of registration of the company. In case 
of failure of C& AG, to appoint such auditor, the Board of Directors may appoint 
such auditor within the next 30 days.   
Consequently, the appointment of first auditor made by the members of the 
company is invalid and the auditor should not give his acceptance to the Company. 

(b) Appointment of relative of Director as the Auditor: Section 141 of the 
Companies Act, 2013 (herein after referred as the Act) deals with the eligibility, 
qualifications and disqualifications of Auditors. Sub-section (3)(f) of the Section 141 
of the Act, explicitly disqualifies a person from being appointed as an auditor of a 
company whose relative is a director or is in employment of the company as a 
director or key managerial personnel. Further, the definition of the term “relative”, as 
defined under the Companies Act, 2013, includes step- son. 
Further, as per Council Guidelines 2008, a member of the Institute shall desist from 
expressing his opinion on financial statements of any business or enterprise in 
which one or more persons, who are relatives within the meaning of section 6 of the 
Companies Act, 1956 (now Section 2(77) of the Companies Act, 2013), have either 
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by way of themselves or in conjunction with such members, a substantial interest in 
the said business or enterprise. Therefore, if the director has substantial interest in 
the company then his relative should not accept the appointment of auditor of that 
company.  

 In the instant case, Mr. A is the director of OPQ Ltd. and holding 30% shares of the 
company. Further, Mr. B is his step-son i.e. a relative according to the definition of 
“relative” given under the Companies Act, 2013. Therefore, he should not accept the 
appointment as an auditor of that company. If he accepts such appointment, he 
would be guilty of professional misconduct and would also be liable for punishment 
for contravention of the provisions of the Companies Act. 

(c) Filling of Casual Vacancy in case of resignation: According to section 139(8) of 
the Companies Act, 2013, in the case of a company other than a company whose 
accounts are subject to audit by an auditor appointed by the Comptroller and 
Auditor-General of India, any casual vacancy in the office of an auditor shall be 
filled by the Board of Directors within 30 days.  

  However, if such casual vacancy is as a result of the resignation of an auditor, such 
appointment shall also be approved by the company at a general meeting convened 
within 3 months of the recommendation of the Board. The appointed auditor shall hold 
the office till the conclusion of the next annual general meeting. 

 In the given case, Ms. Mini, the statutory auditor of X Ltd., has resigned from the 
office of auditor. Therefore, such casual vacancy can be filled by the Board of 
Directors subject to approval by the company at a general meeting convened within 
3 months of the recommendation of the Board. Thus the appointment made by the 
Board of Directors without the approval of the company at a general meeting is 
invalid. Furthermore, the appointment cannot be made for one year. The auditor can 
hold office only till the conclusion of the next AGM. 

(d) Liability of Auditor Under Section 35: According to section 35 of the Companies 
Act, 2013 where a person has subscribed for securities of a company acting on 
any statement included, or the inclusion or omission of any matter, in the prospectus 
which is misleading and has sustained any loss or damage as a consequence 
thereof, the company and every person whoever consented for such mislead, includes 
the auditor as referred in section 26, shall be liable to pay compensation to every person 
who has sustained such loss or damage. 

 In addition where it is proved that a prospectus has been issued with intent to 
defraud the applicants for the securities of a company or any other person or for 
any fraudulent purpose, the auditor as an expert shall be personally responsible, 
without any limitation of liability, for all or any of the losses or damages that may 
have been incurred by any person who subscribed to the securities on the basis of 
such prospectus. Until unless if it is proved that the prospectus was issued without 
his knowledge or consent, and that on becoming aware of its issue, he forthwith 
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gave a reasonable public notice that it was issued without his knowledge or 
consent. 

4. (a) Current Period Consolidation Adjustments: Current period consolidation 
adjustments are those adjustments that are made in the accounting period for which 
the consolidation of financial statements is done. Current period consolidation 
adjustments primarily relate to elimination of intra-group transactions and account 
balances. The auditor should review the memorandum records to verify the 
adjustment entries made in the preparation of consolidated financial statements. 
This would also help the auditor in ascertaining whether there is any difference in 
the elimination. Following are the current period consolidation adjustments while 
making consolidation of financial statements - 
(i) Elimination of intra-group transactions relating to interest or management fees 

etc. 
(ii) Elimination of unrealized intra-group profits on assets acquired from other 

subsidiaries. 
(iii) Elimination of intra-group indebtedness. 
(iv) Adjustments for harmonizing different accounting policies of parent unit and its 

subsidiaries. 
(v) Adjustments for impairment loss that might exist for goodwill. 
(vi) Adjustment for significant events that occur between date of financial 

statements of the parent and of its components when the date/s of financial 
statements of components are different from the reporting date. 

