PAPER - 6: AUDITING AND ASSURANCE

PART - | : ACADEMIC UPDATE
(Legislative Amendments / Notifications/ Circulars/ Rules / Guidelines issued by

Regulating Authority)

Revised Chapter 7-Company Audit-l is given hereunder:

1 Eligibility, Qualifications and Disqualifications ofan Auditor

Am |
eligibje?

The provisions relating to eligibility, qualifications and
disqualifications of an auditor are governed by
section 141 of the Companies Act, 2013 (hereinafter
referred as the Act). The main provisions are stated
below:

(1) A person shall be eligible for appointment as
an auditor of a company only if he is a chartered
accountant.

It may be noted that a firm whereof majority of
partners practising in India are qualified for
appointment as aforesaid may be appointed by its
firm name to be auditor of a company.

Fig.: Is the person eligible for appointmentas auditor??

(2) Where a firm including a limited liability partnership is appointed as an auditor of a
company, only the partners who are chartered accountants shall be authorised to act and

sign on behalf of the firm.

(3) Under sub-section (3) of section 141 along with Rule 10 of the Companies (Audit and
Auditors) Rules, 2014 (hereinafter referred as CAAR), the following persons shall not be
eligible for appointmentas an auditor of a company, namely-

(@) abody corporate other than a limited liability partnership registered under the Limited

Liability Partnership Act, 2008;

(b) an officer or employee of the company;
(c) a person who is a partner, or who is in the employment, of an officer or employee of

the company,

(d) a person who, or his relative or partner -

(i) s holding any security of or interest in the company or its subsidiary, or of its
holding or associate company or a subsidiary of such holding company;

1 Source of image: http://y ourfinancebook.com
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2 INTERMEDIATE (IPC) EXAMINATION: MAY, 2019

It may be noted that the relative may hold security or interest in the company of
face value not exceeding ¥ 1,00,000.

It may also be noted that the condition of ¥ 1,00,000 shall, wherever relevant,
be also applicable in the case of a company not having share capital or other
securities.

Students may also note that in the event of acquiring any security or interest by
a relative, above the threshold prescribed, the corrective action to maintain the
limits as specified above shall be taken by the auditor within 60 days of such
acquisition or interest.

The following points merit consideration in this regard:

(i)  The value of shares of ¥ 1,00,000 that can be hold by relative is the face
value not the market value.

(i)  The limit of ¥ 1,00,000 would be applicable where the securities are held
by the relative of an auditor and not where the securities are held by an
auditor himself or his partner. In case of an auditor or his partner, securities
of even small value shall be a disqualification.

(iii) Grace period of 60 days for corrective action shall apply only in respect of
securities held by relatives. Thiswould not apply to auditor or his partner.

[The term “relative”, as defined under the Companies Act, 2013, means anyone
who is related to another as members of a Hindu Undivided Family;, husband
and wife; Father (including step- father), Mother (including step-mother), Son
(including step- son), Son’s wife, Daughter, Daughter's husband, Brother
(including step- brother), Sister (including step- sister).]

EXAMPLES

Ex 1: Mr. A, a practicing Chartered Accountant, is holding securities of XYZ
Ltd. having face value of &900. Whether Mr. A is qualified for appointment as
an auditor of XYZ Ltd.?

As per section 141(3)(d)(i), an auditor is disqualified to be appointed as an
auditor if he, or his relative or partner holding any security of or interest in the
company or its subsidiary, or of its holding or associate company or a
subsidiary of such holding company.

In the present case, Mr. A is holding security of <900 in XYZ Ltd. Therefore,
he is not eligible for appointment as an auditor of XYZ Ltd.

Ex 2: Mr. P is a practicing Chartered Accountant and Mr. Q, the relative of Mr.
P, is holding securities of ABC Ltd. having face value of &90,000. Whether Mr.
P is qualified from being appointed as an auditor of ABC Ltd.?

As per section 141(3)(d)(i), a person is disqualified to be appointed as an
auditor if he, or his relative or partner is holding any security of or interest in

© The Institute of Chartered Accountants of India




PAPER - 6: AUDITING AND ASSURANCE 3

the company or its subsidiary, or of its holding or associate company or a
subsidiary of such holding company. Further, as per proviso to this section,
the relative of the person may hold the securities or interest in the company of
face value not exceeding of < 1,00,000.

In the present case, Mr. Q. (relative of Mr. P), is having securities of
¢ 90,000 face value in ABC Ltd., which is as per requirement of proviso to
section 141(3)(d)(i). Therefore, Mr. P will not be disqualified to be appointed
as an auditor of ABC Ltd.

Ex 3: M/s BC & Co. is an Audit Firm having partners Mr. B and Mr. C, and Mr.
A the relative of Mr. C, is holding securities of MWF Ltd. having face value of
¢ 1,01,000. Whether M/s BC & Co. is qualified from being appointed as an
auditor of MWF Ltd.?

As per section 141(3)(d)(i), a person is disqualified to be appointed as an
auditor if he, or his relative or partner is holding any security of or interest in
the company or its subsidiary, or of its holding or associate company or a
subsidiary of such holding company. Further as per proviso to this section, the
relative ofthe person may holdthe securities or interest in the company of face
value not exceeding of ¢ 1,00,000.

In the instant case, M/s BC & Co, will be disqualified for appointment as an
auditor of MWF Ltd. as the relative of Mr. C (i.e. partner of M/s BC & Co.) is
holding the securities in MWF Ltd. which is exceeding the limit mentioned in
proviso to section 141(3)(d)(i).

Ex 4: M/s RM & Co. is an audit firm having partners CA. R and CA. M. The firm
has been offered the appointment as an auditor of Enn Ltd. for the Financial
Year 2016-17. Mr. Bee, the relative of CA. R, is holding 5,000 shares (face value
of 10 each) in Enn Ltd. having market value of ¢1,50,000. Whether M/s RM &
Co. is disqualified to be appointed as auditors of Enn Ltd.?

As per section 141(3)(d)(i), a person shall not be eligible for appointment as an
auditor of a company, who, or his relative or partner is holding any security of or
interest inthe company or its subsidiary, or of its holding orassociate company or
a subsidiary of such holding company. However, as per proviso to this section, the
relative of the person may hold the securities or interest in the company of face
value not exceeding of ¢1,00,000.

In the instant case, M/s RM & Co. is an audit firm having partners CA. R and CA.
M. Mr. Bee is a relative of CA. R and he is holding shares of Enn Ltd. of face
value of 50,000 only (5,000 shares x 10 per share).

Therefore, M/s RM & Co. is not disqualified for appointment as an auditors of
Enn Ltd. as the relative of CA. R (i.e. partner of M/s RM & Co.) is holding the
securities in Enn Ltd. which is within the limit mentioned in proviso to section
141(3)(d)(i) of the Companies Act, 2013.
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(ii) isindebted to the company, orits subsidiary, or its holding or associate company
or a subsidiary of such holding company, in excess of T 5,00,000; or

(i) has given a guarantee or provided any security in connection with the
indebtedness of any third person to the Company or its Subsidiary, or its Holding
or Associate Company or a Subsidiary of such Holding Company, in excess of
¥ 1,00,000.

(e) aperson or a firm who, whether directly or indirectly has business relationship with
the Company, or its Subsidiary, orits Holding or Associate Companyor Subsidiary of
such holding company or associate company, of such nature as may be prescribed;

Students may note that for the purpose of clause (e) above, the term “business
relationship” shall be construed as any transaction entered into for a commercial
purpose, except—

(i) commercial transactions which are in the nature of professional senices
permitted to be rendered by an auditor or audit firm under the Act and the Chartered
Accountants Act, 1949 and the rules or the regulations made under those Acts;

(i) commercial transactions which are in the ordinary course of business of the
company at arm’s length price - like sale of products or senvices to the auditor, as
customer, in the ordinary course of business, by companies engaged in the business
of telecommunications, airlines, hospitals, hotels and such other similar businesses.

() a person whose relative is a Director or is in the employment of the Company as a
director or key Managerial Personnel.

(9) a person who is in full ime employment elsewhere or a person or a partner of a firm
holding appointment as its auditor, if such person or partner is at the date of such
appointment or reappointment holding appointment as auditor of more than twenty
companies other than one person companies, dormant companies, small companies
and private companieshaving paid-up share capital less than ¥ 100 crore.

(h) a person who has been convicted by a Court of an offence involving fraud and a
period of ten years has not elapsed from the date of such conviction.

() a person who, directly or indirectly, renders any service referred to in section
144 to the company or its holding company or its subsidiary company.

It may be noted that, for the purposes of this clause, the term "directly or
indirectly” shall have the same meaning as assigned to it in the Explanation to
section 144, i.e.

In case of auditor being an individual, either himselfor through his relative or any
other person connected or associated with such individual or through any other
entity, whatsoever, in which such individual has significant influence or control, or
whose name or trade mark or brand is used by such individual, shall be termed as
rendering of services directly or indirectly by the auditor; and
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In case ofauditor beinga firm, either itself or through any of its partners or through
its parent, subsidiary or associate entity or through any other entity, whatsoever,
in which the firm or any partner ofthe firm has significant influence or control, or
whose name or trade mark or brand is used by the firm or any of its partners, shall
be termed as rendering of services directly or indirectly by the auditor.

Section 144 of the Companies Act, 2013 prescribes certain services not to be
rendered by the auditor. An auditor appointed under this Act shall provide to the
company only such other senvices as are approved by the Board of Directors or the
audit committee, as the case may be, but which shall not include any of the following
senvices (whether such services are rendered directly or indirectly to the companyor
its holding company or subsidiary company), namely.

(i) accounting and book keeping services;
(i) internal audit;

(i) design and implementation of any financial
information system;

(ivy  actuarial senvices;
(v investment advisory services;

()  investment banking services;
Fig.: Auditor restrained from entering into certain services?
(vii) rendering of outsourced financial senvices;
(viii) management senices; and
(ix) any other kind of services as may be prescribed.

It may be noted that an auditor or audit firm who or which has been performing any non-
auditservices on or before the commencementofthis Actshall complywith the provisions
of this section before the closure of the first financial year after the date of such
commencement.

Example: CA. Poshin is providing the services of investment banking to C Ltd. Later
on, he was also offered to be appointed as an auditor of the company for the current
financial year. Advise.

Section 141(3)(i) of the Companies Act, 2013 disqualifies a person for appointment
as an auditor of a company who, directly or indirectly, renders any service
referred to in section 144 to the company or its holding company or its
subsidiary company. Section 144 of the Companies Act, 2013 prescribes certain

2 Source of image: w ebuildbuzz.com
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6 INTERMEDIATE (IPC) EXAMINATION: MAY, 2019

services not to be rendered by the auditor which includes investment banking
services.

Therefore, CA. Poshin is advised not to accept the assignment of auditing as the
investment banking service is specifically notified in the list of services not to be
rendered by him as per section 141(3)(i) read with section 144 of the Companies
Act, 2013.

(4) Where a person appointed as an auditor of a company incurs any of the disqualifications
mentioned in sub-section (3) after his appointment, he shall vacate his office as such auditor
and such vacation shall be deemed to be a casual vacancyin the office of the auditor.

CASE STUDY

Facts of the Case: Mr. A, a chartered accountant, has been appointed as an auditor of
Laxman Ltd. in the Annual General Meeting of the company held in September, 2016,
which assignment he accepted. Subsequently in January, 2017 he joined Mr. B, another
chartered accountant, who is the Manager Finance of Laxman Ltd., as partner.

Provisions and Explanation: Section 141(3)(c) of the Companies Act, 2013 prescribes
that any person who is a partner or in employment of an officer or employee of the
company will be disqualified to act as an auditor of a company. Sub-section (4) of Section
141 provides that an auditor who becomes subject, after his appointment, to any of the
disqualifications specified in sub-sections (3) of Section 141, he shall be deemed to have
vacated his office as an auditor.

Conclusion: In the present case, Mr. A, an auditor of Laxman Ltd., joined as partner with
Mr. B, who is Manager Finance of Laxman Limited. The given situation has attracted sub-
section (3)(c) of Section 141 and, therefore, he shall be deemed to have vacated office
of the auditor of Laxman Limited in accordance with sub-section (4) of section 141.

2 Appointmentof Auditor

Section 139 of the Companies Act, 2013 contains provisions
regarding Appointment of Auditors. Discussion on appointment
of auditors may be grouped under two broad headings-

| Appointment of First Auditors.
I Appointment of Subsequent Auditors.

Fig: Meeting for appointment of Auditor?

3 Source of image: htip://new hav enscience.org
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[ Appointment of Auditor ]

(Section 139)
|
[ |
[ First Auditor ] [ Subsequent Auditor ]
T |
| | | |
Other than Goverment Company Other than Goverment Company
Government Company defined u/s 2(45) Government Company defined u/s 2(45)
[Section 139(6)] [Section 139(7)] [Section 139(1)] [Section 139(5)]
o Y [ Appointmentby C&AG )
Appointment by BOD - within 60 days from the f .
within 30 days from DR Appointment Appointment by C&
DO by Members AG within 180 days
in AGM from the
: eailure: in case of failure commencement of
in case 0 .al ure: BOD with#\ 30 days year
Membersin EGM
within 90 days. .
9 ) in case of failure Hold the office from
Membersin EGMwithin fst AE(I\;IIMto oth
\_ 60 days Y, subject to Hold the

office till the
conclusion of
the AGM

Hold the
office till the
conclusion of

fulfillment of certain
conditions

Hold the
office till the

the first AGM

conclusion of
the first AGM

21  Appointmentof First Auditor

2.1.1 Appointment of First Auditors in the case of a company, other than a Government
Company: As per Section 139(6), the first auditor of a company, other than a Government
company, shall be appointed by the Board of Directors within 30 days from the date of
registration of the company.

In the case of failure of the Board to appoint the auditor, it shall inform the members of the
company.

The members of the company shall within 90 days at an extraordinary general meeting appoint
the auditor. Appointed auditor shall hold office fill the conclusion of the first annual general
meeting.

CASE STUDY

Facts of the Case: Managing Director of Pigeon Ltd. himself wants to appoint CA. Champ, a
practicing Chartered Accountant, as first auditor of the company.
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Provisions and Explanation: Section 139(6) of the Companies Act, 2013 lays down that the
first auditor of a company shall be appointed by the Board of Directors within 30 days from the
date of registration of the company. In the instant case, the proposed appointment of CA.
Champ, a practicing Chartered Accountant, as first auditor by the Managing Director of Pigeon
Ltd. by himself is in violation of Section 139(6) of the Companies Act, 2013, which authorizes
the Board of Directors to appoint the first auditor of the company.

Conclusion: In view of the above, the Managing Director of Pigeon Ltd. should be advised not
to appoint the first auditor of the company.

2.1.2 Appointmentof First Auditorsin the case of Government Company: A “Government
company’ is a company in which not less than 51% of the paid-up share capital is held by the
Central Government or by any State Government or Governments or partly by the Central
Government and partly by one or more State Governments, and includesa companywhich is a

subsidiary company of such a Government company.

Section 139(7) provides that in the case of a Government company or any other company
owned or controlled, directly or indirectly, 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, the first auditor shall be 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 companywho shall appoint such auditor within 60 days
at an extraordinary general meeting. Auditors shall hold office fill the conclusion of the first
annual general meeting.

CASE STUDY

Facts of the Case: The first auditor of Bhartiya Petrol Ltd., a Government company, was
appointed by the Board of Directors.

Provisions and Explanation: In the case of a Government Company, the appointment of first
auditor is governed by the provisions of Section 139(7) of the Companies Act, 2013 which
states that in the case of a Government company, the first auditor shall be appointed by the
Comptroller and Auditor-General of India within 60 days from the date of registration of the
company. Hence, in the case of Bhartiya Petrol Ltd., being a government company, the first
auditor shall be appointed by the Comptroller and Auditor General of India.

Conclusion: Thus, the appointment of first auditor made by the Board of Directors of Bhartiya
Petrol Ltd., is null and void.

22 Appointmentof Subsequent Auditor/Reappointment of Auditor

2.21 Appointment of Subsequent Auditors in case of Non Government Companies:
Section 139(1) of the Companies Act, 2013 provides that every company shall, at the first
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annual general meeting appoint an individual or a firm as an auditor who shall hold office from
the conclusion of that meeting till the conclusion of its sixth annual general meeting and

thereafter till the conclusion of every sixth meeting.
Thefollowing points need to be noted in this regard-

(i) Before such appointment is made, the written consent of the auditor to such appointment,
and a certificate from him or it that the appointment, if made, shall be in accordance with
the conditions as may be prescribed, shall be obtained from the auditor.

(i) The certificate shall also indicate whether the auditor satisfies the criteria provided in
section 141.

(iii) The company shall inform the auditor concerned of his or its appointment, and also file a
notice of such appointment with the Registrar within 15 days of the meeting in which the
auditor is appointed.

2.2.2 Appointment of Subsequent Auditors in case of Government Companies: As per
section 139(5), in the case of a Government company or any other company owned or
controlled, directly or indirectly, 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, the Comptroller and Auditor-General of India shall, in respect of a financial year,
appoint an auditor duly qualified to be appointed as an auditor of companies under this Act,
within a period of 180 days from the commencementof the financial year, who shall hold office
till the conclusion of the annual general meeting.

2.3 Filling ofa Casual Vacancy
As per Section 139(8), any casual vacancy in the office of an auditor shall-

(i) Inthe case of a company other thana company whose accounts are subjectto audit
by an auditorappointed by the Comptroller and Auditor-General of India, be filled by
the Board of Directors within 30 days.

If such casual vacancy is as a result of the resignation of an auditor, such appointment
shall also be approved by the companyat a general meeting convened within three months
of the recommendation of the Board and he shall hold the office till the conclusion of the
next annual general meeting.

(i) In the case of a company whose accounts are subject to audit by an auditor
appointed by the Comptroller and Auditor-General of India, be filled by the Comptroller
and Auditor-General of India within 30 days.

It may be noted that in case the Comptroller and Auditor-General of India does not fill the
vacancy within the said period the Board of Directors shall fill the vacancy within next 30
days.
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Filling of casual vacancy {uls 139 (8)}

Other Companies Govt Companies
To be filed by BOD within 30
d
2R To be flled by C&AG witin 30 days
In case of resignation, appointment by In case of failure BOD shall fil
BOD should be approved by Co. at within 30 days
AGM

231 Casual Vacancy by Resignation: As per section 140(2) the auditor who has
resigned from the company shall file within a period of 30 days from the date of resignation, a
statement in the prescribed Form ADT-3 (as per Rule 8 of CAAR) with the company and the
Registrar, and in case of the companiesreferred to in section 139(5) i.e. Government company,
the auditor shall also file such statement with the Comptroller and Auditor-General of India,
indicating the reasons and other facts as may be relevant with regard to his resignation. In case
of failure the auditor shall be punishable with fine which shall not be less than fifty thousand
rupees or the remuneration of the auditor, whichever is less but which may extend to five
lakh rupees as per section 140(3).

CASE STUDY

Facts of the Case: CA. Donald was appointed as the auditor of PS Ltd. at the
remuneration of ¢ 30,000. However, after 4 months of continuing his services, he could
not continue to hold his office of the auditor as his wife got a governmentjob at a distant
place and he needs to shift along with her to the new place. Thus, he resigned from the
company and did not perform his responsibilities relating to filing of statement to the
company and the registrar indicating the reasons and other facts as may be relevant
with regard to his resignation.

How much fine may he be punishable with under section 140(3) for non-compliance of
section 140(2) of the Companies Act, 2013?

Provisions and Explanation: For non-compliance of sub-section (2) of section 140 of the
Companies Act, 2013, the auditor shall be punishable with fine, which shall not be less
than fifty thousand rupees or the remuneration of the auditor, whichever is less but
which may extend to five lakh rupees, under section 140(3) of the said Act.

Conclusion: Thus, the fine under section 140(3) of the Companies Act, 2013 shall not be
less than ¥ 30,000 but which may extend to <5,00,000.

© The Institute of Chartered Accountants of India



PAPER - 6: AUDITING AND ASSURANCE 1

Other Important Provisions Regarding Appointment of Auditors
(1) A retiring auditor may be re-appointed at an annual general meeting, if-
(@) heis not disqualified for re-appointment;
(b) he has not given the company a notice in writing of his unwillingness to be re-
appointed; and
(c) a special resolution has not been passed at that meeting appointing some other
auditor or providing expressly that he shall not be re-appointed.

(2) Where at any annual general meeting, no auditor is appointed or re-appointed, the existing
auditor shall continue to be the auditor of the company.

3 Rotation of Auditor

3.1 Applicability of Section 139(2) Rotation
of Auditor: As per rules prescribed in
Companies (Audit and Auditors) Rules, 2014,
for applicability of section 139(2) the class of
companies shall mean the following classes of
companies excluding one person companiesand
small companies-

Fig: Rotation of Auditors*

(I) allunlisted public companies having paid up share capital of rupees ten crore or more;
(I} all private limited companies having paid up share capital of rupees fifty crore or more;
(IN) all companieshaving paid up share capital of below threshold limit mentioned above, but

4 Source of image: thehindubusinessline.com
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having public borrowings from financial institutions, banks or public deposits of rupees fifty
crores or more.

Example: Rano Pvt. Ltd. is a private limited Company, having paid up share capital of <42
crore but having public borrowing from nationalized banks and financial institutions of & 72
crore, manner of rotation of auditor will be applicable.

As per section 139(2), no listed company or a company belonging to such class or classes of
companiesas mentioned above, shall appoint or re-appoint-

(@) anindividual as auditor for more than one term of five consecutive years; and
(b) an audit firm as auditor for more than two terms of five consecutive years. Provided that -

(i) anindividual auditor who has completed his term under clause (a) shall not be eligible

for re-appointment as auditor in the same company for five years from the completion
of his term;

(i) an audit firm which has completed its term under clause (b), shall not be eligible for
re-appointment as auditor in the same companyfor five years from the completion of
such term.

Example: Jolly Ltd., a listed company, appointed M/s Polly & Co., a Chartered Accountant
firm, as the statutory auditor in its AGM held at the end of September, 2016 for 11 years. Here,
the appointment of M/s Polly & Co. is not valid as the appointment can be made only for one
term of five consecutive years and then another one more term of five consecutive years. It
can’t be appointed for two terms in one AGM only. Further, a cooling period of five years from
the completion of term is required i.e. the firm can’t be re-appointed for further 5 years after
completion of two terms of five consecutive years.

The following points merit consideration in this regard-

(1) As on the date of appointment, no audit firm having a common partner or partners to the
other audit firm, whose tenure has expired in a company immediately preceding the
financial year, shall be appointed as auditor of the same companyfor a period of five years.

Example: M/s XYZ & Co., is an audit firm having partner Mrs. X, Mr. Y and Mr. Z, whose
tenure has expired in the company immediately preceding the financial year. M/s ABZ &
Co., another audit firm in which Mr. Z is a common partner, will also be disqualified for the
same company along with M/S XYZ & Co. for the period of five years.

(2) Every company, existing on or before the commencementof this Act which is required to
complywith provisions of this sub-section, shall comply with the requirements of this sub-
section within a period which shall not be later than the date of the first annual general
meeting of the company held, within the period specified under sub-section (1) of section
96, after three years from the date of commencementof this Act.
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EXAMPLES

Ex 1: Mr. Raj, a Chartered Accountant, is an individual auditor of Binaca Limited for last 5
years as on March, 2013 (i.e. existing on or before the date of Commencement of
Companies Act, 2013). Keeping in view the transition period as stated in the Companies
Act, 2013, Mr. Raj can continue the audit of Binaca Ltd. upto the first annual general
meeting to be held after three years from the date of commencement of the Act.

Ex 2: M/s Raj & Associates, a Chartered Accountants Audit Firm, is doing audit of Binaca
Limited for last 11 years as on March, 2013 (i.e. existing on or before the date of
Commencement of Companies Act, 2013). Keeping in view the transition period as stated
in the Companies Act, 2013, M/s Raj Associates can continue the audit of Binaca Ltd. upto
the first annual general meeting to be held after three years from the date of
commencement of the Act.

Students may interlink the above example with Illustrative table explaining rotation
in case of individual auditor as well as audit firm which has been given after the 3.2

i.e. Manner of rotation of Auditors by the Companies on Expiry of their Term.*

(3) It has also been provided that right of the companyto remove an auditor or the right of the
auditor to resign from such office of the company shall not be prejudiced.

(4) Subject to the provisions of this Act, members of a company may resolve to provide that-

(@) in the audit firm appointed by it, the auditing partner and his team shall be rotated at
such intervals as may be resolved by members; or

(b) the audit shall be conducted by more than one auditor.

(5) The Central Government may, by rules, prescribe the mannerin which the companies shall
rotate their auditors.

3.2 Manner of Rotation of Auditors by the Companies on Expiry of their Term: Rule 6 of
the Companies (Audit and Auditors) Rules, 2014 prescribes the manner of rotation of auditors
on expiry of their term which is given below-

(1)  The Audit Committee shall recommend to the Board, the name of an individual auditor or of an
auditfirm who may replace the incumbentauditor on expiry of the term of suchincumbent.

(2) Where a companyis required to constitute an Audit Committee, the Board shall consider
the recommendation of such committee, and in other cases, the Board shall itself consider
the matter of rotation of auditors and make its recommendation for appointment of the next
auditor by the members in annual general meeting.

(3) Forthe purpose of the rotation of auditors-

(i) in case of an auditor (whether an individual or audit firm), the period for which the
individual or the firm has held office as auditor prior to the commencement of the
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Act shall be taken into accountfor calculatingthe period of five consecutive years or
ten consecutive years, as the case may be;

the incoming auditor or audit firm shall not be eligible if such auditor or audit firm is
associated with the outgoing auditor or audit firm underthe same network of auditfirms.

Explanation | - For the purposes of these rules the term “same network” includes the
firms operating or functioning, hitherto or in future, under the same brand name, trade
name or common control.

Explanation Il - For the purpose of rotation of auditors,

(@) abreak in the term for a continuous period of five years shall be considered as
fulfilling the requirement of rotation;

(b) if a partner, who is in charge of an audit firm and also certifies the financial
statements of the company, retires from the said firm and joins another firm of
chartered accountants, such other firm shall also be ineligible to be appointed

for a period of five years.

*Illustration explaining rotation in case of individual auditor

Aggregate  period

Number of consecutive years| Maximum number of

for which anindividual auditor
has been functioning as

of section 139(2)]

consecutive  years
for which he may be

transitional period)

which the auditor
would complete in

auditor in the same company| appointed in the | the same company
[in the first AGM held after the| same company | in view of column |
commencementof provisions | (including and Il

5 Years (or more than 5 3 years 8 years or more
years)
4 years 3 years 7 years
3 years 3 years 6 years
2 years 3 years 5 years
1 year 4 years 5 years

Note:
(1)

or brand is used by such individual, if any.

(2)
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auditor has been the auditor until there has been a break by five years or more.

*lllustration explaining rotation in case of audit firm

Number of consecutive years for
which an audit firm has been
functioning as auditor in the
same company [in the first AGM
held after the commencement of
provisions of section 139(2)]

Maximum number of
consecutive years for
whichthe firm may be
appointed in the same
company (including
transitional period)

Aggregate
which the

complete in the same
company in view of
columnland Il

period
firm would

10 Years (or more than 10years) 3 years 13 years or more
9 years 3 years 12 years
8 years 3 years 11 years
7 years 3 years 10 years
6 year 4 years 10 years
5 years 5 years 10 years
4 years 6 years 10 years
3 year 7 years 10 years
2 years 8 years 10 years
1 years 9 years 10 years

Note:

1. Audit Firm shall include other firms whose name or trade mark or brand is used by

the firm or any of its partners.

2. Consecutive years shall mean all the preceding financial years for which the firm has
been the auditor until there has been a break by five years or more.
(4) Where a company has appointed two or more individuals or firms or a combination thereof

as joint auditors, the company may follow the rotation of auditors in such a manner that
both or all of the joint auditors, as the case maybe, do not complete their term in the same

year.

4  Provisionsrelatingto Audit Committee

4.1 Applicability of section 177 i.e. Constitution of Audit Committee: Where a company is
required to constitute an Audit Committee under section 177, all appointments, including the
filling of a casual vacancy of an auditor under this section shall be made after taking into account

the recommendations of such committee.

© The Institute of Chartered Accountants of India



16 INTERMEDIATE (IPC) EXAMINATION: MAY, 2019

all public
companies with a
paid up capital >
< 10 crore

Companies to
constitute Audit
Committee
[including Listed

all public Public
companies, having ompanie
in aggregate, all public

companies having
turnover > ¥ 100
crore

outstanding loans
or borrowings or
debentures or
deposits >T 50
crore

Diagram showing class of companies to constitute Audit Committee

It is important to know that in addition to listed public companies, following classes of
companies shall constitute an Audit Committee -

(i)  all public companieswith a paid up capital of ten crore rupees or more;
(ii) all public companieshaving turnover of one hundred crore rupees or more;

(iii) all public companies, having in aggregate, outstanding loans or borrowings or debentures
or deposits exceeding fity crore rupees or more.

Explanation- The paid up share capital or turnover or outstanding loans, or borrowings or
debentures or deposits, as the case may be, as existing on the date of last audited Financial
Statements shall be taken into accountfor the purposes of this rule.

Example: XYZ Ltd., a public company having paid up capital of ¥ 9 crore but having turnover
of 150 crore, will be required to constitute an Audit Committee under section 177 because the
requirement for constitution of Audit Committee arises if the company falls into any of the
prescribed category.

4.2 Manner and procedure of selection and appointment of auditors-Rule 3 of CAAR, 2014
prescribes the following manner and procedure of selection and appointment of auditors-

(1) In case of a companythat is required to constitute an Audit Committee under section 177,
the committee, and, in cases where such a committee is not required to be constituted, the
Board, shall take into consideration the qualifications and experience of the individual or
the firm proposed to be considered for appointment as auditor and whether such
qualifications and experience are commensurate with the size and requirements of the
company.
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It may be noted that while considering the appointment, the Audit Committee or the Board,
as the case may be, shall have regard to any order or pending proceeding relating to
professional matters of conduct against the proposed auditor before the Institute of
Chartered Accountants of India or any competent authority or any Court.

The Audit Committee or the Board, as the case maybe, may call for such other information
from the proposed auditor as it may deem fit.

Subject to the provisions of sub-rule (1), where a company s required to constitute the
Audit Committee, the committee shall recommend the name of an individual or a firm as
auditor to the Board for consideration and in other cases, the Board shall consider and
recommend anindividual or afirm as auditor to the membersin the annual general meeting

for appointment.

If the Board agrees with the recommendation of the Audit Committee, it shall further
recommend the appointment of an individual or a firm as auditor to the membersin the
annual general meeting.

If the Board disagrees with the recommendation of the Audit Committee, it shall refer back
the recommendation to the committee for reconsideration citing reasons for such
disagreement.

If the Audit Committee, after considering the reasons given by the Board, decides not to
reconsider its original recommendation, the Board shall record reasons for its
disagreement with the committee and send its own recommendation for consideration of
the members in the annual general meeting; and if the Board agrees with the
recommendations of the Audit Committee, it shall place the matter for consideration by

members in the annual general meeting.

The auditor appointed in the annual general meeting shall hold office from the conclusion
of that meeting fill the conclusion of the sixth annual general meeting, with the meeting
wherein such appointment has been made being counted as the first meeting.

Auditor’s Remuneration

As per section 142 of the Act, the remuneration of the auditor of a company shall be fixed in its
general meeting or in such manner as may be determined therein. However, board may fix
remuneration of the first auditor appointed by it.

Further, the remuneration, in addition to the fee payable to an auditor, include the expenses, if
any, incurred by the auditor in connection with the audit of the company and any facility extended
to him but does not include any remuneration paid to him for any other senice rendered by him
at the request of the company. Therefore, it has been clarified that the remuneration to Auditor
shall also include any facility provided to him.

© The Institute of Chartered Accountants of India



18 INTERMEDIATE (IPC) EXAMINATION: MAY, 2019

6. Removal of Auditors

6.1 Removal of Auditor Before Expiry of Term: According to Section 140(1), the auditor
. appointed under section 139 maybe removed
LS from his office before the expiry of his term
only by a special resolution of the company,
after obtaining the previous approval of the
Central Government in that behalf as per
Rule 7 of CAAR, 2014-

Fig: Auditor leaving office of the auditors

(1) The application to the Central Government for removal of auditor shall be made in Form
ADT-2 and shall be accompanied with fees as provided for this purpose under the Companies

(Registration Offices and Fees) Rules, 2014.

(2) The application shall be made to the Central Government within 30 days of the resolution
passed by the Board.

(3) The company shall hold the general meeting within 60 days of receipt of approval of the
Central Government for passing the special resolution.

It is important to note that before taking any action for removal before expiry of terms, the auditor
concerned shall be given a reasonable opportunity of being heard.

Direction by Tribunalin case Auditoracted in a FraudulentManner:

As per sub-section (5) of the section 140, the Tribunal either suo motu or on an application made
to it by the Central Government or by any person concerned, if it is satisfied that the auditor of
a company has, whether directly or indirectly, acted in a fraudulent manner or abetted or
colluded in any fraud by, or in relation to, the company or its directors or officers, it may, by
order, directthe company to change its auditors.

However, if the application is made by the Central Government and the Tribunal is satisfied that
any change of the auditor is required, it shall within fifteen days of receipt of such application,
make an order that he shall not function as an auditor and the Central Government may appoint
another auditor in his place.

It may be noted that an auditor, whether individual or firm, against whom final order has been
passed by the Tribunal under this section shall not be eligible to be appointed as an auditor of
any company for a period of five years from the date of passing of the order and the auditor
shall also be liable for action under section 447.

It is hereby clarified that in the case of a firm, the liability shall be of the firm and that of every
partner or partners who acted in a fraudulent manner or abetted or colludedin any fraud by, or
in relation to, the companyor its director or officers.

5 Source of image: www.123rf.com

© The Institute of Chartered Accountants of India



PAPER - 6: AUDITING AND ASSURANCE 19

6.2 Appointment of Auditor Other Than Retiring Auditor: Section 140(4) lays down
procedure to appoint an auditor other than retiring auditor who was removed-

(1) Special notice shall be required for a resolution at an annual general meeting appointing as
auditora person other than a retiring auditor, or providing expressly that a retiring auditor shall
not be re-appointed, except where the retiring auditor has completed a consecutive tenure of
five years oras the case maybe, ten years, as provided under sub-section (2) of section 139.

(2) On receipt of notice of such a resolution, the company shall forthwith send a copy thereof
to the retiring auditor.

(3) Where notice is given of such a resolution and the retiring auditor makes with respect
thereto representation in writing to the company (not exceeding a reasonable length) and
requests its nofification to members of the company, the company shall, unless the
representation is received by it too late for it to do so,-

(@) inany notice of the resolution given to members of the company, state the fact of the
representation having been made; and

(b) send a copy of the representation to every member of the company to whom notice
of the meeting is sent, whether before or after the receipt of the representation by the
company. and if a copy of the representation is not sent as aforesaid because it was
received too late or because of the companys default, the auditor may (without
prejudice to his right to be heard orally) require that the representation shall be read
out at the meeting.

Students may note that if a copy of representation is not sent as aforesaid, a copy thereof shall
be field with the Registrar.

Curtailing right of the auditor regarding circulation of copy of representation in the case
of appointment of auditor other than retiring auditor under section 140(4) of the
companies act, 2013:

If the Tribunal is satisfied on an application either of the company or of any other aggrieved
person that the rights conferred by section 140(4) of the Companies Act, 2013 are being abused
by the auditor, then, the copy of the representation may not be sent and the representation need
not be read out at the meeting.

7. Ceilingon Number of Audits

It has been mentioned earlier that before appointmentis given to any auditor, the company must
obtain a certificate from him to the effect that the appointment, if made, will not result in an
excess holding of company audit by the auditor concerned over the limit laid down in section
141(3)(g) of the Companies Act, 2013 which prescribes that a person who is in full time
employment elsewhere or a person or a partner of a firm holding appointment as its auditor, if
such person or partner is at the date of such appointment or reappointment holding appointment
as auditor of more than twenty companies other than one person companies, dormant
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companies, small companies and private companies having paid-up share capital less than
100 crore, shall not be eligible for appointment as an Auditor of a Company.

In the case of a firm of auditors, it has been further provided that ‘specified number of
companies’ shall be construed as the number of companies specified for every partner of the
firm who is not in full time employment elsewhere.

Thislimit of 20 company audits is per person. In the case of an audit firm having 3 partners, the
overall ceiling will be 3 x 20 = 60 company audits. Sometimes, a chartered accountant is a
partner in a number of auditing firms. In such a case, all the firms in which he is partner or
proprietor will be together entitled to 20 company audits on his account. Subject to the overall
ceiling of company audits, how they allocate the 20 audits between them selves is their affairs.

CASE STUDY

‘ABC & Co.” is an Audit Firm having partners “Mr. A”, “Mr. B” and “Mr. C”, Chartered
Accountants. “Mr. A”, “Mr. B” and “Mr. C” are holding appointment as an Auditor in 4, 6 and 10
Companies respectively.

(i) Provide the maximum number of Audits remaining in the name of “ABC & Co.”

(i) Provide the maximum number of Audits remaining in the name of individual partner i.e. Mr.
A, Mr. B and Mr. C.

(i) Can ABC & Co. accept the appointment as an auditor in 60 private companies having paid-
up share capital less than ¥ 100 crore, 2 small companies and 1 dormant company?

(iv) Would your answer be different, if out of those 60 private companies, 45 companies are
having paid-up share capital of €110 crore each?

Fact of the Case: In the instant case, Mr. A is holding appointment in 4 companies, whereas
Mr. B is having appointment in 6 Companies and Mr. C is having appointment in 10 Companies.
In aggregate all three partners are having 20 audits.

Provisions and Explanations: Section 141(3)(g) of the Companies Act, 2013 states that the
following persons shall not be eligible for appointment as an auditor of a company i.e. a person
who is in full time employment elsewhere; or a person, or a partner of a firm holding appointment
as its auditor, if such person, or partner is at the date of such appointment, or reappointment
holding appointment as auditor of more than twenty companies other than one person
companies, dormant companies, small companies and private companies having paid-up share
capital less than & 100 crore.

As per section 141(3)(g), this limit of 20 company audits is per person. In the case of an audit
firm having 3 partners, the overall ceiling will be 3 x 20 = 60 company audits. Sometimes, a
chartered accountant is a partner in a number of auditing firms. In such a case, all the firms in
which he is partner or proprietor will be together entitled to 20 company audits on his account.

Conclusion:

(i)  Therefore, ABC & Co. can hold appointment as an auditor of 40 more companies:
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Total Number of Audits available to the Firm =20*3 =60
Number of Audits already taken by all the partners

In their individual capacity = 4+6+10 =20
Remaining number of Audits available to the Firm =40

(i)~ With reference to above provisions an auditor can hold more appointment as auditor =
ceiling limit as per section 141(3)(g)- already holding appointments as an auditor. Hence
(1) Mr. A can hold: 20 - 4 = 16 more audits. (2) Mr. B can hold 20-6 = 14 more audits and
(3) Mr. C can hold 20-10 = 10 more audits.

(iii) In view of above discussed provisions, ABC & Co. can hold appointment as an auditor in
all the 60 private companies having paid-up share capital less than
< 100 crore, 2 small companies and 1 dormant company as these are excluded from the
ceiling limit of company audits given under section 141(3)(g) of the Companies Act, 2013.

(iv)  As per fact of the case, ABC & Co. is already having 20 company audits and they can also
accept 40 more company audits. In addition they can also conduct the audit of one person
companies, small companies, dormant companies and private companies having paid up
share capital less than & 100 crores. In the given case, out of the 60 private companies,
ABC & Co. is offered 45 companies having paid-up share capital of & 110 crore each.

Therefore, ABC & Co. can also accept the appointment as an auditor for 2 small
companies, 1 dormant company, 15 private companies having paid-up share capital less
than < 100 crore and 40 private companies having paid-up share capital of < 110 crore
each in addition to above 20 company audits already holding.

Council General Guidelines, 2008 (Chapter VIII): In exercise of the powers conferred by clause
(ii) of Part Il of the Second Schedule to the Chartered Accountants Act, 1949, the Council of the
Institute of Chartered Accountants of India hereby specifies that a member of the Institute in
practice shall be deemed to be guilty of professional misconduct, if he holds at any time
appointment of more than the “specified number of audit assignments of the companies under
Section 224 and /or Section 226 of the Companies Act, 1956 (now section 141(3)(g) of the
Companies Act, 2013).

It may be noted that in the case of a firm of chartered accountants in practice, the specified
number of audit assignments shall be construed as the specified number of audit assignments
for every partner of the firm.