(vii) Determination of movement in equity attributable to the minorities since the 
date of acquisition of the subsidiary. 

(viii) Treatment of minority interests’ share of the losses, if such losses exceed the 
minority interests’ share in the equity. 

(b) Modifications in Audit Report: As per SA 705, “Modifications to the Opinion in the 
Independent Auditor’s Report”, the auditor may modify the opinion in the auditor’s 
report in the following circumstances- 
(i) If the auditor concludes that, based on the audit evidence obtained, the 

financial statements as a whole are not free from material misstatement; or 
(ii) If the auditor is unable to obtain sufficient appropriate audit evidence to 

conclude that the financial statements as a whole are free from material 
misstatement.  

 If financial statements prepared in accordance with the requirements of a fair 
presentation framework do not achieve fair presentation, the auditor shall discuss 
the matter with management and, depending on the requirements of the applicable 

© The Institute of Chartered Accountants of India



financial reporting framework and how the matter is resolved, shall determine 
whether it is necessary to modify the opinion in the auditor’s report in accordance 
with SA 705. 

 Types of Modification to the Auditor’s Opinion: As per SA 705, “Modifications to 
the Opinion in the Independent Auditor’s Report”, modified opinion may be defined 
as a qualified opinion, an adverse opinion or a disclaimer of opinion. 

 Types of modifications possible to the said report are below-mentioned- 
(i) Qualified Opinion: The auditor shall express a qualified opinion when the 

auditor, having obtained sufficient appropriate audit evidence, concludes that 
misstatements, individually or in the aggregate, are material, but not pervasive, 
to the financial statements; or the auditor is unable to obtain sufficient 
appropriate audit evidence on which to base the opinion, but the auditor 
concludes that the possible effects on the financial statements of undetected 
misstatements, if any, could be material but not pervasive. 

(ii)  Adverse Opinion: The auditor shall express an adverse opinion when the 
auditor, having obtained sufficient appropriate audit evidence, concludes that 
misstatements, individually or in the aggregate, are both material and pervasive 
to the financial statements.  

(iii)  Disclaimer of Opinion: The auditor shall disclaim an opinion when the auditor is 
unable to obtain sufficient appropriate audit evidence on which to base the 
opinion, and the auditor concludes that the possible effects on the financial 
statements of undetected misstatements, if any, could be both material and 
pervasive. 

 (c) The main features of a qualified and independent audit committee to be set up 
under clause 49 of listing agreement 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; 
(ii)  All members of audit committee shall be financially literate and at least one 

member shall have accounting or related financial management expertise; 
 Explanation (1): The term “financially literate” means the ability to read and 

understand basic financial statements i.e. balance sheet, profit and loss 
account, and statement of cash flows. 

 Explanation (2): A member will be considered to have accounting or related 
financial management expertise if he or she possesses experience in finance 
or accounting, or requisite professional certification in accounting, or any other 
comparable experience or background which results in the individual’s financial 
sophistication, including being or having been a chief executive officer, chief 
financial officer or other senior officer with financial oversight responsibilities. 
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(iii)  The Chairman of the Audit Committee shall be an independent director; 
(iv)  The Chairman of the Audit Committee shall be present at Annual General 

Meeting to answer shareholder queries; 
(v)  The Audit Committee may invite such of the executives, as it considers 

appropriate (and particularly the head of the finance function) to be present at 
the meetings of the committee, but on occasions it may also  meet  without  the  
presence  of  any executives of the  company. The finance director, head of 
internal audit and a representative of the statutory auditor may be present as 
invitees for the meetings of the audit committee; 

(vi) The Company Secretary shall act as the secretary to the committee. 
5. (a) 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 re-
insurance 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 to be maintained. 

 (b) Some special points that may be covered in the audit of an investment 
company, an NBFC, are given below: 
(i) Physically verify all the shares and securities held by an NBFC. Where any 

security is lodged with an institution or a bank, a certificate from the 
bank/institution to that effect must be verified. 

(ii) NBFC Prudential Norms stipulates that NBFCs should not lend more than 15% 
of its owned funds to any single borrower and not more than 25% to any single 
group of borrower. The ceiling on investments in shares by a NBFC in a single 
entity and the aggregate of investments in a single group of entities has been 
fixed at 15% and 25% respectively. Moreover, a composite limit of credit to 
and investments in a single entity/group of entities has been fixed at 25% and 
40% respectively of the owned fund of the concerned NBFC. Verify that the 
credit facilities extended and investments made by the concerned NBFC are in 
accordance with the prescribed ceiling. 