It may also be noted that where any partner of the firm of chartered accountants in practice is
also a partner of any other firm or firms of chartered accountantsin practice, the number of audit
assignments which may be taken for all the firms together in relation to such partner shall not
exceed the specified number of audit assignments in the aggregate.

It is further provided that where any partner of a firm or firms of chartered accountantsin practice
accepts one or more audit assignments in his individual capacity, or in the name of his
proprietary firm, the total number of such assignment which may be accepted by all firms in
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relation to such chartered accountantand by him shall not exceed the specified number of audit
assignments in the aggregate.

(1) In computing the specified number of audit assignments-

(@) the number of such assignments, which he or any partner of his firm has accepted
whether singly or in combination with any other chartered accountant in practice or
firm of such chartered accountants, shall be taken into account.

(b) the number of partners of a firm on the date of acceptance of audit assignment shall
be taken into account.

(c) a chartered accountant in full time employment elsewhere shall not be taken into
account.

(2) Achartered accountantin practice as well as firm of chartered accountantsin practice shall
maintain a record of the audit assignments accepted by him or by the firm of chartered
accountants, or by any of the partner of the firm in his individual name or as a partner of
any other firm as far as possible, in the prescribed manner.

Ceiling on Tax Audit Assignments: The specified number of tax audit assignments that an
auditor, as an individual or as a partner of a firm, can acceptis 60 numbers. ICAl has notified
that a chartered accountant in practice shall be deemed to be guilty of professional misconduct,
if he accepts in a financial year, more than the specified number of tax audit assignments u/s
44AB.

8. Powers/Rights of Auditors
The auditor has the following powers/rights while conducting an audit:

(a) Rightofaccess to books, etc. — Section 143(1) of the Act provides that the auditor of a
company, at all times, shall have a right of access to the books of accountand vouchers of the
company, whether kept at the registered office of the company or at any other place and he is
entitled to require from the officers of the company such information and explanation as he may
consider necessary for the performance of his duties as auditor.

It may be noted that according to section 2(59) of the Act, the term ‘officer’ includes any director,
manager or key managerial personnel or any person in accordance with whose directions or
instructions the Board of Directors or any one or more of the directors is or are accustomed to
act;

The phrase ‘books, accounts and vouchers’ includes all books which have any bearing, or are
likely to have any bearing on the accounts, whether these be the usual financial books or the
statutory or statistical books; memorandabooks, e.g., inventory books, costing records and the
like may also be inspected by the auditor. Similarly the term ‘voucher’ includes all or any of the
correspondence which may in any way serve to vouch for the accuracy of the accounts. Thus,
the right of accessis not restricted to books of accountalone and it is for the auditor to determine
what record or documentis necessary for the purpose of the audit.

The right of access is not limited to those books and records maintained at the registered or
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head office so that in the case of a companywith branches, the right also extends to the branch
records, if the auditor considers it necessary to have access thereto as per Section143(8).

Example: X Ltd. restrains its company auditor from visiting another branch at different location
and having access to the inventory records maintained at that branch because the branch is
already audited by another auditor and the report has been received. Here, it may be noted that
the company auditor has right to visit the branch, even if the branch accounts are audited by
another auditor, if he considers it necessary to do so for the performance of his duties as auditor.

(b) Rightto obtaininformation and explanation from officers - Thisright of the auditor to
obtain from the officers of the company such information and explanations as he may think
necessary for the performance of his duties as auditor is a wide and important power. In the
absence of such power, the auditor would not be able to obtain details of amount collected by
the directors, etc. from any other company, firm or person as well as of any benefits in kind
derived by the directors from the company, which may not be known from an examination of the
books. It is for the auditor to decide the matters in respect of whichinformation and explanations
are required by him. When the auditor is not provided the information required by him or is
denied access to books, etc., his only remedy would be to report to the members that he could
not obtain all the information and explanations he had required or considered necessary for the
performance of his duties as auditors.

(c) Right to receive notices and to attend general meeting — The auditors of a company
are entitled to attend any general meeting of the company (the right is not restricted to those at
which the accounts audited by them are to be discussed); also to receive all the notices and
other communicationsrelating to the general meetings, which members are entitled to receive
and to be heard at any general meeting in any part of the business of the meeting which

concerns them as auditors.

Section 146 of the Companies Act, 2013 discusses right as well as duty of the auditor.
According to the section 146:

“all notices of, and other communicationsrelating to, any general meeting shall be forwarded to
the auditor of the company, and the auditor shall, unless otherwise exempted by the company,
attend either by himself or through his authorised representative, who shall also be qualified to
be an auditor, any general meeting and shall have right to be heard at such meeting on any part
of the business which concerns him as the auditor.”

Thus, itis right of the auditor to receive notices and other communications relating to any general
meeting and to be heard at such meeting, relating to the matter of his concern,however, it is duty of
the auditorto attend the same or through his authorised representative unless otherwise exempted.

(d) Rightto reportto the members of the company on the accounts examined by him -
The auditor shall make a report to the members of the company on the accounts examined by
him and on every financial statements which are required by or under this Act to be laid before
the company in general meeting and the report shall after taking into account the provisions of
this Act, the accounting and auditing standards and matters which are required to be included
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in the audit report under the provisions of this Act or any rules made there under or under any
order made under this section and to the best of his information and knowledge, the said
accounts, financial statements give a true and fair view of the state of the company's affairs as
atthe end of its financial year and profit or loss and cash flow for the year and such other matters
as may be prescribed.

(e) Rightto Lien- In terms of the general principles of law, any person having the lawful
possession of somebody else’s property, on which he has worked, may retain the property for
non-payment of his dues on accountof the work done on the property. On this premise, auditor
can exercise lien on books and documents placed at his possession by the client for non
payment of fees, for work done on the books and documents. The Institute of Chartered
Accountants in England and Wales has expressed a similar view on the following conditions:

() Documents retained must belong to the clientwho owes the money.

(i) Documents must have come into possession of the auditor on the authority of the client.
Theymust not have been received through irregular or illegal means. In case of a company

client, they must be received on the authority of the Board of Directors.

(iii)  Theauditor can retain the documentsonly if he has done work on the documents assigned
to him.

(ivy  Such of the documents can be retained which are connected with the work on which fees
have not been paid.

Under section 128 of the Act, books of accountof a company must be kept at the registered
office. These provisions ordinarily make it impracticable for the auditor to have possession of
the books and documents. The company provides reasonable facility to auditor for inspection of
the books of account by directors and others authorised to inspect under the Act. Taking an
overall view of the matter, it seemsthat though legally, auditor may exercise right of lien in cases
of companies, itis mostly impracticable for legal and practicable constraints. His working papers
being his own property, the question of lien, on them does not arise.

SA 230 issued by ICAl on Audit Documentation (explanatory text, A- 25), “Standard on Quality
Control (SQC) 1, “Quality Control for Firms that Perform Audits and Reviews of Historical
Financial Information, and Other Assurance and Related Senices Engagements”, issued by the
Institute, provides that, unless otherwise specified by law or regulation, audit documentation is
the property of the auditor. He may at his discretion, make portions of, or extracts from, audit
documentation available to clients, provided such disclosure does not undermine the validity of
the work performed, or, in the case of assurance engagements, the independence of the auditor
or of his personnel.”

9. Duties of Auditors

Sections 143 of the Companies Act, 2013 specifies the duties of an auditor of a companyina
quite comprehensive manner. It is noteworthy that scope of duties of an auditor has generally
been extending over all these years.
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(1) Duty of Auditorto Inquire on certain matters: It is the duty of auditor to inquire into the
following matters-

(@) whether loans and advances made by the company on the basis of security have
been properly secured and whether the terms on which they have been made are
prejudicial to the interests of the company or its members;

(b) whether transactions of the company which are represented merely by book entries
are prejudicial to the interests of the company;

(c) where the companynot being aninvestment companyor a banking company, whether
so much of the assets of the company as consist of shares, debentures and other
securities have been sold at a price less than that at which they were purchased by
the company,

(d) whether loans and advances made by the companyhave been shown as deposits;
(e) whether personal expenses have been charged to revenue account;

() where itis stated in the books and documents of the company that any shares have
been allotted for cash, whether cash has actually been received in respect of such
allotment, and if no cash has actually been so received, whether the position as stated
in the accountbooks and the balance sheet is correct, regular and not misleading.

The opinion of the Research Committee of the Institute of Chartered Accountants of India
on section 143(1) is reproduced below:

“The auditor is not required to report on the matters specified in sub-section (1) unless he
has any special commentsto make on any of the items referred to therein. If he is satisfied
as a result of the inquiries, he has no further duty to report that he is so satisfied. In such
a case, the content of the Auditor's Report will remain exactly the same as the auditor has
to inquire and apply his mind to the information elicited by the enquiry, in deciding whether
or not any reference needs to be made in his report. In our opinion, it is in this light that
the auditor has to consider his duties under section 143(1).”

Therefore, it could be said that the auditor should make a report to the members in case
he finds answer to any of these matters in adverse.

(2) Duty to Sign the Audit Report: As per section 145 of the Companies Act, 2013, the person
appointed as an auditor of the company shall sign the auditor's report or sign or certify any
other document of the company, in accordance with the provisions of section 141(2).

Section 141(2) of the Companies Act, 2013 states that where a firm including a limited
liability partnership is appointed as an auditor of a company, only the partners who are
chartered accountants shall be authorised to act and sign on behalf of the firm.

The qualifications, observations or comments on financial transactions or matters, which
have any adverse effect on the functioning of the company mentioned in the auditor's report
shall be read before the company in general meeting.
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(3) Dutyto complywith Auditing Standards: As per section143(9) ofthe Companies Act, 2013,
every auditor shall complywith the auditing standards. Further, as per section 143(10) of the
Act, the Central Governmentmay prescribe the standards of auditing asrecommended bythe
Institute of Chartered Accountants of India, in consultation with and after examination of the
recommendations made bythe National Financial Reporting Authority.

(4) Duty to report: As per section 143(3), the auditor's report shall also state —

(@) whether he has sought and obtained all the information and explanations whichto the
best of his knowledge and belief were necessary for the purpose of his audit and if
not, the details thereof and the effect of such information on the financial statements;

(b) whether, in his opinion, proper books of accountas required by law have been kept
by the company so far as appears from his examination of those books and proper
returns adequate for the purposes of his audit have been received from branches not
visited by him;

(c) whether the report on the accounts of any branch office of the companyaudited under
sub-section (8) by a person other than the company’s auditors has been sent to him
under the proviso to that sub-section and the manner in which he has dealt with it in
preparing his report;

(d) whether the company’s balance sheet and profit and loss account dealt with in the
report are in agreementwith the books of account and returns;

(e) whether, in his opinion, the financial statements comply with the accounting
standards;

() the observations or comments of the auditors on financial fransactions or matters
which have any adverse effect on the functioning of the company;

(9) whether any director is disqualified from being appointed as a director under sub-
section (2) of the section 164;

(h) any qualification, reservation or adverse remark relating to the maintenance of
accounts and other matters connected therewith;

(i) whether the company has adequate internal financial controls with reference to
financial statements in place and the operating effectiveness of such controls;

However, it may be noted that the reporting requirementon adequacy of internal
financial controls (IFCs) with reference to financial statements shall not be

applicable to a private company which is a-
() One personcompany;or
() Small company; or

(M) Company having turnover less than € 50 crore as per latest audited
financial statement and having aggregate borrowings from banks or
financial institutions or any body corporate at any point of time during the
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financial year less than & 25 crore.

— OnePerson Company
Private '

Exemption from . Company '
reporting on L
adequacy of IFCs .

Small Company
|

| Having turnover <% 50 crore
|and Borrowings <X 25 crore

() such other matters as may be prescribed. Rule 11 of the Companies (Audit and
Auditors) Rules, 2014 prescribes the other matters to be included in auditor’s report.
The auditor’s report shall also include their views and comments on the following
matters, namely:-

(i)  whether the companyhas disclosed the impact, if any, of pending litigations on
its financial position in its financial statement;

(i) whether the company has made provision, as required under any law or
accounting standards, for material foreseeable losses, if any, on long term
contracts including derivative contracts;

(iii) whether there has been any delay in transferring amounts, required to be
transferred, to the Investor Education and Protection Fund by the company.

[Notes: (1) Students may note that the auditor is also required to report on certain
additional matters specified under CARO, 2016 which is discussed later under
Para 10 Reporting under Companies (Auditor’s Report) Order, 2016.

(2) Students are also required to refer Guidance note on Reporting under
section 143(3)(f) and (h) of the Companies Act, 2013.]

(5) Duty to report on frauds:

A. Reporting to the Central Government- As per section 143(12) of the Companies

Act, 2013 read with Rule 13 of the Companies (Audit and Auditors) Rules, 2014, if an

auditor of a companyin the course of the performance of his duties as auditor, has reason

R to believe that an offence of fraud, which involves or

a7 is expected to involve individually an amount of T 1

HEPOHT ) crore or above, is being or has been committedin the

FRAUD /’” company by its officers or employees, the auditor

e shall report the matter to the Central Government
within such time and in such manner as prescribed.

Fig: Reporting of fraud®

6 Source of image: www.oig.Isc.gov
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B. Reporting to the Audit Committee or Board- In case of a fraud involving lesser
than the specified amount [i.e. less than ¥ 1 crore], the auditor shall report the matter to
the audit committee constituted under section 177 or to the Board in other cases within
such time and in such manner as prescribed.

C. Disclosure in the Board's Report: The companies, whose auditors have reported
frauds under this sub-section (12) to the audit committee or the Board, but not reported to
the Central Government, shall disclose the details about such frauds in the Board's report
in such manner as prescribed.

Sub-section (13) of section 143 of the Companies Act, 2013 safeguards the act of fraud
reporting by the auditor if it is done in good faith. It states that no duty to which an auditor
of a company may be subjectto shall be regarded as having been contravened by reason
of his reporting the matter above if it is done in good faith.

It is very important to note that the provisions regarding fraud reporting shall also apply,
mutatis mutandis, to a cost auditor and a secretarial auditor during the performance of his
duties under section 148 and section 204 respectively. If any auditor, cost accountant or
company secretary in practice do not comply with the provisions of sub-section (12) of
section 143, he shall be punishable with fine which shall not be less than T 1 lakh but which
may extend to T 25 lakh.

The auditor is also required to report under clause (x) of paragraph 3 of Companies
(Auditor’s Report) Order, 2016 [CARO, 2016], whether any fraud by the company or any
fraud on the Company by its officers or employees has been noticed or reported during the

year. If yes, the nature and the amount involved is to be indicated.

[Notes: For detailed provisions of CARO, 2016, students may refer Para 10 Reporting
under Companies (Auditor’s Report) Order, 2016]

Example: The head accountant of a company entered fake invoices of credit purchases
in the books of account aggregate of & 50 lakh and cleared all the payments to such bogus
creditor. Here, the auditor of the company is required to report the fraudulent activity to
the Board or Audit Committee (as the case may be) within 2 days of his knowledge of
fraud. Further, the company is also required to disclose the same in Board’s Report.

It may be noted that the auditor need not to report the central government as the amount
of fraud involved is less than &1 crore, however, reporting under CARO, 2016 is required.

(6) Duty to report on any other matter specified by Central Government: The Central
Government may, in consultation with the National Financial Reporting Authority (NFRA),
by general or special order, direct, in respect of such class or description of companies, as
may be specified in the order, that the auditor's report shall also include a statement on
such matters as may be specified therein.

However, as per the notification dated 29.03.2016, till the time NFRA is constituted, the
Central Government may hold consultation required under this sub-section with the
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Committee chaired by an officer of the rank of Joint Secretary or equivalent in the MCA
and the Committee shall have the representatives from the ICAI and Industry Chambers
and also special invitees from the National Advisory Committee on Accounting Standards
(NACAS) and the office of the C&AG.

[Note: Students may note that Companies (Auditor’s Report) Order, 2016 has been
notified in this perspective which is discussed later under Para 10 Reporting under
Companies (Auditor’s Report) Order, 2016]

(7) Duties and powers of the company’s auditor with reference to the audit of the branch
and the branch auditor are discussed separately in the chapter under heading 13
branch audit.

(8) Duty to state the reason for qualification or negative report: As per section 143(4),
where any of the matters required to be included in the audit report is answered in the
negative or with a qualification, the report shall state the reasons there for.

10. Reporting under Companies (Auditor’s Report) Order, 2016 [CARO, 2016]

The Central Government, after consultation with the committee constituted under proviso to
section 143(11) of the Companies Act, 2013, and in supersession of the Companies (Auditor's
Report) Order, 2015 dated the 10th April, 2015, has issued the Companies (Auditor's Report)
Order, 2016, (CARO, 2016) under section 143(11) of the Companies Act, 2013, dated 29th
March, 2016. The requirements of the Order are supplemental to the existing provisions of
section 143 of the Act regarding the auditor’s report.

The Order is not intended to limitthe duties and responsibilities of auditors but only requires a
statement to be includedin the audit report in respect of the matters specified therein.

Applicability ofthe Order: The CARO, 2016 is an additional reporting requirement Order. The
order applies to every companyincluding a foreign company as defined in clause (42) of section
2 of the Companies Act, 2013.

However, the Order specifically exempts the following class of companies-

(i) a banking company as defined in clause (c) of section 5 of the Banking Regulation Act,
1949;

ii) aninsurance companyas defined under the Insurance Act,1938;
i) a companylicensed to operate under section 8 of the Companies Act;

(
(
(ivy a One Person Company as defined under clause (62) of section 2 of the Companies Act;
(vy asmall companyas defined under clause (85) of section 2 of the Companies Act; and

(

Vi) aprivate 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 ¥ 1 crore as on the
balance sheet date and which does not have total borrowings exceeding ¥ 1 crore from
any bank or financial institution at any point of time during the financial year and which
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does not have a total revenue as disclosed in Scheduled lll to the Companies Act, 2013
(including revenue from discontinuing operations) exceeding ¥ 10 crore during the financial
year as per the financial statements.

It may be noted that the Order shall not be applicable to the auditor's report on consolidated
financial statements.

~

Banking company

N

Vs

Private limited
company subject to
fulfilment of
specified conditions

Insurance company

\\

Exempted
Class of

Companies

Company licensed
to operate under

Small Company section 8 of the

Companies Act
One Person
Company
EXAMPLES
Ex. 1: ‘Educating Child’ is a limited company registered under section 8 of the Companies

Act, 2013.

In the given case, ‘Educating Child’is licensed to operate under section 8 of the Companies
Act, 2013. Therefore, CARO, 2016 shall not be applicable to ‘Educating Child’ accordingly.

Ex. 2: Ashu Pvt. Ltd. has fully paid capital and reserves of €50 lakh. During the year, the
company had borrowed 70 lakh each from a bank and a financial institution independently.
It has the turnover of 900 lakh.

In the given case of Ashu Pvt. Ltd., it has paid capital and reserves of ¥50 lakh i.e. less than
< 1crore, turnover of T9 crore i.e. less than & 10 crore. However, it has maximum outstanding
borrowings of & 1.40 crore (¥ 70 lakh + & 70 lakh) collectively from bank and financial
institution.

Therefore, it fails to fulfill the condition relating to borrowings. Thus, CARO, 2016 shall be
applicable to Ashu Pvt. Ltd. accordingly.
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Matters to be included in the Auditor’s Report: Paragraph 3 of the Order requires the
auditor to include a statement in the auditor’s report on the following matters, namely-

(i) (a) whether the companyis maintaining proper records showing full particulars, including
quantitative details and situation of fixed assets;

(b) whether these fixed assets have been physically verified by the management at
reasonable intervals; whether any material discrepancies were noticed on such
verification and if so, whether the same have been properly dealt with in the books of
account;

(c) whether the title deeds of immovable properties are held in the name of the company.
If not, provide the details thereof;

(i) whether physical verification of inventory has been conducted at reasonable intervals by
the management and whether any material discrepancieswere noticed and if so, whether
they have been properly dealt with in the books of account;

(iii)y whether the company has granted any loans, secured or unsecured to companies, firms,

Limited Liability Partnerships or other parties covered in the register maintained under
section 189 of the Companies Act, 2013. If so,

(@) whether the terms and conditions of the grant of such loans are not prejudicial to the
company's interest;

(b) whether the schedule of repayment of principal and payment of interest has been
stipulated and whether the repayments or receipts are regular;

(c) if the amount is overdue, state the total amount overdue for more than ninety days,
and whether reasonable steps have been taken by the company for recovery of the

principal and interest;

(iv) inrespect of loans, investments, guarantees, and security whether provisions of section
185 and 186 of the Companies Act, 2013 have been complied with. If not, provide the
details thereof.

(v) incase the company has accepted deposits, whether the directives issued by the Reserve
Bank of India and the provisions of sections 73 to 76 or any other relevant provisions of
the Companies Act, 2013 and the rules framed there under, where applicable, have been
complied with? If not, the nature of such contraventions be stated; If an order has been
passed by Company Law Board or National Company Law Tribunal or Reserve Bank of
India or any court or any other tribunal, whether the same has been complied with or not?

(v) where maintenance of cost records has been specified by the Central Government under
sub-section (1) of section 148 of the CompaniesAct, 2013 and whether such accountsand

records have been so made and maintained.

(Vi) (a) whether the company is regular in depositing undisputed statutory dues including
provident fund, employees' state insurance, income-tax, sales-tax, service tax, duty of

© The Institute of Chartered Accountants of India



32 INTERMEDIATE (IPC) EXAMINATION: MAY, 2019

customs, duty of excise, value added tax, cess and any other statutory dues with the
appropriate authorities and if not, the extent of the arrears of outstanding statutory
dues as at the last day of the financial year concemed for a period of more than six
months from the date they became payable, shall be indicated;

(b) where dues of income tax or sales tax or senvice tax or duty of customs or duty of
excise or value added tax have not been deposited on account of any dispute, then
the amounts involved and the forum where dispute is pending shall be mentioned. (A
mere representation to the concerned Department shall not constitute a dispute).

(viii) whether the company has defaulted in repayment of loans or borrowing to a financial
institution, bank, Government or dues to debenture holders? If yes, the period and the
amount of default to be reported (in case of defaults to banks, financial institutions, and
Government, lender wise details to be provided).

(ix) whether moneys raised by way of initial public offer or further public offer (including debt
instruments) and term loans were applied for the purposes for which those are raised. If
not, the details together with delays or default and subsequent rectification, if any, as may
be applicable, be reported;

(x) whether any fraud by the company or any fraud on the Company by its officers or
employees has been noticed or reported during the year; If yes, the nature and the amount
involved is to be indicated;

(xi) whether managerial remuneration has been paid or provided in accordance with the
requisite approvals mandated by the provisions of section 197 read with Schedule V to the
Companies Act, 20137 If not, state the amount involved and steps taken by the company
for securing refund of the same;

(xii) whether the Nidhi Company has complied with the Net Owned Funds to Deposits in the
ratio of 1:20 to meet out the liability and whether the Nidhi Company is maintaining ten per
cent unencumbered term deposits as specified in the Nidhi Rules, 2014 to meet out the
liability;

(xiii) whether all transactions with the related parties are in compliance with sections 177 and
188 of Companies Act, 2013 where applicable and the details have been disclosed in the
Financial Statements efc., as required by the applicable accounting standards;

(xiv) whether the company has made any preferential allotment or private placementof shares
or fully or partly convertible debentures during the year under review and if so, as to
whether the requirement of section 42 of the Companies Act, 2013 have been complied
with and the amount raised have been used for the purposes for which the funds were
raised. If not, provide the details in respect of the amount involved and nature of non-
compliance;

(xv) whether the company has entered into any non-cash transactions with directors or persons
connected with him and if so, whether the provisions of section 192 of Companies Act,

2013 have been complied with;
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(xvi) whether the companyis required to be registered under section 45-1A of the Reserve Bank
of India Act, 1934 and if so, whether the registration has been obtained.

Reasons to be Stated for Unfavourable or Qualified Answers: Where the answer to any of
the questions referred to in paragraph 3 of the Order is unfavourable or qualified, in the
auditor's report, the auditor shall also state the basis for such unfavourable or qualified answer,
as the case may be.

Further, where the auditor is unable to express any opinion on any specified matter, his report
shall indicate such fact together with the reasons why it is not possible for him to give his opinion
on the same.

Example: The company has dispensed with the practice of taking inventory of their
inventories at the year-end as in their opinion the exercise is redundant, time consuming and
intrusion to normal functioning of the operations. Explain reporting requirement under CARO,
2016.

Reporting for Physical Verification of Inventory: Clause (ii) of Para 3 of CARO, 2016,
requires the auditor to report whether physical verification of inventory has been conducted
at reasonable intervals by the management and whether any material discrepancies were
noticed and if so, whether they have been properly dealt with in the books of account.

The physical verification of inventory is the responsibility of the management of the company
which should verify all material items at least once in a year and more often in appropriate
cases.

In the given case, the above requirement of physical verification of inventory by the
management has not been taken place and therefore the auditor should point out the same
under CARO, 2016. He may consider the impact on financial statement and report
accordingly.

11. Disclosurein the Auditor’s Report

Thefollowing paragraphs deal with the manner of qualification and the manner of disclosure, if
any, to be made in the auditor’s report.

AS-1 - Disclosure of Accounting Policies

In the case of a company, members should quality their audit reports in case —

(@) accounting policies required to be disclosed under Schedule Ill or any other provisions of
the Companies Act, 2013 have not been disclosed, or

(b) accounts have not been prepared on accrual basis, or

(c) the fundamental accounting assumption of going concernhas not been followed and this
fact has not been disclosed in the financial statements, or

(d) proper disclosures regarding changes in the accounting policies have not been made.

Where a company has been given a specific exemption regarding any of the matters stated
above but the fact of such exemption has not been adequately disclosed in the accounts, the
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member should mention the fact of exemption in his audit report without necessarily makingit a
subject matter of audit qualification.

In view of the above, the auditor will have to consider different circumstances whether the audit
report has to be qualified or only disclosures have to be given.

In the case of enterprises not governed by the Companies Act, the member should examine the
relevant statute and make suitable qualification in his audit report in case adequate disclosures
regarding accounting policies have not been made as per the statutory requirements. Similarly,
the member should examine if the fundamental accounting assumptions have been followed in
preparing the financial statements or not. In appropriate cases, he should consider whether,
keeping inview the requirements of the applicable laws, a qualification in his reportis necessary.
In the event of non-compliance by enterprises not governed by the Companies Act, in situations
where the relevant statute does not require such disclosures to be made, the member should
make adequate disclosure in his audit report without necessarily making it a subject matter of
audit qualification.

In making a qualification / disclosure in the audit report, the auditor should consider the
materiality of the relevant item. Thus, the auditor need not make qualification / disclosure in
respect of items which, in his judgement, are not material.

A disclosure, which is not a subject matter of audit qualification, should be made in the auditor
" s report in a manner that it is clear to the reader that the disclosure does not constitute an
audit qualification. The paragraph containing the auditor’ s opinion on true and fair view should
not include a reference to the paragraph containing the aforesaid disclosure.

12. Joint Audit

The practice of appointing Chartered Accountants as joint auditors is quite widespread in big
companies and corporations. Joint audit basically implies pooling together the resources and
expertise of more than one firm of auditors to render an expert job in a given time period which
may be difficult to accomplish acting individually. It essentially involves sharing of the total work.
Thisis by itself a great advantage.

In specific terms the advantages that flow may be the following:

i)  Sharing of expertise.
ii) Advantage of mutual consultation.

(
(
(iii)y Lower workload.

(iv) Beftter quality of performance.
(

(

(

=

Improved senvice to the client.
vi) Displacement of the auditor of the companytaken over in a take - over often obviated.

vii) In respect of multi-national companies, the work can be spread using the expertise of the
local firms which are in a better position to deal with detailed work and the local laws and
regulations.
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(viii) Lower staff development costs.

(ix) Lower costs to carry out the work.

(x) A sense of healthy competition towards a better performance.
The general disadvantages may be the following:

)

) Psychological problem where firms of different standing are associated in the joint audit.

Thefees being shared.

i
i) General superiority complexes of some auditors.

(
(
(
(ivy Problems of co-ordination of the work.

(v) Areas of work of common concern being neglected.
(vi) Uncertainty about the liability for the work done.

TheInstitute of Chartered Accountants of India has issued Standard on Auditing (SA) 299
(Revised), “Joint Audit of Financial Statements” which lays down the principles for
effective conduct of joint audit to achieve the overall objectives of the auditor as laid
down in SA 200 “Overall Objectives of the Independent Auditor and the conduct of an
audit in accordance with Standards on Auditing”. This Standard deals with the special
considerations in carrying out audit by joint auditors. It requires that-

() the engagement partner and other key members of the engagement team from each
of the joint auditors should be involved in planning the audit.

(i) the joint auditors should jointly establish an overall audit strategy which sets the
scope, timing and direction of the audit, and also guides the development of the
audit plan.

(ii) before the commencementofthe audit, the joint auditors shoulddiscuss and developa
joint auditplan. In developing the jointauditplan, the joint auditors should:

(1) identify division of audit areas and common audit areas;
(2) ascertain the reporting objectives of the engagement;

(3) considerand communicate amongall jointauditors the factors that are significant
in directing the engagement team’s efforts;

(4) considerthe results of preliminary engagement activities, or similar engagements
performedearlier.

(5) ascertain the nature, timingand extentofresources necessary to accomplish the
engagement.

(iv) each of the joint auditors should consider and assess the risks of materal
misstatementand communicate to other joint auditors.

(v) the joint auditors should discuss and document the nature, timing, and the extent of
the audit procedures for (I) common and (ll) specific allotted areas of audit to be
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performed.

(vi) the joint auditors should obtain common engagement letter and common
management representation letter.

(vii) the work allocation document should be signed by all the joint auditors and
communicated to those chargedwith governance.

It further states that, in respect of audit work divided among the joint auditors, each joint
auditor shall be responsible only for the work allocated to such joint auditor including
proper execution of the audit procedures. On the other hand, all the joint auditors shall be

jointly and severally responsible for:

() theauditworkwhichis notdividedamongthe jointauditors andis carried out by alljoint
auditors;

(i) decisions takenby allthe jointauditors under audit planning in respect of common audit
areas;

(iii) matters which arebrought to the notice of the joint auditors byany one of them and there
is an agreementamong the jointauditors on such matters;

(iv) examiningthatthefinancial statementsofthe entity comply with the requirements of the
relevant statutes;

(v) presentation and disclosure of the financial statements as required by the applicable
financial reporting framework;

(vi) ensuring that the audit report complies with the requirements of the relevant statutes,
applicable Standards on Auditing and other relevant pronouncements issued by ICAI.

In case a joint auditor comes across matters which are relevant to the areas of
responsibility of other joint auditors and which deserve their attention, or which require
disclosure or require discussion with, or application of judgment by other joint auditors,
the said joint auditor shall communicate the same to all the other joint auditors in writing
prior to the completion of the audit.

It may be noted that the joint auditors are required to issue common audit report.
However, where the joint auditors are in disagreement with regard to the opinion or any
matters to be covered by the audit report, they shall express their opinion in a separate
audit report. In such circumstances, the audit report(s) issued by the joint auditor(s) shall
make a reference to each other’s audit report(s).

[Note: Student may refer SA 299 (revised) “Joint Audit of Financial Statements”
reproduced in “Auditing Pronouncements” for comprehensive knowledge.]

13. Audit of Branch Office Accounts

As per section 128(1) of the Companies Act, 2013, every company shall prepare and keep at
its registered office books of account and other relevant books and papers and financial
statement for every financial year which give a true and fair view of the state of the affairs of the
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company, including that of its branch office or offices, if any, and explain the transactions
effected both at the registered office and its branches and such books shall be kept on accrual

basis and according to the double entry system of accounting.

It may be noted that all or any of the books of account aforesaid and other relevant papers may
be kept at such other place in India as the Board of Directors may decide and where such a
decision is taken, the company shall, within 7 days thereof, file with the Registrar a notice in

writing giving the full address of that other place.

Students may also note that the company may keep such books of accountor other relevant
papers in electronic mode in such manner as may be prescribed.

Sub-section (2) provides that where a company has a branch office in India or outside India, it
shall be deemed to have complied with the provisions of sub-section (1), if proper books of
account relating to the transactions effected at the branch office are kept at that office and
proper summarised returns periodically are sent by the branch office to the company at its
registered office or the other place referred in (1).

Further, sub-section (8) of section 143 of the Companies Act, 2013, prescribes the duties
and powers of the company's auditor with reference to the audit of the branch and the branch
auditor. Where a company has a branch office, the accounts of that office shall be audited either
by the auditor appointed for the company (herein referred to as the company's auditor) under
this Act or by any other person qualified for appointment as an auditor of the company under
this Act and appointed as such under section 139, or where the branch office is situated in a
country outside India, the accounts of the branch office shall be audited either by the company's
auditor or by an accountant or by any other person duly qualified to act as an auditor of the
accounts of the branch office in accordance with the laws of that country and the duties and
powers of the company s auditor with reference to the audit of the branch and the branch

auditor, if any, shall be such as may be prescribed:

It may be noted that the branch auditor shall prepare a report on the accounts of the branch
examined by him and send it to the auditor of the company who shall deal with it in his report in
such manner as he considers necessary.

Further as per rule 12 of the Companies (Auditand Auditors) Rules, 2014, the branch auditor
shall submit his report to the company's auditor and reporting of fraud by the auditor shall also
extend to such branch auditor to the extent it relates to the concerned branch.

Using the Work of another Auditor:When the accounts of the branch are audited by a person
other than the company's auditor, there is need for a clear understanding of the role of such
auditor and the company's auditor in relation to the audit of the accounts of the branch and the
audit of the company as a whole; also, there is great necessity for a proper rapport between
these two auditors for the purpose of an effective audit. In recognition of these needs, the
Council of the Institute of Chartered Accountants of India has dealt with these issues in SA 600,
“Using the Work of another Auditor”. It makes clear that in certain situations, the statute
governing the entity may confer a right on the principal auditor to visit a componentand examine
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the books of account and other records of the said component, if he thinks it necessary to do
so. Where another auditor has been appointed for the component, the principal auditor would
normally be entitled to rely upon the work of such auditor unless there are special circumstances
to make it essential for him to visit the componentand/or to examine the books of accountand
other records of the said component. Further, it requires that the principal auditor should
perform procedures to obtain sufficient appropriate audit evidence, that the work of the other
auditor is adequate for the principal auditor's purposes, in the context of the specific assignment.
When using the work of another auditor, the principal auditor should ordinarily perform the
following procedures:

(@) advise the other auditor of the use that is to be made of the other auditor's work and report
and make sufficient arrangements for co-ordination of their efforts at the planning stage of
the audit. The principal auditor would inform the other auditor of matters such as areas
requiring special consideration, procedures for the identification of inter-component
transactions that may require disclosure and the time-table for completion of audit; and

(b) advise the other auditor of the significant accounting, auditing and reporting requirements
and obtain representation as to compliance with them.

The principal auditor might discuss with the other auditor the audit procedures applied or review
a written summary of the other auditor’s procedures and findings which may be in the form of a
completed questionnaire or check-list. The principal auditor may also wish to visit the other
auditor. The nature, timing and extent of procedures will depend on the circumstances of the
engagementand the principal auditor's knowledge of the professional competence of the other
auditor. Thisknowledge may have been enhanced from the review of the previous audit work of
the other auditor.

14. Cost Audit

Cost Audit is an audit process for verifying the cost of manufacture or production of any article,
on the basis of accounts as regards utilisation of material or labour or other items of costs,
maintained by the company.

Itis covered by Section 148 of the Companies Act, 2013. The auditconducted under this section
shall be in addition to the audit conducted under section 143.

As per section 148 the Central Government may by order specify audit of items of costin respect
of certain companies.

Further, the Central Government may, by order, in respect of such class of companies engaged
in the production of such goods or providing such services as may be prescribed, direct that
particulars relating to the utilisation of material or labour or to other items of cost as may be
prescribed shall also be included in the books of account kept by that class of companies.

In this regard, the Central Government has notified the Companies (Cost Records and Audit)
Rules, 2014 which prescribes the classes of companies required to include cost records in their
books of account, applicability of cost audit, maintenance of records efc.
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Applicability for Maintenance of Cost Records: Rule 3 of the Companies (Cost Records and
Audit) Rules, 2014 provides the classes of companies, engaged in the production of goods or
providing services, having an overall turnover from all its products and senvices of T 35 crore or
more during the immediately preceding financial year, required to include cost records in their
books of account. These companiesinclude Foreign Companies defined in sub-section (42) of
section 2 of the Act, but exclude a company classified as aMicro enterprise or a Small enterprise
including as per the turnover criteria provided under Micro, Small and Medium Enterprises
Development Act, 2006. The said rule has divided the list of companies into (A) Regulated
sectors and (B) Non-regulated sectors.

Maintenance of Cost Records: As per Rule 5 of the Companies (Cost Records and Audit)
Rules, 2014, every company under these rules including all units and branches thereof, shall,
in respect of eachof its financial year, is required to maintain costrecords in Form CRA-1. The
cost records shall be maintained on regular basis in such manner as to facilitate calculation of
per unit cost of production or cost of operations, cost of sales and margin for each of its products

and activities for every financial year on monthly or quarterly or half-yearly or annual basis.
Additionally, as per clause (vi) to Paragraph 3 of the CARO, 2016, the auditor has to report
whether maintenance of cost records has been specified by the Central Government under
section 148(1) of the Companies Act, 2013 and whether such accounts and records have been
so made and maintained.

Applicability of Cost Audit: Rule 4 of the Companies (Cost Records and Audit) Rules, 2014
states the provisions related to the applicability of cost audit depending on the turnover of the
companyas follows-

(i)  Classes of companies specified underitem (A) “Regulated Sectors” are required to get its
cost records audited if the overall annual turnover of the company from all its products and
senvices during the immediately preceding financial year is ¥ 50 crore or more and the
aggregate turnover of the individual product(s) or service(s) for which cost records are
required to be maintained under rule 3 is T 25 crore or more.

(i) Classes of companies specified under item (B) “Non-Regulated Sectors” are required to
get its cost records audited if the overall annual turnover of the company from all its
products and services during the immediately preceding financial year is ¥ 100 crore or
more and the aggregate turnover of the individual product(s) or service(s) for which cost
records are required to be maintained under rule 3 is ¥ 35 crore or more.

Who can be Cost Auditor: The audit shall be conducted by a Cost Accountant who shall be
appointed by the Board of such remuneration as may be determined by the members in such
manner as may be prescribed.

It may be noted that no person appointed under section 139 as an auditor of the company shall
be appointed for conducting the audit of cost records.
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It may also be noted that the auditor conducting the cost audit shall comply with the cost auditing
standards ("cost auditing standards" mean such standards as are issued by the Institute of Cost
Accountants of India, constituted under the Cost and Works Accountants Act, 1959, with the
approval of the Central Government).

Appointmentof Cost Auditor: Rule 6 of the Companies (Cost Records and Audit) Rules, 2014
requires the companies prescribed under the said Rules to appoint an Auditor within 180 days
of the commencementof every financial year. However, before such appointment is made, the
written consent of the cost auditor to such appointment and a certificate from him or it shall be
obtained.

The certificate to be obtained from the cost auditor shall certify that the-

(@) the individual or the firm, as the case may be, is eligible for appointment and is not
disqualified for appointment under the Companies Act, 2013, the Cost and Works
Accountants Act, 1959 and the rules or regulations made thereunder;

(b) the individual or the firm, as the case may be, satisfies the criteria provided in section 141
of the Companies Act, 2013 so far as may be applicable;

(c) the proposed appointment is within the limits laid down by or under the authority of the
Companies Act, 2013; and

(d) the list of proceedings against the cost auditor or audit firm or any partner of the audit firm
pending with respect to professional matters of conduct, as disclosed in the certificate, is
true and correct.

Every referred company shall inform the cost auditor concerned of his or its appointment as
such and file a notice of such appointment with the Central Government within a period of 30
days of the Board meeting in which such appointment is made or within a period of 180 days of
the commencementof the financial year, whichever is earlier, through electronic mode, in Form
CRA:2, along with the fee as specified in Companies (Registration Offices and Fees) Rules,
2014.

The cost auditor appointed as such shall continue in such capacity fill the expiry of 180 days
from the closure of the financial year or till he submits the cost audit report, for the financial year

for which he has been appointed.

Removal of Cost Auditor: The cost auditor may be removed from his office before the expiry
of his term, through a board resolution after giving a reasonable opportunity of being heard to
the cost auditor and recording the reasons for such removal in writing.

It may be noted that the Form CRA-2 to be filed with the Central Government for intimating
appointment of another cost auditor shall enclose the relevant Board Resolution to the effect.

It may further be noted that the above provisions shall not prejudice the right of the cost auditor
to resign from such office of the company.
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Casual Vacancy in the Office of a Cost Auditor: Any casual vacancy in the office of a Cost
Auditor, whether due to resignation, death or removal, shall be filled by the Board of Directors
within 30 days of occurrence of such vacancy and the company shall inform the central
government in Form CRA-2 within 30 days of such appointment of cost auditor.