(iii) Verify whether the NBFC has not advanced any loans against the security of 
its own shares. 
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(iv) Verify that dividend income wherever declared by a company, has been duly 
received by a NBFC and interest wherever due [except in case of NPAs] has 
been duly accounted for. NBFC Prudential Norms directions require dividend 
income on shares of companies and units of mutual funds to be recognised on 
cash basis. However, the NBFC has an option to account for dividend income 
on accrual basis, if the same has been declared by the body corporate in its 
Annual General Meeting and its right to receive the payment has been 
established. Income from bonds/debentures of corporate bodies is to be 
accounted on accrual basis only if the interest rate on these instruments is 
predetermined and interest is serviced regularly and not in arrears. 

(v) Test check bills/contract notes received from brokers with reference to the 
prices vis-à-vis the stock market quotations on the respective dates. 

(vi) Verify the Board Minutes for purchase and sale of investments. Ascertain from 
the Board resolution or obtain a management certificate to the effect that the 
investments so acquired are current investments or Long Term Investments. 

(vii) Check whether the investments have been valued in accordance with the 
NBFC Prudential Norms Directions and adequate provision for fall in the 
market value of securities, wherever applicable, have been made there 
against, as required by the Directions. 

(viii) Obtain a list of subsidiary/group companies from the management and verify 
the investments made in subsidiary/group companies during the year. 
Ascertain the basis for arriving at the price paid for the acquisition of such 
shares. 

(ix) Check whether investments in unquoted debentures/bonds have not been 
treated as investments but as term loans or other credit facilities for the 
purposes of income recognition and asset classification. 

(x) An auditor will have to ascertain whether the requirements of AS 13 
“Accounting for Investments” (to the extent they are not inconsistent with the 
Directions) have been duly complied with by the NBFC. 

(xi) In respect of shares/securities held through a depository, obtain a confirmation 
from the depository regarding the shares/securities held by it on behalf of the 
NBFC. 

(xii) In the case of securities lent/borrowed under the Securities Lending Scheme of 
SEBI, verify the agreement entered into with the approved intermediary (i.e. 
the person through whom the lender will deposit and the borrower will borrow 
the securities for lending/borrowing) with regards to the period of 
depositing/lending securities, fees for depositing/lending, collateral securities 
and provision for the return including pre-mature return of the securities 
deposited/lent. 
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(xiii) Verify that securities of the same type or class are received back by the 
lender/paid by the borrower at the end of the specified period together with all 
corporate benefits thereof (i.e. dividends, rights, bonus, interest or any other 
rights or benefit accruing thereon.) 

(xiv) Verify charges received or paid in respect of securities lend/borrowed. 
(xv) Obtain a confirmation from the approved intermediary regarding securities 

deposited with/borrowed from it as at the year end. 
 (c) Reporting for issue of shares for value exceeding fair market value: In this 

case, AB Ltd. is a company, other than a company in which the public are 
substantially interested. During the previous year 2013-14, it receives consideration 
for issue of shares (i.e. Rs. 80 per share) which exceeds the face value (i.e. Rs. 10 
per share) and fair market value of the shares (i.e. Rs. 60 per share).  

 Provisions and Explanations: A tax auditor has to furnish the details of shares 
issued during the previous year, under clause 29 of Form 3CD, in case, the 
assessee received any consideration for issue of shares which exceeds the fair 
market value of the shares as referred to in section 56(2)(viib) of the Income Tax 
Act, 1961.  

 Section 56(2)(viib) provides that where a company, not being a company in which 
the public are substantially interested, receives, in any previous year, from any 
person being a resident, any consideration for issue of shares that exceeds the face 
value of such shares, the aggregate consideration received for such shares as 
exceeds the fair market value of the shares shall be chargeable to income-tax under 
the head “Income  from other sources”. 

  Since section 56(2)(viib) is applicable to companies in which public is not 
substantially interested, reporting under this clause is to be done only for corporate 
assessees.  The auditor should obtain from the auditee, a list containing the details 
of shares issued, if any, by him to any person being a resident and verify the same 
from the books of accounts and other relevant documents.  

 Conclusion: As per the facts of the case, provisions and explanations given above, 
the income generated by AB Ltd., due to differences in consideration received and 
fair market value of shares issued, is chargeable to income-tax under the head 
“Income from other sources” as per section 56(2)(viib) of the Income Tax Act, 1961.  