Remuneration of Cost Auditor: As per rule 14 of the Companies (Audit and Auditors) Rules,
2014-

(@) in the case of companieswhich are required to constitute an audit committee-

(i) the Board shall appoint an individual, who is a cost accountant, or a firm of cost
accountants in practice, as cost auditor on the recommendations of the Audit
committee, which shall also recommend remuneration for such cost auditor;

(ii) the remuneration recommended by the Audit Committee under (i) shall be considered
and approved by the Board of Directors and ratified subsequently by the
shareholders;

(b) 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 or a firm of cost accountants
in practice as cost auditor and the remuneration of such cost auditor shall be ratified by
shareholders subsequently.

Qualification, Disqualification, Rights, Duties and Obligations of Cost Auditor: The
qualifications, disqualifications, rights, duties and obligations applicable to auditors under this
Chapter shall, so far as may be applicable, apply to a cost auditor appointed under this section
and it shall be the duty of the company to give all assistance and facilities to the cost auditor
appointed under this section for auditing the cost records of the company.

Submission of Cost Audit Report:

(i) To the Board of Directors of the Company- The cost auditor shall submit the cost audit
report along with his reservations or qualifications or observations or suggestions, if any, in
Form CRA-3. He shall forward his report to the Board of Directors of the companywithin a period
of 180 days from the closure of the financial year to which the report relates and the Board of
Directors shall consider and examine such report particularly any reservation or qualification
contained therein.

(ii) To the Central Government- The company shall within 30 days from the date of receipt
of a copy of the cost audit report prepared (in pursuance of a direction issued by Central
Government) furnish the Central Government with such report along with full information and
explanation on every reservation or qualification contained therein in Form CRA-4 in Extensible
Business Reporting Language (XBRL) format in the manner as specified in the Companies
(Filing of Documentsand Formsin Extensible Business Reporting language) Rules, 2015 along
with fees specified in the Companies (Registration Offices and Fees) Rules, 2014. If, after
considering the cost audit report and the, information and explanation furnished by the company
as above, the Central Government is of the opinion, that any further information or explanation
is necessary, it may call for such further information and explanation and the company shall
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furnish the same within such time as may be specified by that Government.

Duty to Report on Fraud: The provisions of section 143(12) of the Companies Act, 2013 and
the relevant rules on duty to report on fraud shall apply mutatis mutandis to a cost auditor during
performance of his functions under section 148 of the Act and these rules.

Cost Audit Rules Not to Applyin Certain Cases: The requirement for cost audit under these
rules shall not be applicable to a companywhich is covered under Rule 3, and,

(i)  whose revenue from exports, in foreign exchange, exceeds 75% of its total revenue; or

(ii) which is operating from a special economic zone.

(iii) which is engaged in generation of electricity for captive consumption through Captive
Generating Plant.

Penal Provisions in Case of Default: If any default is made in complying with the provisions
of this section,

(@) the companyand every officer of the companywho is in default shall be punishable in the
manner as provided in sub-section (1) of section 147;

(b) the cost auditor of the company who is in default shall be punishable in the manner as
provided in sub-sections (2) to (4) of section 147.

15. Punishmentfor non-compliance
Section 147 of the Companies Act, 2013 prescribes following punishments for contravention:

(1) If any of the provisions of sections 139 to 146 (both inclusive) is contravened, the
company shall be punishable with fine which shall not be less than twenty-five thousand rupees
but which may extend to five lakh rupees and every officer of the company who is in default
shall be punishable with imprisonment for a term which may extend to one year or with fine
which shall not be less than ten thousand rupees but which may extend to one lakh rupees, or
with both.

(2)  If anauditor of a company contravenes any of the provisions of section 139 section 143,
section 144 or section 145, the auditor shall be punishable with fine which shall not be less than
twenty-five thousand rupees but which may extend to five lakh rupees or four times the
remuneration of the auditor, whichever is less.

It may be noted that if an auditor has contravened such provisions knowingly or willfully with the
intention to deceive the companyor its shareholders or creditors or tax authorities, he shall be
punishable with imprisonmentfor a term which may extend to one year and with fine which shall
not be less than fifty thousand rupees but which may extend to twenty-five lakh rupees or
eight times the remuneration of the auditor, whichever is less.

(3) Where an auditor has been convicted under sub-section (2), he shall be liable to-

(i)  refund the remuneration received by him to the company;
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(i) and pay for damages to the company statutory bodies or authorities or to members or
creditors of the company for loss arising out of incorrect or misleading statements of
particulars made in his audit report.

(4)  The Central Government shall, by notification, specify any statutory body or authority of
an officer for ensuring prompt payment of damages to the company or the persons under clause
(ii) of sub-section (3) and such body, authority or officer shall after payment of damages the
such companyor persons file a report with the Central Government in respect of making such
damages in such manner as may be specified in the said notification.

(5)  Where, in case of audit of a company being conducted by an audit firm, it is proved that
the partner or partners of the audit firm has or have acted in a fraudulent manner or abetted or
colluded in an fraud by, or in relation to or by, the company or its directors or officers, the
liability, whether civil or criminal as provided in this Act or in any other law for the time being in
force, for such act shall be of the partner or partners concerned of the audit firm and of the firm
jointly and severally.

It may be noted that in case of criminal liability of an audit firm, in respect of liability other
than fine, the concerned partner(s), who acted in a fraudulent manner or abetted or, as
the case may be, colluded in any fraud shall only be liable.

16. Auditreport

Managementis responsible for the preparation of the financial statements. Management also
accepts responsibility for necessary internal controls to enable the preparation of financial
statements that are free from material misstatement, whether due to fraud or error.

The purpose of an auditis to enhance the degree of confidence of intended users of the financial
statements. The aforesaid purpose is achieved by the expression of an independent reporting
by the auditor as to whether the financial statements exhibit a true and fair view of the affairs of
the entity.

Thus, an Audit report is an opinion drawn on the entity's financial statements to make sure that
the records are true and fair representation of the transactions they claim to represent. This
involves considering whether the financial statements have been prepared in accordance with
an acceptable financial reporting framework applicable to the entity under audit. It is also
necessary to consider whether the financial statements comply with the relevant statutory
requirements. The main users of audit report are shareholders, members and all other
stakeholders of the company.

17. Formingan Opinion on the Financial Statements- Objective of the Auditor

17.1 The objectives of the auditor as per SA 700 (Revised), “Forming An Opinion And
Reporting On Financial Statements” are:
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(@) Toform an opinion on the financial statements based on an evaluation of the conclusions
drawn from the audit evidence obtained; and

(b) Toexpress clearly that opinion through a written report.

The auditor shall form an opinion on whether the financial statements are prepared, in all
material respects, in accordance with the applicable financial reporting framework.

17.2 To form opinion - Auditor to obtain Reasonable assurance

In order to form that opinion, the auditor shall conclude as to whether the auditor has obtained
reasonable assurance about whether the financial statements as a whole are free from material

misstatement, whether due to fraud or error.

That conclusion shall take into account:

(@) whether sufficient appropriate audit evidence has been obtained;

(b) whether uncorrected misstatements are material, individually or in aggregate;
(c) Theevaluations

17.3 Evaluations by the Auditor

The auditor shall evaluate whether the financial statements are prepared in accordance with the
requirements of the applicable financial reporting framework.

This evaluation shall include consideration of the qualitative aspects of the entity's accounting
practices, including indicators of possible bias in management's judgments.

17.3.1 Qualitative Aspects of the Entity’s Accounting Practices

1. Management makes a number of judgments about the amounts and disclosures in the
financial statements.

2. SA 260 (Revised) contains a discussion of the qualitative aspects of accounting practices.
3. In considering the qualitative aspects of the entitys accounting practices, the auditor may
become aware of possible bias in management’s judgments. The auditor may conclude that lack
of neutrality together with uncorrected misstatements causes the financial statements to be
materially misstated. Indicators of a lack of neutrality include the following:

(i) The selective correction of misstatements brought to management's attention during the
audit

Example

#Z Correcting misstatements with the effect of increasing reported earnings, but
not correcting misstatements that have the effect of decreasing reported
earnings.
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The combination of several deficiencies affecting the same significant acc ount
or disclosure (or the same internal control component) could amount to a
significant deficiency (or material weakness if required to be communicatedin
the jurisdiction). This evaluation requires judgment and involvement of audit
executives.

Possible management bias in the making of accounting estimates.
SA 540 addresses possible management bias in making accounting estimates.

Indicators of possible managementbias do not constitute misstatements for purposes of drawing
conclusions on the reasonableness of individual accounting estimates. They may, however,
affect the auditor's evaluation of whether the financial statements as a whole are free from
material misstatement.

17.4 Specific Evaluations by the auditor

In particular, the auditor shall evaluate whether :

(a)
(b)

The financial statements adequately disclose the significant accounting policies selected
and applied;

The accounting policies selected and applied are consistent with the applicable financial
reporting framework and are appropriate;

Theaccounting estimates made by managementare reasonable;

Theinformation presented in the financial statements is relevant, reliable, comparable, and
understandable;

The financial statements provide adequate disclosures to enable the intended users to
understand the effect of material fransactions and events on the information conveyed in
the financial statements; and

The terminology used in the financial statements, including the title of each financial
statement, is appropriate.

Example:

>
&7 If an amount or disclosure in the financial statements is under greater scrutiny
by users of the financial statements, then a smaller misstatement may be
considered more significant.

>
& A misstatement may be objectively determinable or may involve a degree of
subjectivity through estimation, allocation or uncertainty.
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17.5 Form of Opinion

Unmodified Opinion: The auditor shall express an unmodified opinion when the auditor
concludesthat the financial statements are prepared, in all material respects, in accordance

with the applicable financial reporting framework.

Modified Opinion: If the auditor:

(@) concludes that, based on the audit
evidence obtained, the financial statements

(b) is unable to obtain sufficient appropriate
audit evidence to conclude that the financia|

statements as a whole are free from material
misstatement,

as a whole are not free from material
misstatement; or

the auditor shall modify the opinion inthe auditor's report in accordance with SA 705.

17.6 Auditor’s Report

The auditor’s report shall be in writing. A written report encompasses reports issued in hard
copy and those using an electronic medium.

This SA-700 requires the use of specific headings, which are intended to assist in making
auditor’s reports that refer to audits that have been conducted in accordance with SAs more
recognizable.

17.6.1 Auditor’s Reportfor Audits Conducted in Accordance with Standards on Auditing
Basic Elements of an Audit Report are given below:

1 Title: The auditor's report shall have a title that clearly indicates that it is the report of an
independent auditor.

For example, “Independent Auditor's Report,” distinguishes the independent auditor's report
from reports issued by others.

2. Addressee: The auditor's report shall be addressed, as appropriate, based on the
circumstances of the engagement. Law, regulation or the terms of the engagementmay specify
to whom the auditor’s report is to be addressed.

The auditor’s report is normally addressed to those for whom the report is prepared, often either
to the shareholders or to those charged with governance of the entity whose financial statements
are being audited.

3. Auditor’s Opinion: The first section of the auditor's report shall include the auditor’s
opinion, and shall have the heading “Opinion.”

The Opinion section of the auditor’s report shall also:
(@) Identify the entity whose financial statements have been audited;
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) State that the financial statements have been audited;

) Identify the title of each statement comprising the financial statements;

) Refer to the notes, including the summary of significant accounting policies; and
)

Specify the date of, or period covered by, each financial statement comprising the financial
statements.

Expressing an unmodified opinion on financial statements

When expressing an unmodified opinion on financial statements, the auditor's opinion shall,
unless otherwise required by law or regulation, use one of the following phrases, which are
regarded as being equivalent:

(@) In our opinion, the accompanying financial statements present fairly, in all material
respects, [...] in accordance with [the applicable financial reporting framework]; or

(b) In our opinion, the accompanying financial statements give a true and fair view of [...] in
accordance with [the applicable financial reporting framework].

“Present fairly, in all material respects” or “give a true and fair view”

The phrases “present fairly, in all material respects,” and “give a true and fair view” are regarded
as being equivalent

When the auditor expresses an unmodified opinion, it is not appropriate to use phrases such as
‘with the foregoing explanation” or “subject to” in relation to the opinion, as these suggest a
conditional opinion or a weakening or modification of opinion.

4. Basis for Opinion:

The auditor's report shall include a section, directly following the Opinion section, with the
heading “Basis for Opinion”, that:

(a) States that the audit was conducted in accordance with Standards on Auditing;

(b) Refers to the section of the auditor's report that describes the auditor’s responsibilities
under the SAs;

(c) Includes a statement that the auditor is independent of the entity in accordance with the
relevant ethical requirements relating to the audit and has fulfilled the auditor’s other ethical
responsibilities in accordance with these requirements.

(d) States whether the auditor believes that the audit evidence the auditor has obtained is
sufficient and appropriate to provide a basis for the auditor's opinion.

5. Going Concern: Where applicable, the auditor shall report in accordance with SA 570
(Revised).

6. Key Audit Matters: For audits of complete sets of general purpose financial statements
of listed entities, the auditor shall communicate key audit matters in the auditor's report in
accordance with SA 701.
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When the auditor is otherwise required by law or regulation or decidesto communicate key audit
matters in the auditor’s report, the auditor shall do so in accordance with SA 701.

Law or regulation may require communication of key audit matters for audits of entities other
than listed entities,

| For example, entities characterized in such law or regulation as public interest entities. |

The auditor may also decide to communicate key audit matters for other entities, including those
that may be of significant public interest, for example because they have a large number and
wide range of stakeholders and considering the nature and size of the business.

Examples of such entiies may include financial institutions (such as banks, insurance
companies, and pension funds), and other entities such as charities.

7. Responsibilities for the Financial Statements: The auditor's report shall include a
section with a heading “Responsibilities of Management for the Financial Statements.”

SA 200 explains the premise, relating to the responsibilities of management and, where
appropriate, those charged with governance, on which an audit in accordance with SAs is
conducted. Management and, where appropriate, those charged with governance accept
responsibility for the preparation of the financial statements. Management also accepts
responsibility for such internal control as it determines is necessary to enable the preparation
of financial statements that are free from material misstatement, whether due to fraud or error.
The description of management's responsibilities in the auditor's report includes reference to
both responsibilities as it helps to explain to users the premise on which an audit is conducted.

This section of the auditor’s report shall describe management’s responsibility for:

(a) Preparingthe financial statements in accordance with the applicable financial reporting
framework, and for such internal control as management determines is necessary to
enable the preparation of financial statements that are free from material misstatement,
whether due to fraud or error;[because of the possible effects of fraud on other aspects of
the audit, materiality does not apply to management's acknowledgement regarding its
responsibility for the design, implementation, and maintenance of internal control (or for
establishing and maintaining effective internal control over financial reporting) to prevent
and detect fraud.] and

(b) Assessing the entity’s abilityto continue as a going concern and whether the use of
the going concern basis of accounting is appropriate as well as disclosing, if applicable,
matters relating to going concern. The explanation of management's responsibility for this
assessment shall include a description of when the use of the going concern basis of
accountingis appropriate.

R/

+«+ Auditor cannot conclude that management has provided with all relevant information
agreed in the terms of the audit engagement agreement without confirming with

management whether such information has been provided.
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+« When those individuals who have signed the engagement agreement at the start of
the audit have left the entity, the auditor would request those who are giving the
representations to acknowledge their responsibilies within the letter of
representations.

% A managementrepresentation as to the amount required for a particular provision is
not a substitute for the audit procedures regarding the provision that the auditor would
expect to perform.

Periods covered by the letter: The auditor to obtain representations for all financial
statements and periods referred to in our auditor's report. Auditor would obtain a specific
representation if a restatement is made to correct a material misstatement in the prior period
financial statements that affects the comparative information in the financial statements. If
current managementwas not present during all periods covered by auditor’s report, he still
would obtain written representations from current managementon all such periods.

SA 210 requires the auditor to agree management’s responsibilities in an engagement
letter or other suitable form of written agreement.

Oversight of the financial reporting process: This section of the auditor’s report shall also
identify those responsible for the oversight of the financial reporting process, when those
responsible for such oversight are different from Management. In this case, the heading of this
section shall also refer to “Those Charged with Governance”

8. Auditor’s Responsibilities forthe Audit of the Financial Statements:

The auditor’s report shall include a section with the heading “Auditor’s Responsibilities for
the Audit of the Financial Statements.”

This section of the auditor’s report shall:
(a) State that the objectives of the auditor are to:

(i) Obtain reasonable assurance about whether the financial statements as a whole
are free from material misstatement, whether due to fraud or error; and

(i) Issue an auditor’s report that includes the auditor’s opinion.

(b) State that reasonable assurance is a high level of assurance, but is not a guarantee that
an audit conducted in accordance with SAs will always detect a material misstatement
when it exists; and

(c) State that misstatements can arise from fraud or error, and either:

(i) Describe that they are considered material if, individually or in the aggregate, they
could reasonably be expected to influence the economic decisions of users taken on

the basis of these financial statements; or

(i) Provide a definition or description of materiality in accordance with the applicable
financial reporting framework.
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The Auditor’s Responsibilities for the Audit of the Financial Statements section of the
auditor’s report shall further:

(@) State that, as part of an audit in accordance with SAs, the auditor exercises professional
judgment and maintains professional skepticism throughout the audit; and

(b) Describe an audit by stating that the auditor’s responsibilities are:

(i) Toidentify and assess the risks of material misstatement of the financial statements,
whether due to fraud or error; to design and perform audit procedures responsive to
those risks; and to obtain audit evidence that is sufficient and appropriate to provide
a basis for the auditor's opinion. The risk of not detecting a material misstatement
resulting from fraud is higher than for one resulting from error, as fraud may involve
collusion, forgery, intentional omissions, misrepresentations, or the override of
internal control.

1. To identify and assess the risks of material misstatement of the financial
statements.

2. to design and perform audit procedures in response to those risks

3. to obtain sufficient and appropriate audit evidence.

(i) Toobtain an understanding of internal control relevant to the audit in order to design
audit procedures that are appropriate in the circumstances.

(i) Toevaluate the appropriateness of accounting policies used and the reasonableness
of accounting estimates and related disclosures made by management.

(ivy Toconcludeonthe appropriateness of management's use of the going concern basis
of accounting and, based on the audit evidence obtained, whether a material
uncertainty exists related to events or conditions that may cast significant doubt on
the entity's ability to continue as a going concern.

The Auditor’s Responsibilities for the Audit of the Financial Statements section of the
auditor’s report also shall:

(a) State that the auditor communicates with those charged with governance regarding,
among other matters, the planned scope and timing of the audit and significant audit
findings, including any significant deficiencies in internal control that the auditor identifies
during the audit;

(b) For audits of financial statements of listed entities, state that the auditor provides those
charged with governance with a statement that the auditor has complied with relevant
ethical requirements regarding independence and communicate with them all relationships
and other matters that may reasonably be thought to bear on the auditor’s independence,
and where applicable, related safeguards; and

(c) Foraudits of financial statements of listed entities and any other entities for which key audit
matters are communicated in accordance with SA 701, state that, from the matters
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communicated with those charged with governance, the auditor determines those matters
that were of most significance in the audit of the financial statements of the current period
and are therefore the key audit matters. The auditor describes these matters in the
auditor’s report unless law or regulation precludes public disclosure.
9. Location of the description of the auditor’s responsibilities for the audit of the
financial statements: The description of the auditor’s responsibilities for the audit of the
financial statements shall be included:

(@) Within the body of the auditor’s report;

(b)  Within an appendix to the auditor’s report, in which case the auditor’s report shall include
a reference to the location of the appendix; or

(c) By a specific reference within the auditor’s report to the location of such a description on
a website of an appropriate authority, where law, regulation or national auditing standards
expressly permitthe auditor to do so.

ILLUSTRATION

The following is an illustration of how such a reference to an appendix could be made in the
auditor’s report:

Auditor’s Responsibilities for the Audit of the Financial Statements

Our objectives are to obtain reasonable assurance about whether the financial statements as a
whole are free from material misstatement, whether due to fraud or error, and to issue an
auditor’s report that includes our opinion. Reasonable assurance is a high level of assurance,
but is not a guarantee that an audit conducted in accordance with SAs will always detect a
material misstatement when it exists. Misstatements can arise from fraud or error and are
considered material if, individually or in the aggregate, they could reasonably be expected to
influence the economic decisions of users taken on the basis of these financial statements.

A further description of our responsibilities for the audit of the financial statements is included
in appendix X of this auditor’s report. This description, whichis located at [indicate page number
or other specific reference to the location of the description], forms part of our auditor’s report.

10. Other Reporting Responsibilities: If the auditor addresses other reporting
responsibilities in the auditor's report on the financial statements that are in addition to the
auditor’s responsibilities underthe SAs, these other reporting responsibilities shall be addressed
in a separate section in the auditor’s report with a heading titled-

‘Report on Other Legal and Regulatory Requirements” or otherwise as appropriate to the
content of the section, unless these other reporting responsibilities address the same topics as
those presented under the reporting responsibilities required by the SAs in which case the other
reporting responsibilities may be presented in the same section as the related report elements
required by the SAs.
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If other reporting responsibiliies are presented in the same section as the related report
elements required by the SAs, the auditor's report shall clearly differentiate the other reporting
responsibilities from the reporting that is required by the SAs.

If the auditor’s report contains a separate section that addresses other reporting responsibilities,
the requirements stated above shall be included under a section with a heading “Report on the
Audit of the Financial Statements.” The “Report on Other Legal and Regulatory Requirements”
shall follow the “Report on the Audit of the Financial Statements.”

11. Signature of the Auditor: The auditor’'s report shall be signed. The report is signed by the
auditor (i.e. the engagement partner) in his personal name. Where the firm is appointed as the
auditor, the report is signed in the personal name of the auditor and in the name of the audit
firm.

The partner/proprietor signing the audit report also needs to mention the membership number
assigned by the Institute of Chartered Accountants of India. They also include the registration
number of the firm, wherever applicable, as allotted by ICAl, in the audit reports signed by them

12. Auditor’s Address: The auditor’'s report shall name specific location, which is ordinarily
the city where the audit report is signed.
13 Date of the Auditor’s Report: The auditor’s report shall be dated no earlier than the

date on which the auditor has obtained sufficient appropriate audit evidence on which to base
the auditor’s opinion on the financial statements, including evidence that:

(@) Al the statements that comprise the financial statements, including the related notes, have
been prepared; and

(b) Those with the recognized authority have asserted that they have taken responsibility for
those financial statements.

The date of the auditor’'s report informs the user of the auditor's report that the auditor has
considered the effect of events and transactions of which the auditor became aware and that
occurred up to that date. The auditor’s responsibility for events and transactions after the date
of the auditor’s report is addressed in SA 560.

18 Modifications To The OpinionIn The Independent Auditor’s Report

Standard on Auditing (SA) 705 “Modifications To The Opinion In The Independent Auditor's
Report” deals with the auditor’s responsibility to issue an appropriate report in circumstances
when, in forming an opinion in accordance with SA 700 (Revised) “Forming An Opinion And
Reporting On Financial Statements”, the auditor concludes that a modification to the auditor's
opinion on the financial statements is necessary.

This SA also deals with how the form and content of the auditor’s report is affected when the
auditor expresses a modified opinion.
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‘ Audit Report

Unmodified Report Modified report

l
[ |

‘ Emphasis of Matter . Modified Opinion

Other Matter Qualified Opinion

Adverse Opinion

Disclaimer of Opiniont

18.1 Circumstances When a Modification to the Auditor’s Opinion Is Required

The auditor shall modify the opinion in the auditor’s report when:

(@) Theauditor concludesthat, based on the audit evidence obtained, the financial statements
as a whole are not free from material misstatement; or

(b) The auditor is unable to obtain sufficient appropriate audit evidence to conclude that the
financial statements as a whole are free from material misstatement.

18.2 Objective of the auditor - to express clearly an appropriately modified opinion

As per Standard on Auditing (SA) 705 “Modifications To The Opinion In The Independent

Auditor's Report’, the objective of the auditor is to express clearly an appropriately modified

opinion onthe financial statements that is necessary when:

(@) Theauditor concludes, based on the audit evidence obtained, that the financial statements
as a whole are not free from material misstatement; or

(b) The auditor is unable to obtain sufficient appropriate audit evidence to conclude that the
financial statements as a whole are free from material misstatement.
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18.3 Types of Modified Opinions

There are three types of modified opinions, namely-
1. Aqualified opinion

2. An adverse opinion

3. Adisclaimerof opinion.

Qualified Opinion Disclaimer of Opinion

*The auditor, having *The auditor shall express *The auditor shall disclaim
obtained sufficient an adverse opinion when an opinion when he is
appropriate audit the  auditor,  having unable to obtain sufficient
evidence, concludes that obtained sufficient appropriate audit
misstatements are appropriate audit evidence and he
material, but not evidence, concludes that concludes  that the
pervasive misstatements, possible effects on the
individually or in the financial statements of
aggregate, are  both undetected misstatements
material and pervasive could be both material
and pervasive.

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

(b) Theauditor 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.

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.

Disclaimer of Opinion T he 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.

The auditor shall disclaim an opinion when, in extremely rare circumstancesinvolving multiple
uncertainties, the auditor concludesthat, notwithstanding having obtained sufficient appropriate
audit evidence regarding each of the individual uncertainties, itis not possible to form an opinion
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on the financial statements due to the potential interaction of the uncertainties and their possible
cumulative effect on the financial statements.

Definition of Pervasive — A term used, in the context of misstatements, to describe the effects
on the financial statements of misstatements or the possible effects on the financial statements
of misstatements, if any, that are undetected due to an inability to obtain sufficient appropriate
audit evidence.

Pervasive effects on the financial statements are those that, in the auditor’s judgment:
(i) Are not confined to specific elements, accounts or items of the financial statements;

(ii) If so confined, represent or could represent a substantial proportion of the

financial statements; or

(iii) In relation to disclosures, are fundamental to users’ understanding of the

financial statements.

18.4 Which type of opinionis appropriate?

The decision regarding which type of modified opinion is appropriate depends upon:

(@) The nature of the matter giving rise to the modification, that is, whether the financial
statements are materially misstated or, in the case of an inability to obtain sufficient
appropriate audit evidence, may be materially misstated; and

(b) The auditor's judgment about the pervasiveness of the effects or possible effects of the
matter on the financial statements.

Thetable below illustrates how the auditor’s judgment about the nature of the matter giving rise
to the modification, and the pervasiveness of its effects or possible effects on the financial
statements, affects the type of opinion to be expressed.

Nature of Matter GivingRise | Auditor’s Judgmentaboutthe Pervasiveness ofthe

to the Modification Effects or Possible Effects on the Financial Statements
Material butNotPervasive | Material and Pervasive

Financial statements are Qualified opinion Adverse opinion

materiallymisstated

Inability to obtain sufficient Qualified opinion Disclaimer of opinion

appropriate auditevidence

18.5 Basis for Opinion

When the auditor modifies the opinion on the financial statements, the auditor shall, in addition
to the specific elements required by SA 700 (Revised)

(@) Amend the heading “Basis for Opinion” required by para of SA 700 (Revised) to “Basis for
Qualified Opinion,” “Basis for Adverse Opinion,” or “Basis for Disclaimer of Opinion,” as
appropriate; and
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(b) Within this section, include a description of the matter giving rise to the modification.

19 Emphasis Of Matter Paragraphs And Other Matter Paragraphs In The Independent
Auditor’s Report.

19.1 Objective of the Auditor as per SA 706

As per SA 706 (Revised) on “Emphasis of Matter Paragraphs and Other Matter Paragraphs
In The Independent Auditor’s Report”, the objective of the auditor, having formed an opinion
on the financial statements, is to draw users’ attention, when in the auditor's judgment it is
necessary to do so, by way of clear additional communicationinthe auditor’s report, to:

(@) A matter, although appropriately presented or disclosed in the financial statements, that is of
suchimportance thatitis fundamental to users’ understanding ofthe financial statements; or

(b) As appropriate, any other matter that is relevant to users’ understanding of the audit, the
auditor’s responsibilities or the auditor’s report.

Definitions:

Emphasis of Matter paragraph — Aparagraph included in the auditor’s reportthatrefers to a matter
appropriatelypresented or disclosed in the financial statements that, in the auditor’s judgment, is of

suchimportance thatitis fundamental to users’ understanding ofthe financial statements.

Other Matter paragraph — A paragraph included in the auditor's report that refers to a matter
other than those presented or disclosed in the financial statements that, in the auditor's
judgment, is relevant to users’ understanding of the audit, the auditor’s responsibilities or the
auditor’s report.

19.2 Emphasis of Matter Paragraphsin the Auditor’s Report

If the auditor considers it necessary to draw users’ attention to a matter presented or disclosed
in the financial statements that, in the auditor's judgment, is of such importance that it is
fundamental to users’ understanding of the financial statements, the auditor shall include an
Emphasis of Matter paragraph in the auditor’s report provided:

(@) The auditor would not be required to modify the opinion in accordance with SA 705
(Revised) as a result of the matter; and

(b) When SA 701 applies, the matter has not been determined to be a key audit matter to be
communicated in the auditor’s report.

19.2.1 Separate section for Emphasis of Matter paragraph

When the auditor includes an Emphasis of Matter paragraph in the auditor’s report, the
auditor shall:

(@) Include the paragraph within a separate section of the auditor’s report with an appropriate
heading that includes the term “Emphasis of Matter”;

(b) Include in the paragraph a clear reference to the matter being emphasized and to where
relevant disclosures that fully describe the matter can be found in the financial statements.
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The paragraph shall refer only to information presented or disclosed in the financial
statements; and

(c) Indicate that the auditor’s opinion is not modified in respect of the matter emphasized.
19.3 Other Matter Paragraphs in the Auditor’s Report

If the auditor considers it necessary to communicate a matter other than those that are
presented or disclosed in the financial statements that, in the auditor's judgment, is relevant to
users’ understanding of the audit, the auditor’s responsibilities or the auditor’s report, the auditor
shall include an Other Matter paragraph in the auditor’s report, provided:

(@) Thisis not prohibited by law or regulation; and

(b) When SA 701 applies, the matter has not been determined to be a key audit matter to be
communicated in the auditor’s report.

19.3.1 Separate section for Other Matter paragraph
When the auditor includesan Other Matter paragraph in the auditor’s report, the auditor

shall include the paragraph within a separate section with the heading “Other Matter,” or other
appropriate heading.

20. Communicating Key Audit Matters In The Independent Auditor’s Report

Definition of Key Audit Matters : Those matters that, in the auditor's professional judgment,
were of most significance in the audit of the financial statements of the current period. Key audit
matters are selected from matters communicated with those charged with governance.

20.1 Purpose of communicating key audit matters

As per SA 701, “Communicating Key Audit Matters in the Auditor's Report’, the purpose of
communicating key audit matters is to enhance the communicative value of the auditor’s report
by providing greater transparency about the audit that was performed. Com municating key audit
matters provides additional information to intended users of the financial statements to assist
them in understanding those matters that, in the auditor’s professional judgment, were of most
significance in the audit of the financial statements of the current period. Communicating key
audit matters mayalso assist intended users in understanding the entity and areas of significant
management judgmentin the audited financial statements.

20.2 Objectives of the auditorregarding Key Audit Matters

As per SA 701, “Communicating Key Audit Matters in The Independent Auditor's Report’, the
objectives of the auditor are to determine key audit matters and, having formed an opinion on the
financial statements, communicate those matters by describing them in the auditor’s report.

20.3 Determining Key Audit Matters

The auditor shall determine, from the matters communicated with those charged with
governance, those matters that required significant auditor attention in performing the audit.
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In making this determination, the auditor shall take into accountthe following:

(@) Areas of higher assessed risk of material misstatement, or significant risks identified in
accordance with SA 315.

(b) Significant auditor judgments relating to areas in the financial statements that involved
significant management judgment, including accounting estimates that have been identified as
having high estimation uncertainty.

(c) Theeffect on the audit of significant events or transactions that occurred during the period.

The auditor shall determine which of the matters determined in accordance with above stated
para were of most significance in the audit of the financial statements of the current period and
therefore are the key audit matters.

20.4 Communicating Key Audit Matters

The auditor shall describe each key audit matter, using an appropriate subheading, in a separate
section of the auditor’s report under the heading “Key Audit Matters”. The introductory language
in this section of the auditor’s report shall state that;

(@) Key audit matters are those matters that, in the auditor's professional judgment, were of
most significance in the audit of the financial statements [of the current period]; and

(b) These matters were addressed in the context of the audit of the financial statements as a
whole, and in forming the auditor’s opinion thereon, and the auditor does not provide a separate
opinion on these matters.

20.5 Communicating key audit matter- not a substitute for disclosure in the financial
statements etc. :

Communicating key audit matters in the auditor's report is in the context of the auditor having
formed an opinion on the financial statements as a whole. Communicating key audit matters in
the auditor’s report is not:

(@) A substitute for disclosures in the financial statements that the applicable financial
reporting framework requires managementto make, or that are otherwise necessary to achieve
fair presentation;

(b) A substitute for the auditor expressing a modified opinion when required by the
circumstances of a specific audit engagementin accordance with SA 705 (Revised);

(c) A substitute for reporting in accordance with SA 570 when a material uncertainty exists
relating to events or conditions that may cast significant doubt on an entity's ability to continue
as agoing concern; or

(d) A separate opinion on individual matters
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In Chapter 5-Vouching, the topic “Payments controlled by the Companies Act, 2013”
given at page no. 5.11 has beenrevised and given hereunder:

In the case of a company, payments or transactions, directly or indirectly, have been
controlled/restricted by the Companies Act, 2013 (hereinafter referred as the Act). Thismay be
understood with some of the provisions of the Act as discussed below-

(i)  Only such expenses which are incurred related to the business of the company are
chargeable to statement of profit and loss. The auditor is, therefore in terms of section
143(1)(e) of the Act, required to inquire whether personal expenses have been charged to
the revenue account. In case of any special comments to the said inquiry, he is also
required to report on the same.

(i) Section 180 of the Act specifically restricts the powers of the Board i.e. the Board of
Directors of a company can exercise the following powers but only with the consent of the
companyby a special resolution, namely -

(@) sell, lease or otherwise dispose of the whole or substantially the whole of the
undertaking of the company or where the company owns more than one undertaking,

of the whole or substantially the whole of any of such undertakings.

(b) invest otherwise in trust securities the amount of compensation received by it as a
result of any merger or amalgamation.

(c) borrow money, where the money to be borrowed, together with the money already
borrowed by the company will exceed aggregate of its paid-up share capital and free
reserves, apart from temporary loans obtained from the company's bankers in the
ordinary course of business.

It is provided that the acceptance by a banking company, in the ordinary course of its
business, of deposits of money from the public, repayable on demand or otherwise,
and withdrawable by cheque, draft, order or otherwise, shall not be deemed to be a
borrowing of monies by the banking company within the meaning of this clause.

(d) remit, or give time for the repayment of, any debt due from a director.

(iiiy Under section 181, the Board of Directors of a company can contribute to the bonafide
charitable and other funds any amountin any financial year. However, prior permission of
the company in general meeting is required if the aggregate of such contribution exceeds
5% of its average net profits for the three immediately preceding financial years.

(iv) Section 182 deals with prohibition and restriction regarding political contributions.
According to this section, a government company or any other company which has been
in existence for less than three financial years cannot contribute any amount directly or
indirectly to any political party. Notwithstanding anything contained in any other provision
of this Act, a Company, other than a Government Company and a company which has
been in existence for less than three financial years, may contribute any amount directly
or indirectly to any political party.
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Every company shall disclose in its profit and loss account the total amount contributed by
it under this section during the financial year to which the account relates.

The contribution under this section shall not be made except by an account payee cheque
drawn on a bank or an account payee bank draft or use of electronic clearing system
through a bank account.

(v)  Section 183 permits the Board and other person to make contributions to the National
Defence Fund or any other Fund approved by the Central Government for the purpose of

National Defence to any extent as it thinks fit.

PART - Il A: Multiple Choice Questions

1. Manin Ltd. is a renowned food chain supplier in a posh area providing restaurant facility
along with food delivering. CA. Felix was appointed as an auditor of the company for the
Financial Year 2017-18. While examining the books of account of the company, CA. Felix
came to know about one of the major expenses of the company i.e. rent expense of
¥ 1,20,000 per month, for which he applied substantive analytical procedure for verification
purpose. Explain, how would CA Felix perform substantive analytical procedure in the
given scenario?

(@) CA. Felix would inspect every single rent invoice per month of ¥ 1,20,000 and verify
other elements appropriately.

(b) CA. Felix would compare the rental expense of the company with that of another
nearby company having corresponding dimensions, for high degree of accuracy.

(c) CA Felix would select the first month rent inwice of ¥ 1,20,000 and appropriately
verifying other elements would predict that the rent for the whole year would be ¥
14,40,000 (i.e. ¥ 1,20,000 * 12). Thereafter, he would compare the actuals with his
prediction and follow-up for any fluctuation.

(d) (a)and (b), both.

2. Coyote Ltd. is dealing in trading of electronic goods. Huge inventory (60% approximately)
of the company is lying on consignment (i.e. under the custody of third party). CA. Star,
the auditor of the company, wants to obtain sufficient appropriate audit evidence regarding
the existence and condition of the inventory lying on consignment. Thus, he requested &
obtained confirmation from the third party as to the quantities and condition of inventory
held on behalf of the entity, however, it raised doubts about the integrity and objectivity of
the third party. Which of the following other audit procedures may be performed by CA.
Star to obtain sufficient appropriate audit evidence regarding the existence and condition
of the inventory under the custody of third party?

(a) Attend third party's physical counting of inventory.
(b) Arrange for another auditor to attend third party's physical counting of inventory.

© The Institute of Chartered Accountants of India



PAPER - 6: AUDITING AND ASSURANCE 61

(c) Inspect warehouse receipts regarding inventory held by third parties.
(d) Al of the above.

3. InJuly, 2018, M/s Tom & Co. entered into an agreement with M/s Jerry & Co. under which
a machinery would be let on hire and M/s Jerry & Co. would have the option to purchase
the machinery in accordance with the terms of the agreement. Thus, M/s Jerry & Co.
agreed to pay M/s Tom & Co. a settled amount in periodical instalments. The property in
the goods shall be passed to M/s Jerry & Co. on the payment of last of such instalments.
While checking such hire-purchase transaction, what would the auditor examine?

(@) Thatthe periodical instalments paid are charged as an expenditure by M/s Jerry &
Co.

(b) That the hire purchase agreement specifies clearly the hire-purchase price of the
machinery to whichthe agreement relates.

(c) ThatM/s Tom & Co. charges depreciation throughout the life of the machinery.
(d) Al of the above.

4. The managementof Magoo Ltd. has developed a strong internal control in its accounting
system in such a way that the work of one person is reviewed by another. Since no
individual employee is allowed to handle a task alone from the beginning to the end, the
chancesof early detection of frauds and errors are high. CA. Olive has been appointed as
an auditor of the company for current Financial Year 2017-18. Before starting the audit,
she wants to evaluate the internal control system of Magoo Ltd. To facilitate the
accumulation of the information necessary for the proper review and evaluation of internal
controls, CA. Olive decided to use internal control questionnaire to know and assimilate
the system and evaluate the same. Which of the following questions need not be framed
under internal control questionnaire relating to purchases?

(@) Are authorized signatories for purchases limited to elected officials?

(b) Are payments approved only on original invoices?
(c) Does authorized officials thoroughly review the documents before signing cheques?
(d) Are monthly bank reconciliations implemented for each and every bank accounts of

the company?

5. CA Bobby is a recently qualified Chartered Accountant. He is appointed as an auditor of
Droopy Ltd. for the current Financial Year 2017-18. He is quite conservative in nature which
is also replicated in his professional work. CA. Bobby is of the view that he shall record all
the matters related to audit, audit procedures to be performed, audit evidence obtained
and conclusions reached. Thus, he maintained a file and recorded each and every of his
findings during the audit. His audit file, besides other thing, includes audit programmes,
notes reflecting preliminary thinking, letters of confirmation, e-mails concerning significant
matters, etc. State which of the following need not be included in the audit documentation?
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) Audit programmes.

b) Notes reflecting preliminary thinking.

) Letters of confirmation.

(d) E-mails concerning significant matters.

6. While auditing the books of accounts of QHMP Ltd., CA. Ranker, the statutory auditor of
the company, came to know that the management of the company has recognized
internally generated goodwill as a fixed asset. CA. Ranker discussed with the management
that according to accounting standards, internally generated goodwill is not recognized as
an asset because it is not an identifiable resource controlled by the enterprise that can be
measured reliably at cost. However, the management is quite rigid to the accounting
treatment followed for internally generated goodwill and not paying attention to the auditor.
Thus, through an example, CA. Ranker explained which type of goodwill may be
recognized as a fixed asset for which the management got justified. State which of the
following examples the auditor must have given to the management?