 Therefore, the tax auditor of AB Ltd. is required to furnish the details of shares 
issued under clause 29 of Form 3CD. The contention of the management of the 
company, behind non-reporting, that it is a normal issue of shares, is not 
acceptable. 

 (d) Qualification and appointment of Cost Auditor: According to section 148(3) of 
the Companies Act, 2013 read with Companies (Audit & Auditors) Rules, 2014-  
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(i) in the case of companies which are required to constitute an audit committee, 
the Board shall appoint an individual, who is a cost accountant in practice, or a 
firm of cost accountants in practice, as cost auditor on the recommendations of 
the Audit committee; 

(ii)  in the case of other companies which are not required to constitute an audit 
committee, the Board shall appoint an individual who is a cost accountant in 
practice or a firm of cost accountants in practice as cost auditor. 

 It is also provided that no person appointed under section 139 as an auditor of the 
company shall be appointed for conducting the audit of cost records. 

 In the given case, the members of XY Ltd. appointed Mr. AB, a practicing Chartered 
Accountant and the statutory auditor of the company, as the cost auditor.  

 Therefore, the appointment of Mr. AB, as cost auditor, made by the company is not 
valid. The Board shall appoint a cost accountant in practice or a firm of cost 
accountants in practice to conduct such cost audit. 

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

products with different product margins, the product with the maximum PV 
ratio/margin should have a higher share in the total sales. If due to revision of 
sales mix, more quantities of unprofitable products are sold, profits will be 
reduced in spite of an increase in sales. 

(ii) Negative Impact of Financial Leverage: Where the company does not have 
sufficient own funds (equity) but has a higher debt-equity ratio, the interest 
commitments will be higher. As the volume of its operation increases, higher 
debt and interest charges would result in lower profits. 

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

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

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

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

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

(viii) Trend: Whether in the past sales have been increasing consistently or they 
have been fluctuating. A proper study of this phenomenon should be made. 

(ix) Comparison with other industries: What is the position of similar kind of 
other industries? To compare with and assess the position with respect to 
other industries who are indulged in manufacturing of chemicals. 

 (b) Factors to be considered while planning the Performance Audit: While planning a 
performance audit, the auditors should take care of certain factors which are listed 
below- 
(i) to consider significance and the needs of potential users of the audit report.  
(ii) to obtain an understanding of the program to be audited.  
(iii) to consider legal and regulatory requirements.  
(iv) to consider management controls.  
(v) to identify criteria needed to evaluate matters subject to audit. 
(vi) to identify significant findings and recommendations from previous audits that 

could affect the current audit objectives. Auditors should determine if 
management has corrected the conditions causing those findings and 
implemented those recommendations.  

(vii) to identify potential sources of data that could be used as audit evidence and 
consider the validity and reliability of these data, including data collected by 
the audited entity, data generated by the auditors, or data provided by third 
parties.  

(viii) to consider whether the work of other auditors and experts may be used to 
satisfy some of the auditors' objectives.  

(ix) to provide sufficient staff and other resources to do the audit.  
(x) to prepare a written audit plan. 

© The Institute of Chartered Accountants of India



 (c) Behavioural aspects encountered in Management Audit: Financial auditors deal 
mainly with figures. Management auditors deal mainly with people. There are many 
causes for behavioural problems arising in the review function of management audit. 
Particularly, when management auditors performs comprehensive audit of operations, 
they cannot be as well informed about such operations as a financial auditor in a 
financial department. Operating processes may be unfamiliar and complex. The 
operating people may be speaking a language and using terms that are foreign to the 
auditor’s experience. The nature and causes of behavioural problems that the 
management auditor is likely to face in the discharge of the review function that is 
expected of him and possible solutions to overcome these problems are discussed 
below - 
(1) Staff / Line conflict: Management auditors are staff people while the 

members of other departments are line people. Management auditors tend to 
discount the difficulties the line staff may face, if called on to act on the ideas 
of management auditors. Management auditors are specialists in their field and 
they may think their approach and solutions are the only answers.  

(2) Control: The management auditor is expected to evaluate the effectiveness of 
controls. There is an instinctive reaction from the auditee that the report of the 
auditor may affect them. There is a fear that the action taken based on the 
management audit report will affect the line people. It breeds antagonism. The 
causes are as under: 
(i) Fear of criticism stemming from adverse audit findings. 
(ii) Fear of change in day to day working habits because of changes resulting 

from audit recommendations. 
(iii) Punitive action by superior prompted by reported deficiencies.  
(iv) Insensitive audit practices. 
(v) Hostile audit style. 