(@) If an item meeting the definition of an intangible asset is acquired in a business
combination, it forms part of the goodwill to be recognized at the date of the
amalgamation.

(b) Only those goodwill needs to be recognized as a fixed asset which can be touched
like physical assets, for example, land and buildings.

(c) Goodwill is recognised only when there is a contractual or other legal rights for a
physical asset which shall not be amortized over the period.

(d) Al of the above.

7. Eeyore Pvt. Ltd. is incorporated on 1st July, 2017. During the Financial Year ending on
31st March, 2018, the company did not opt for any borrowing at any point of time and have
a total revenue of ¥ 60 Lakh. At the year end, it provides the following information regarding
its paid-up capital and reserve & surplus-

Particulars Amount (in )
Paid-up Capital

- Consideration received in cash for equity shares 40,00,000

(including unpaid calls of ¥ 5,00,000)

- Consideration received in cash for preference shares 25,00,000
- Bonus shares allotted 7,00,000
- Share application money received pending allotment 10,00,000
Sub-Total 82,00,000
Reserve & Surplus

- Balance in Statement of Profit and Loss 15,00,000
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- Capital Reserves 10,00,000
Sub-Total 25,00,000
GRAND TOTAL 1,07,00,000

You are provided with the provisions regarding applicability of Companies (Auditor's
Report) Order, 2016, (CARO, 2016) issued under section 143(11) of the Companies Act,
2013 to a private limited company that it specifically exempts a private limited company
having a paid up capital and reserves and surplus not more than ¥ 1 crore as on the
Balance Sheet date and which does not have total borrowings exceeding ¥ 1 crore from
any bank at any point of time during the financial year and which does not have a total
revenue as disclosed in Scheduled lll to the Companies Act, 2013 exceeding ¥ 10 crore
during the financial year.

Considering the information given above, which of the following shall be considered as a
reason regarding applicability or non-applicability of CARO, 20167

(@) Reporting under CARO, 2016 shall be applicable as the companyis having a paid up
capital and reserves and surplus of ¥ 1.07 crore i.e. more than % 1 crore as on the
Balance Sheet date.

(b) Reporting under CARO, 2016 shall be applicable as the companyis having a paid up
capital and reserves and surplus of ¥ 1.02 crore i.e. more than ¥ 1 crore as on the
Balance Sheet date.

(c) Reporting under CARO, 2016 shall not be applicable as the companyis having a paid
up capital and reserves and surplus of ¥ 0.92 crore i.e. not more than ¥ 1 crore as on

the Balance Sheet date.

(d) Reporting under CARO, 2016 shall not be applicable as the companyis having a paid
up capital and reserves and surplus of ¥ 0.82 crore i.e. not more than ¥ 1 crore as on
the Balance Sheet date.

8. CA Goofy has been appointed as an auditor for audit of a complete set of financial
statements of Dippy Ltd., a listed company. The financial statements of the company are
prepared by the management in accordance with the Accounting Standards prescribed
under section 133 of the Companies Act, 2013. However, the inventories are misstated
whichis deemedto be material but not pervasive to the financial statements. Based on the
audit evidences obtained, CA. Goofy has concluded that a material uncertainty does not
exist related to events or conditions that may cast significant doubt on the entity's ability
to continue as a going concernin accordance with SA 570. Further, CA. Goofy is also
aware of the fact that a qualified opinion would be appropriate due to a material
misstatement of the Financial Statements. State what phrases should the auditor use while
drafting such opinion paragraph?

(@) In our opinion and to the best of our information and according to the explanations
given to us, except for the effects of the matter described in the Basis for Qualified
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Opinion section of our report, the aforesaid financial statements present fairly, in all
material respects, or give a true and fair view in conformity with the applicable
financial reporting framework.

(b) In our opinion and to the best of our information and according to the explanations
given to us, with the foregoing explanation, the aforesaid financial statements present
fairly, in all material respects, or give a true and fair view in conformity with the

applicable financial reporting framework.

(c) In our opinion and to the best of our information and according to the explanations
given to us, subject to the misstatement regarding inventories, the aforesaid financial
statements present fairly, in all material respects, or give a true and fair view in
conformity with the applicable financial reporting framework.

(d) In our opinion and to the best of our information and according to the explanations
given to us, with the explanation described in the Basis for Qualified Opinion section
of our report, the aforesaid financial statements present fairly, in all material respects,
or give a true and fair view in conformity with the applicable financial reporting
framework.

9. While auditing the accounts of ThoughtCo Ltd., CA. Bliss, the auditor of the company came
across certain accounts payable balances for which direct confirmation procedure needs
to be applied. Thus, for the year ending 31st March, 2018, he sent positive confirmation
requests wherein the trade payables are requested to respond whether or not they are in
agreement with the balance shown. The auditor received all the confirmation replies from
the trade payables on time as correct except from five of them. What other option the
auditor is left with regard to trade payables from which no reply for confirmation requests
received?

(@) Perform additional testing which may include agreeing the balance to subsequent
cash paid.

(b) Accept the balances as it is assuming other replies against received confirmation
requests being correct.

(c) Accept the balances as it is assuming that the trade payables must have replied in
case of any discrepancies.

(d) None of the above.

10. CA Daffy is the auditor of xBose Ltd. for the previous 2 years. However, due to certain
unawvoidable circumstances, no Annual General Meeting (AGM) was held for the current
Financial Year ending on 31st March, 2018 within every possible time limit and thus, the
ratification procedure for her appointment in the AGM could not be performed. Whether
she may continue to hold the office of the auditor?
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(a) CA. Daffy may continue to hold the office of the auditor for the current Financial Year
only and thereafter shall resign herself as the ratification procedure could not be

completed.

(b) CA. Daffy shall continue to hold the office of the auditor and ask the Board to re-
appoint her in a private meeting.

(c) CA. Daffy shall continue to hold the office of the auditor as no such ratification
provisions for appointment by membersat every AGM exist.

(d) CA. Daffy shall not continue to hold office of the auditor as the ratification procedure
could not be completed as per proviso to section 139(1) of the Companies Act, 2013.

PART - 1l B: DESCRIPTIVE QUESTIONS

1. State with reason (in short) whether the following statements are true or false:

(i)  Communicating key audit matters in the auditor’s report is a substitute for disclosures
in the financial statements that the applicable financial reporting framework requires
management to make, or that are otherwise necessary to achieve fair presentation;

(i)  When the auditor includes an Other Matter paragraph in the auditor's report, the
auditor need not include the paragraph within a separate section.

(iii) The auditor shall disclaim an 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.

(iv) In respect of audit work divided among the joint auditors, each joint auditor shall be
responsible for the work allocated to such joint auditor only.

(v) Inherent risk is the susceptibility of an account balance or class of transactions to
misstatement assuming that there were no related internal controls.

(vi) NGOs registered under the Companies Act, 2013 can maintain their books on either
accrual or cash basis.

(vi) The method which involves dividing the population into groups of items is knows as
block sampling.

(viii) A flow chart is a graphic presentation of each point of the company's system of
internal control.

(ix) It is necessary for the auditor to maintain professional skepticism throughout the
audit.

(x) The scope of work of an internal auditor may extend even beyond the financial
accounting.
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Nature of Auditing

2. (a) Shakti Cables Ltd is engaged in manufacturing and trading of cables of different
types. Its Books of account are not properly maintained and the control system is
weak, so the possibility of frauds and errors are enormousand the auditor, even with
the best of his efforts, may not be able to detect all of them. The fact is recognised
by the Courts from a study of the various judgments. State the tests that would be
applied by the courts to view the auditor's performance judicially.

(b) Discuss with reference to SA 510, “Initial Audit Engagement — Opening Balances”,
the procedures the auditor should undertake in respect of opening balances for a new
audit engagement.

3. (a) Distinguish between absolute and reasonable assurance. Identify the type of
assurance that is expected in an audit of the financial statements, clearly outlining
the reasons to justify your point of view.

(b) State the Standards issued by AASB which are collectively known as engagement
standards.

4. (a) Fraudulentfinancial reporting involves intentional misstatements including omissions
of amounts or disclosures in financial statements to deceive financial statement
users. Explain stating clearly how it can be accomplished.

(b) Thechief utility of audit lies in reliable financial statements on the basis of which the
state of affairs may be easy to understand. Explain stating the advantages of

independent audit.
Basic Concepts in Auditing
5. (a) Inthe context of SA-3I5, state the assertions used by auditor to consider the different

types of potential mis-statements that may occurw.rt. classes of transactions and
events for period under audit.

(b) What constitutes true and fair view is a matter of auditor's judgement, but some
specific points must be seen by the auditor to ensure true and fair view.
6. (a) With reference to SA 320 indicate the factors which may affect the identification of an
appropriate bench mark in determining materiality for the financial statement as a
whole.

(b) Mr. A was appointed statutory auditor of P Ltd., but he was not able to gather the
sufficient audit evidences. Discuss how he should proceed to gather more audit
evidences.

7. (a) In order to achieve the objectives of the accountancy profession, professional
accountants have to observe a number of prerequisites or fundamental principles

Explain
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(b) Theauditor R of GR and Co., a firm of Chartered Accountants is conducting audit of
B Industries Ltd. State the specific inquiries byauditor when deviations from controls are
detected.

Preparation for an Audit

8. (a) Theagreed terms of the auditengagement shall be recorded in an audit engagement
letter or other suitable form of written agreement. Explain stating its contents.

(b) The auditor should plan his work to enable him to conduct an effective audit in an
efficient and timely manner. Discuss and explain what should be covered in audit

plans.

9. (a) The audit working papers constitute the link between the auditor's report and the
clients records. Explain clearly stating the definiion and purpose of audit
documentation.

(b) State the factors affecting form, content and extent of working papers.
Internal Control
10. (a) Explain the purpose of Internal Control.

(b) Internal control, no matter how effective, can provide an entity with only reasonable
assurance about achieving the entity's financial reporting objectives. The likelihood
of their achievement is affected by inherent limitations of internal control. Explain
those limitations.

(c) How would you assess the reliability of internal control system in Computerised
Information System (CIS) environment?

11. (a) Explain how does IT benefits an entity's internal control.
(b) Explain the specific risks to an entity's internal control posed by IT.

(c) State any four important elements of input control in processing of data in a
computerised accounting system.

Vouching & Verification of Assets and Liabilities
12. How will you vouch/verify the following:
(@) Refund of General Insurance premium paid
(b) Payment of Taxes
(c) Sale Proceeds of junk material
13.  How will you vouch/verify the following?
(@) Foreign Travel Expenses
(b) Receiptof Capital subsidy
(c) Royalties received
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Goods sent out on Sale or Return basis.

14. How will you vouch and/or verify the following:

(a)
(b)
(c)

Personal expenses of directors met by the company.
Preliminary expenses.
Advances given to suppliers.

The Company Audit

15. Discuss the following:

(a)

(b)

16. (a)

17. (a)

18. (a)

(b)

The auditor CA Z appointed under section 139 was removed from his office before
the expiry of his term by an ordinary resolution of the company. Comment explaining

clearly the procedure of removal of auditor before expiry of term.

RGS & Co. a firm of Chartered Accountants has three partners, namely, R, G & S.
Thefirm is allotted the audit of BY Ltd. R, partner in the firm subsequently holds 100
shares in BY Ltd. Comment.

Discuss the provisions relating to appointment of subsequent Auditors of Suruchi
Yarns Pvt Ltd.

Discuss the reporting requirements regarding Fixed Assets under CARO, 2016
Who shall authenticate financial statements of a company ?

The provisions in the matter of books of account which a company is required to
maintain are contained in section 128 of the Companies Act, 2013. In the above
context, explain clearly the meaning of Books of Account as contained in the

Companies Act, 2013.

Explain the provisions of the Companies Act, 2013 with regard to Alteration of Share
Capital and auditor’s duty in this regard.

Discuss the provisions of the Companies Act, 2013 with regard to issue of Sweat
Equity Shares and auditor's duty in this regard.

Special Audits

19. (a)

(b)

An audit of Expenditure is one of the major components of Government Audit. In the
context of ‘Government Expenditure Audit’, write in brief, what do you understand by:

(i)  Audit against Rules and Orders

(ii)  Audit of Sanctions

(iii) Audit against Provision of Funds

(iv) Propriety Audit

(v Performance Audit.

Explain the powers of Comptroller and Auditor General of India.
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20. Mention any eight special audit points to be considered by the auditor during the audit of
a Hospital?

SUGGESTED ANSWERS / HINTS

ANSWERS - MCQ’s

(c)
(d)
(b)
(d)
(b)
(a)
(c)
(a)
(a)
(c)

© o N o ok~ wDh =

-
o

DESCRIPTIVE ANSWERS

1. ()

(i)

(iif)

(iv)

Incorrect Communicating key audit matters in the auditor’s report is in the context of
the auditor having formed an opinion on the financial statements as a whole.
Communicating key audit matters in the auditor's report is not a substitute for
disclosures in the financial statements that the applicable financial reporting
framework requires managementto make, or that are otherwise necessary to achieve

fair presentation;

Incorrect: When the auditor includes an Other Matter paragraph in the auditor's
report, the auditor shall include the paragraph within a separate section with the
heading “Other Matter,” or other appropriate heading.

Incorrect: 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.

Correct: In respect of audit work divided among the joint auditors, each joint auditor
shall be responsible only for the work allocated to such joint auditor including proper
execution of the audit procedures.
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(v) Correct: Inherent risk is the susceptibility of an account balance or class of
transactions to misstatement that could be material either individually or, when
aggregated with misstatements in other balances or classes, assuming that there
were no related internal controls.

(vi) Incorrect: NGOs registered under the Companies Act, 2013 must maintain their
books of account under the accrual basis as required by the provisions of section 128
of the said Act. If the accounts are not maintained on accrual basis, it would amount
to non-compliance of the provision of the Companies Act, 2013.

(vii) Incorrect. The method which involves dividing the population into groups of items is
known as cluster sampling whereas block sampling involves the selection of a defined
block of consecutive items.

(viii) Correct. Flow chart is a graphic presentation of each part of the entity's system of
internal control. It minimizes the amount of narrative explanation and thereby
achieves a presentation not possible in any other form. It gives bird’s eye view of

system for suggestion

(ix) Correct. As per SA 200, “Overall Objectives of the Independent Auditor and the
Conduct of an Audit in Accordance with Standards on Auditing”, professional
skepticism is an attitude that includes a questioning mind, being alert to conditions
which may indicate possible misstatement due to error or fraud, and a critical
assessment of audit evidence. Thus, it is necessary for the auditor to maintain
professional skepticism throughout the audit.

(x) Correct. The scope of work of an internal auditor may extend even beyond the
financial accounting and may include cost investigation, inquiries relating to losses
and wastages, production audit, performance audit, etc.

2. (a) If the books of accountare not properly maintained and if the control system is weak,
the possibility of frauds and errors are enormous and the auditor, even with the best
of his efforts, may not be able to detect all of them. The fact is recognised by the
Courts as is obvious from a study of the various judgments. T he auditor's performance
is judicially viewed by applying the following tests:

(i)  whether the auditor has exercised reasonable care and skill in carrying out his
work;

(i) whether the errors and frauds were such as could have been detected in the
ordinary course of checking without the aid of any special efforts;

(iii) whether the auditor had any reason to suspect the existence of the errors and
frauds; and

(iv) whether the error or fraud was so deep laid that the same might not have been
detected by the application of normal audit procedures.
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(b) AuditProceduresin respect of Opening Balances fora New Audit Engagement:
As per SA 510 “Initial Audit Engagements — Opening Balances”, the auditor should
undertake the following procedures in respect of opening balances in case of new
audit engagement:

()  The auditor shall read the most recent financial statements, if any, and the
predecessor auditor’s report thereon, if any, for information relevant to opening

balances, including disclosures.

(i) Theauditor shall obtain sufficient appropriate audit evidence about whether the
opening balances contain misstatements that materially affect the current
period’s financial statements by:

(@) Determining whether the prior period’s closing balances have been
correctly brought forward to the current period or, when appropriate, any
adjustments have been disclosed as prior period items in the current year's
Statement of Profit and Loss;

(b) Determining whether the opening balances reflect the application of
appropriate accounting policies; and

Performing one or more of the following:

(1) Where the prior year financial statements were audited, perusing the
copies of the audited financial statements including the other relevant
documents relating to the prior period financial statements;

(2) Evaluating whether audit procedures performed in the current period
provide evidence relevant to the opening balances; or

(3) Performing specific audit procedures to obtain evidence regarding the
opening balances.

If the auditor obtains audit evidence that the opening balances contain
misstatements that could materially affect the current period’s financial
statements, the auditor shall perform such additional audit procedures as are
appropriate in the circumstancesto 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 managementand those charged with
governance.

3. (a) Absolute and Reasonable Assurance: Absolute assurance is the highest level of
assurance an auditor can give, if he check each and every transaction. Therefore,
absolute assurance is the level of assurance that canonly be given if the auditor does
not perform sampling testing. However, it is not possible to give absolute assurance
because of time and cost involved. Therefore, auditors give reasonable assurance.
Reasonable assurance is less then absolute assurance.
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As per SA-200 overall objectives of the independent auditor, in conducting an audit
of financial statements, one of the objective of the auditor is to obtain reasonable
assurance about whether the financial statements as a whole are free from material
misstatement, whether due to fraud or error, thereby enabling the auditor to express
an opinion on whether the financial statements are prepared, in all material respects,
in accordance with an applicable financial reporting framework.

As the basis for the auditor’s opinion, SAs require the auditor to obtain reasonable
assurance about whether the financial statements as a whole are free from material
misstatement, whether due to fraud or error. Reasonable assurance is a high level of
assurance. It is obtained when the auditor has obtained sufficient appropriate audit
evidence to reduce audit risk (i.e., the risk that the auditor expresses an inappropriate
opinion when the financial statements are materially misstated) to an acceptably low
level. However, reasonable assurance is not an absolute level of assurance, because
there are inherent limitations of an audit which result in most of the audit evidence on
which the auditor draws conclusions and bases the auditor's opinion being persuasive
rather than conclusive.

(b) Engagement Standards: The following standards issued by the Auditing and
Assurance Standards Board under the authority of the Council are collectively known
as the Engagement Standards-

(i) Standards on Auditing (SAs), to be applied in the audit of historical financial
information.

(i) Standards on Review Engagements (SREs), to be applied in the review of
historical financial information.

(iiiy Standards on Assurance Engagements (SAEs), to be applied in assurance
engagements, dealing with subject matters other than historical financial

information.

(ivy Standards on Related Services (SRSs), to be applied to engagements
involving application of agreed-upon procedures to information, compilation
engagements, and other related services engagements, as may be specified by
the ICA.

4. (a) FraudulentFinancial Reporting: Fraudulent financial reporting involves intentional
misstatements including omissions of amounts or disclosures in financial statements
to deceive financial statement users. It can be caused by the efforts of management
to manage earnings in order to deceive financial statement users by influencing their
perceptions as to the entitys performance and profitability. Such earnings
management may start out with small actions or inappropriate adjustment of
assumptions and changes in judgments by management. Pressures and incentives
may lead these actions to increase to the extent that they result in fraudulent financial
reporting.
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In some entities, management may be motivated to reduce earnings by a material
amountto minimize tax or to inflate earnings to secure bank financing.

Fraudulent financial reporting may be accomplished by the following:

() Manipulation, falsification (including forgery), or alteration of accounting records
or supporting documentation from which the financial statements are prepared.
(i) Misrepresentation in or intentional omission from, the financial statements of
events, transactions or other significant information.
(iii) Intentional misapplication of accounting principles relating to amounts,
classification, manner of presentation, or disclosure.
Fraudulent financial reporting often involves management override of controls that
otherwise may appear to be operating effectively.
(b) Advantages of IndependentAudit: The chief utility of audit lies in reliable financial
statements on the basis of which the state of affairs maybe easy to understand. Apart
from this obvious utility, there are other advantages of audit. Some or all of these are

of considerable value even to those enterprises and organisations where audit is not
compulsory, these advantages are given below-

(i) It safeguards the financial interest of persons who are not associated with the
management of the entity, whether they are partners or shareholders.

(i) It acts as a moral check on the employees from committing defalcations or
embezdement.

(iii) Audited statements of account are helpful in settling liability for taxes,
negotiating loans and for determining the purchase consideration for a business.