Solution to behavioural problems: The following steps may be taken to overcome 
the aforesaid problems - 
(i) To demonstrate that audit is part of an overall programme of review for 

protective and constructive benefit. 
(ii) To demonstrate the objective of review is to provide maximum service in all 

feasible managerial dimensions. 
(iii) To demonstrate the review will be with minimum interference with regular 

operation. 
(iv) The responsible officers will be involved in the process of review of the 

findings and recommendations before the audit report is formally released.  
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It is essential to create an atmosphere of trust and friendliness so that audit reports 
will be understood in their proper perspective. 
Finally, it needs hardly any emphasis that there should be right management 
culture, enlightened auditees and auditors of the right calibre. May be to expect a 
combination at all times of all the three is asking for the impossible. But, a 
concerted effort by the management, auditors and auditees to achieve a more 
acceptable climate would go a long way to achieve the goal.  

7. (a) Special Report by Auditor to Registrar of Co-operative Societies: Under the 
following circumstances, an auditor has to issue special report to the Registrar of Co-
operative Societies (This report should be in addition to the regular report)- 
(i) (1) Any member of the managing committee is involved in personal profit 

making by  using  the  properties  or  assets  of  the  society,  resulting  into  
the  loss  to  the society. 

 (2) Frauds are detected from the society’s transactions. 
(ii) There is mismanagement in the society and the principles of co -operative are not 

maintained by the management. 
(iii) In the respect of audit of Urban Co-operative Banks, disproportionate advances to 

vested interest groups. Such as relative of management, and deliberate 
negligence about the recovery thereof. Cases of reckless advancing, where the 
management is negligent about taking adequate security and proper 
safeguards for judging the credit worthiness of the party. 

 (b) Tolerable Misstatement: As per SA 530, “Audit Sampling”, it is a monetary amount 
set by the auditor in respect of which the auditor seeks to obtain an appropriate 
level of assurance that the monetary amount set by the auditor is not exceeded by 
the actual misstatement in the population.  

 When designing a sample, the auditor determines tolerable misstatement in order to 
address the risk that the aggregate of individually immaterial misstatements may 
cause the financial statements to be materially misstated and provide a margin for 
possible undetected misstatements. Tolerable misstatement is the application of 
performance materiality to a particular sampling procedure. Tolerable misstatement 
may be the same amount or an amount lower than performance materiality.  

 Tolerable rate of deviation: It is a rate of deviation from prescribed internal control 
procedures set by the auditor in respect of which the auditor seeks to obtain an 
appropriate level of assurance that the rate of deviation set by the auditor is not 
exceeded by the actual rate of deviation in the population. 

(c) Areas excluded from scope of Peer Reviewer are: 
(i) Management Consultancy Engagements; 
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(ii) Representation before various Authorities; 
(iii) Engagements to prepare tax returns or advising clients in taxation matters; 
(iv) Engagements for the compilation of financial statements; 
(v) Engagements solely to assist the client in preparing, compiling or collating 

information other than financial statements; 
(vi) Testifying as an expert witness; 
(vii) Providing expert opinion on points of principle, such as Accounting Standards 

or the applicability of certain laws, on the basis of facts provided by the client; 
and  

(viii) Engagement for Due diligence. 
(d) Corresponding Figures: As per SA 710 “Comparative Information—Corresponding 

Figures and Comparative Financial Statements”, “corresponding figures” is a 
comparative information where amounts and other disclosures for the preceding 
period are included as part of the current period financial statements, and are 
intended to be read in relation to the amounts and other disclosures relating to the 
current period. These corresponding figures are not presented as complete financial 
statements capable of standing alone, but are an integral part of the current period 
financial statements intended to be read only in relationship to the current period 
figures. 

(e)  Sauda Book: All members of the Stock Exchange are required to maintain a ‘Sauda 
Book’, which contains details of all deals transacted by them on a day to day basis. 
This is a basic record, which contains the details regarding the name of the code of 
the client on whose behalf the deals have been done, rate and quantity of bought or 
sold. These details are maintained date wise. This register contains all the 
transactions, which may be of any of the kind mentioned below - 
(i) member’s own business on the Exchange; 
(ii) member’s business on the Exchange on behalf of clients; 
(iii) member’s business with the clients on principal-to-principal basis; 
(iv) member’s business with the members of other Stock Exchanges; 
(v) member’s business on behalf of his clients with the members of other Stock 

Exchanges; 
(vi) Spot transactions, etc. 
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