(iv) These are also useful for settling trade disputes for higher wages or bonus as
well as claimsin respect of damage suffered by property by fire or some other
calamity.

(v An audit can also help in the detection of wastages and losses to show the
different ways by whichthese might be checked especially those that occurdue
to the absence or inadequacy of internal checks or internal control measures.

(vi) Audit ascertains whether the necessary books of accountand allied records
have been properly kept and helps the client in making good deficiencies or
inadequacies in this respect.

(Vi) As an appraisal function, audit reviews the existence and operations of various
controls in the organisations and reports weaknesses, inadequacies, efc., in
them.

(viii) Audited accounts are of great help in the settlement of accounts at the time of
admission or death of partner.
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(ix) Government may require audited and certified statement before it gives
assistance or issues a license for a particular trade.

5. (a) Assertions used by the auditor to consider the different types of potential
misstatements that may occur with respect to classes of transactions and events for
the period under audit;

()  Occurrence—transactions and events that have been recorded have occurred
and pertain to the entity.

(i) Completeness—all transactions and events that should have been recorded
have been recorded.

(iii) Accuracy—amounts and other data relating to recorded transactions and events
have been recorded appropriately.

(ivy Cut-ofi—transactions and events have been recorded in the correctaccounting
period.

(v) Classification—transactions and events have been recorded in the proper
accounts.

(b) True& Fairview: Thisis correct that what constitutes a ‘true and fair’ view is a matter
of an auditor's judgment in the particular circumstances of a case. In more specific
terms, to ensure true and fair view, an auditor has to see:

() Thatthe assets are neither undervalued nor overvalued, according to the
applicable accounting principles.

ii) No material asset is omitted.
i) Thecharge, if any, on assets are disclosed.
iv) Material liabilities should not be omitted.

v) The profit and loss accountdiscloses all the matters required to be disclosed by
Part Il of Schedule Ill and the balance sheet has been prepared in accordance
with Part | of Schedule lIl.

(vi) Accounting policies have been followed consistently.
(vil) Al unusual, exceptional or non-recurring items have been disclosed separately.

6. (a) Factors that may affect the ldentification of an Appropriate Benchmark in
Determining Materiality: As per SA 320 “Materiality in Planning and Performing an
Audit’, determining materiality involves the exercise of professional judgment. A
percentage is often applied to a chosen benchmarkas a starting pointin determining
materiality for the financial statements as a whole. Factors that may affect the
identification of an appropriate benchmark include the following-

()  Theelements of the financial statements (for example, assets, liabilities, equity,
revenue, expenses);
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(i)  Whether there are items on which the attention of the users of the particular
entity's financial statements tends to be focused (for example, for the purpose
of evaluating financial performance users may tend to focus on profit, revenue
or net assets);

(iii) The nature of the entity, where the entity is at in its life cycle, and the industry
and economic environment in which the entity operates;

(ivy The entitys ownership structure and the way it is financed (for example, if an
entity is financed solely by debt rather than equity, users may put more emphasis
on assets, and claimson them, than on the entity's earnings); and

(v Therelative volatility of the benchmark

(b) Audit Evidence: According to SA 500 “Audit Evidence”, audit procedures to gather
more audit evidence would include -

Inspection: Inspection involves examining records or documents, whether internal or
external, in paper form, electronic form, or other media, or a physical examination of
an asset. Inspection of records and documents provides audit evidence of varying
degrees of reliability, depending on their nature and source and, in the case of internal
records and documents, on the effectiveness of the controls over their production. An
example of inspection used as a test of controls is inspection of records for evidence
of authorisation.

Observation: Observation consists of looking at a process or procedure being
performed by others, for example, the auditor’s observation of inventory counting by
the entity's personnel, or of the performance of control activities.

External Confirmation: An external confirmation represents audit evidence obtained
by the auditor as a direct written response to the auditor from a third party (the
confirming party), in paper form, or by electronic or other medium. External
confirmation procedures frequently are relevant when addressing assertions
associated with certain account balances and their elements. However, external

confirmations need not be restricted to accountbalances only.

Recalculation: Recalculation consists of checking the mathematical accuracy of
documents or records. Recalculationmay be performed manually or electronically.

Re-performance: Re-performance involves the auditor's independent execution of
procedures or controls that were originally performed as part of the entity's internal

control.

Analytical Procedures: Analytical procedures consist of evaluations of financial
information made by a study of plausible relationships among both financial and non-
financial data. Analytical procedures also encompass the investigation of identified
fluctuations and relationships that are inconsistent with other relevant information or
deviate significantly from predicted amounts.
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Inquiry: Inquiry consists of seeking information of knowledgeable persons, both
financial and non-financial, within the entity or outside the entity. Inquiry is used
extensively throughout the audit in addition to other audit procedures. Inquiries may
range from formal written inquiries to informal oral inquiries. Evaluating responses to
inquiries is an integral part of the inquiry process.

7. (a) Inorderto achieve the objectives of the accountancy profession, professional
accountants have to observe a number of prerequisites or fundamental
principles as under:

Integrity: A professional accountant should be straightforward and honest in
performing professional senices.

Objectivity: A professional accountant should be fair and should not allow prejudice
or bias, conflict of interest or influence of others to override objectivity.

Professional Competence and Due Care: A professional accountant should
perform professional senices with due care, competence and diligence and has a
continuing duty to maintain professional knowledge and skill at a level required to
ensure that a client or employer receives the advantage of competent professional
senvice based on up-to-date developments in practice, legislation and techniques.

Confidentiality: A professional accountant should respect the confidentiality of
information acquired during the course of performing professional services and
should not use or disclose any such information without proper and specific authority
or unless there is a legal or professional right or duty to disclose.

Professional Behaviour: A professional accountant should act in a manner
consistent with the good reputation of the profession and refrain from any conduct

which might bring discredit to the profession.

Technical Standards: A professional accountant should carry out professional
senvices in accordance with the relevant technical and professional standards.
Professional accountants have a duty to carry out with care and skill, the instructions
of the client or employer insofar as they are compatible with the requirements of
integrity, objectivity and, in the case of professional accountants in public practice,
independence.

(b) Specific inquiries by auditor when deviations from controls are detected.

When deviations from controls upon which the auditor intends to rely are detected,
the auditor shall make specific inquiries to understand these matters and their
potential consequences, and shall determine whether:

(@) Thetests of controls that have been performed provide an appropriate basis for
reliance on the controls;

(b) Additional tests of controls are necessary; or
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(c) The potential risks of misstatement need to be addressed using substantive
procedures.

8. (a) The agreed terms of the audit engagement shall be recorded in an audit
engagement letter or other suitable form of written agreementand shallinclude:

(@) Theobjective and scope of the audit of the financial statements;

(b) Theresponsibilities of the auditor;
(c) Theresponsibilities of management;
(d) Identification of the applicable financial reporting framework for the preparation

of the financial statements; and

(e) Reference to the expected form and content of any reports to be issued by the
auditor and a statement that there may be circumstancesin which a report may

differ from its expected form and content.

(b) “The auditor should plan his work to enable him to conduct an effective audit
in an efficient and timely manner. Plans should be based on knowledge of the
client’s business.

Plans should be made to cover, among other things:

(@) acquiring knowledge of the client's accounting systems, policies and internal
control procedures;

(b) establishing the expected degree of reliance to be placed on internal control;

(c) determining and programming the nature, timing, and extent of the audit
procedures to be performed; and

(d) coordinating the work to be performed.

9. (a) The auditworking papers constitute the link between the auditor’s report and
the client’s records. According to SA-230, Audit Documentation refers to the record
of audit procedures performed, relevant audit evidence obtained, and conclusionsthe
auditor reached (terms such as “working papers” or “work papers” are also sometimes
used). The objects of an auditor's working papers are to record and demonstrate the
audit work from one year to another.

Audit documentation serves a number of purposes:
¢ Assisting the engagementteam to plan and perform the audit.

¢ Assisting members of the engagement team responsible for supervision to direct
and supenvise the audit work, and to discharge their review responsibilities in
accordance with SA 220.

¢ Enabling the engagementteam to be accountable for its work.

+ Retaining a record of matters of continuing significance to future audits.
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Enabling the conductofquality control reviews and inspectionsin accordance with
SQC 1.

Enabling the conduct of external inspections in accordance with applicable legal,
regulatory or other requirements

(b) Formand ContentofWorking Papers: Working papers should record the audit plan,
nature, timing and extent of auditing procedures performed, and the conclusions

drawn from the evidence obtained.
Theform, contentand extent of working papers depend on factors such as:

* & & o o o

¢

Thesize and complexity of the entity.

The nature of the audit procedures to be performed.
Theidentified risks of material misstatement.

The significance of the audit evidence obtained.
The nature and extent of exceptions identified.

The need to document a conclusion or the basis for a conclusion not readily
determinable from the documentation of the work performed or audit evidence
obtained.

The audit methodology and tools used.

10. (a) Purpose of Internal Control: Internal control is designed, implemented and
maintained to address identified business risks that threaten the achievement of any
of the entity's objectives that concern-

L
¢
¢
¢

Thereliability of the entity's financial reporting;
The effectiveness and efficiency of its operations;
Its compliance with applicable laws and regulations; and

Safeguarding of assets.

(b) Limitations of Internal Control: Internal control, no matter how effective, can
provide an entity with only reasonable assurance about achieving the entity's financial
reporting objectives. The likelihood of their achievement is affected by inherent
limitations of internal control. Theseinclude-

(i)

(ii)

Role of Human Judgement: The realities that human judgment in decision-
making can be faulty and that breakdowns in internal control can occurbecause
of human error. For example, there may be an error in the design of, or in the
change to, a control.

Ineffective Operation of Control: Equally, the operation of a control may not
be effective, such as where information produced for the purposes of internal
control (for example, an exception report) is not effectively used because the
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individual responsible for reviewing the information does not understand its
purpose or fails to take appropriate action.

Human
Judgement

Ineffective
Operation of
Control

Limitations of
Small Entities

Inherent
Limitations of
Internal
Control

Judgement Collusion
y among
Management Employees

(iii) Collusion among Employees: Additionally, controls can be circumvented by
the collusion of two or more people or inappropriate management override of
internal control. For example, managementmay enter into side agreements with
customers that alter the terms and conditions of the entity’ s standard sales
contracts, which may result in improper revenue recognition. Also, edit checks
in a software program that are designed to identify and report transactions that
exceed specified credit limits may be overridden or disabled.

(iv) Judgementby Management: Further, in designing and implementing controls,
management may make judgments on the nature and extent of the controls it
chooses to implement, and the nature and extent of the risks it chooses to
assume.

(v) Considerations specific to Smaller Entities: Smallerentities often have fewer
employees which may limit the extent to which segregation of duties is
practicable. However, in a small owner-managed entity, the owner-managermay
be able to exercise more effective oversight than in a larger entity. Thisoversight
may compensate for the generally more limited opportunities for segregation of
duties.

On the other hand, the owner-manager may be more able to override controls
because the system of internal control is less structured. This is taken into
accountby the auditor when identifying the risks of material misstatement due

to fraud.
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(c) Reliability of Internal Control System in CIS Environment: For evaluating the
reliability of internal control system in CIS environment, the auditor would consider

the following-
()  Thatauthorised, correctand complete data is made available for processing.
(i) Thatit provides for timely detection and corrections of errors.

(iii) Thatin case of interruption due to mechanical, power or processing failures, the
system restarts without distorting the completion of entries and records.

(iv) Thatit ensures the accuracyand completeness of output.
(v) Thatit provides security to application softwares & data files against fraud efc.
() Thatit prevents unauthorised amendments to programs.

11. (a) Generally,IT benefits an entity’s internal control by enabling an entity to:

+ Consistently apply predefined business rules and perform complex calculations
in processing large volumes of transactions or data;

¢ Enhance the timeliness, availability, and accuracy of information;
¢ Facilitate the additional analysis of information;

¢ Enhance the ability to monitor the performance of the entity’ s activities and its
policies and procedures;

¢ Reduce the risk that controls will be circumvented; and

¢ Enhance the ability to achieve effective segregation of duties by implementing
security controls in applications, databases, and operating systems.

(b) IT also poses specific risks to an entity’s internal control, including, for
example:

¢ Reliance on systems or programs that are inaccurately processing data,
processing inaccurate data, or both.

¢ Unauthorised access to data that may result in destruction of data or improper
changes to data, including the recording of unauthorised or non-existent
transactions, or inaccurate recording of transactions. Particular risks may arise
where multiple users access a common database.

¢ The possibility of IT personnel gaining access privileges beyond those
necessary to perform their assigned duties thereby breaking down segregation
of duties.

¢ Unauthorised changes to data in master files.
¢ Unauthorised changes to systems or programs.
+ Failure to make necessary changes to systems or programs.
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¢ Inappropriate manual intervention.
+ Potential loss of data or inability to access data as required.

(c) Control Over Inputin a Computerised Accounting System:

()  Theinputfed into the computer should be authorized. The authorization levels
should be checked. The authorization is effected by levels of accessto the entry
for the computer system. The access control is operated through use of
password and logging procedures.

(i) Thesystem should devise controls to check that data input are accurate.

(iii) The input document should be reviewed and verified by another person after
preparation.

(ivy Transaction should be accurately converted into machine readable language
and recorded in a computer data file.

(v Thetransactions are not lost, duplicated, or changed without authorization.

(Vi) There should be validity and cross reference checks inbuilt in the system to
throw light on errors which appear in the process of feeding input.

(vii) Incorrect transactions are thrown out by a list which must be corrected,
resubmitted before the process could run on the inputs.

(viii) The check digit total of financial information contained in the document or hash
total may be used to act as a control tool.

(ix) The serial control may be used in inputting data that are to follow serial
sequence. Any deviation in serial sequence will have to be automatically
signalled out.

12. (a) Refund of General Insurance Premium Paid: T he refund of insurance premium may
be because of earlier provisional payment of premium or may be a policy might have
been cancelled ata later date. The auditor should take following steps while vouching
such refunds-

(i) Ascertain the reasons for refund of insurance premium.
(i) Examine insurance policy or cover note to find out the amount of premium.

(iii) Verify advice of refund received from the insurance company. When refund is
admitted, the insurance company sends the advice. This will be evidence as a
covering letter to the cheque for the refund. Sometimes, a chequeis issued after
a receiptis sent in advance to the insurance company.

(iv) Scrutinise correspondence between the insurance companyand the client.

(vy Check entries in the bank book or the bank statement. If necessary, the
counterfoil of the pay-in-slips can also be verified.
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(b) Payment of Taxes:
() Payment on accountof income-tax and other taxes consequent upon a regular
assessment should be verified by reference to the copy of the assessment order,
assessment form, notice of demand and the receipted challan.

(i) Payments or advance payments of income-tax should also be verified with the
notice of demandand the receipted challan acknowledging the amount paid.

(iii) Theinterest allowed on advance payments of income-tax should be included as
income and penal interest charged for non-payment should be debited to the
interest account.

(ivy Nowadays, electronic payment of taxes is also in trend. Electronic payment of
taxes means payment of taxes by way of internet banking facility or credit or
debit cards.

(v The assessee can make electronic payment of taxes also from the account of
any other person. However, the challan for making such payment must clearly
indicate the Permanent Account Number (PAN) of the assessee on whose behalf
the payment is made.

(Vi) It is not necessary for the assessee to make payment of taxes from his own
accountin an authorized bank. While vouching such E-Payment, the auditor
should cross verify the payments of taxes through the receipted challan along
with PAN No./TAN No. etc.

(c) Sale Proceeds of Junk Material:

(i) Review the internal control on junk materials, as regards its generation, storage
and disposal and see whether it was properly followed at every stage.

(i) Ascertain whether the organisation is maintaining reasonable records for the
sale and disposal of junk materials.

(iii) Review the production and cost records for the determination of the extent of
junk materials that may arise in a given period.

(ivy Compare the income from the sale of junk materials with the corresponding
figures of the preceding three years.

(V)  Check the rates at which different types of junk materials have been sold and
compare the same with the rates that prevailed in the preceding year.

(Vi) See that all junk materials sold have been billed and check the calculations on
the inwoices.

(vi) Ensure that there exists a proper procedure to identify the junk material and
good quality material is not mixed up with it.

(viii) Make an overall assessment of the value of the realisation from the sale of junk
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materials as to its reasonableness. Ensure that proper accounting has been
done for it.

13 (a) Foreign Travel Expenses:

(i)  Examine Travelling Allowance bills submitted by the employees stating the details of
tour, details of expenses, efc.

(i) Verify that the tour programme was properly authorized by the competent authority.

(iii) Check the T.A bills along with accompanying supporting documents such as air

tickets, travel agents bill and hotel bills with reference to the internal rules for
entittement of the employees and also make sure that the bills are properly passed.

(iv) See that the tour report accompanies the T.A. bill. The tour report will show the
purpose of the tour. Satisfy that the purpose of the tour as shown by the tour report
conforms to the authorization for the tour.

(v) Check Reserve Bank of India’s permission, if necessary, for withdrawing the foreign
exchange. For a company, the amount of foreign exchange spent is to be disclosed
separately in the accounts as per requirement of Schedule Ill to the Companies Act,
2013 and Accounting Standard 11 “The Effects of Changes in Foreign Exchange
Rates”.

(b) Receipt of Capital Subsidy:

(i) Refer to application made for the claim of subsidy to ascertain the purpose and
the scheme under which the subsidy has been made available.

(i) Examine documents for the grant of subsidy and note the conditions attached
with the same relating o its use, efc.

(iii) See that conditions to be fulfilled and other terms especially whether the same
is for a specific asset or is for setting up a factory at a specific location.

(iv) Check relevant entries for receipt of subsidy.

(v) Check compliance with requirements of AS 12 on “Accounting for Government
Grants” i.e. whether it relates to specific amount or in the form of promoters’
contribution and accordingly accounted for as also compliance with the
disclosure requirements.

(c) Royalties received:

(i) Verify the relevant contract and ascertain the provisions relating to the
conditions of royalty such as rate, mode of calculation and due date.

(i) Checkthe periodical statements received in respect of books printed, sold and
inventory lying at different locations.

(iii) Check the computation in the royalty statement and ensure that any deduction
or adjustment made from the royalty due is as per agreement conditions.
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(iv) Verify the provisions for the royalty to be received as at the end of the year.
(d) Goods Sent Out on Sale or Return Basis:

() Check whether a separate memoranda record of goods sent out on sale or
return basis is maintained. The party accounts are debited only after the goods
have been sold and the sales accountis credited.

(ii) See that price of such goods is unloaded from the sales accountand the trade

receivable’s record. Refer to the memoranda record to confirm that on the
receipt of acceptance from each party, his account has been debited and the

sales account correspondingly credited.

(iii) Ensure that the goods in respect of which the period of approval has expired at
the close of the year either have been received back subsequently or customers’
accounts have been debited.

(iv) Confirm that the inventory of goods sent out on approval, the period of approval
in respect of which had not expired till the close of the year lying with the party,
has been included in the closing inventory.

14. (a) Personal Expenses of Directors:

(i) Checkthe articles of association, service contract, minutes of general meeting,
etc., to checkthe authorisation for such payment.

(i) Enquire to ensure that personal expenses are not camouflaged in any other
revenue items as contemplated under section 143(1) of the Companies Act,
2013.

(iii) Ascertain compliance with disclosure according to requirements of Schedule Il
to the Companies Act, 2013.

(ivy Check documentary evidences to examine the payments reimbursed.

(b) Preliminary Expenses: It is the expenditure incurred incidental to the creation,
formation and floating of a company. It consists of stamp duties, registration fees,
legal costs, consultants fees, expenses of printing of memorandum and articles, etc.
Thefollowing should be checked-

() Check Board’s minutes book containing the resolution approving the expenses
claimed by promoters as having been spent in formation of the company.

(i) Examine supporting papers and vouchers, contracts, agreements, efc. to
support the promoters’ claims. Also checkbills and receipts issued by the printer
of the memorandum and articles of association, share certificates, etc.

(iii)y Check receipt for the registration fee paid for registration of the company.

(iv) Verify rates of stamp required to be affixed on the memorandum and articles of
association.
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(vy  Examine the compliance of AS 26 ‘Intangible Assets’ with regard to treatment of
such preliminary expenses in the books of account.

() Check that no expenses other than those what constitutes preliminary expenses
are booked under this head, e.g. underwriting commission and brokerage paid.

(c) Advances to the Suppliers:

()  Obtain schedule of debit balancesin trade payables’ accountand pay particular
attention to the age of the balances. Also scrutinise the bought ledger.

(i)  Enquiry should be made for long unadjusted outstandings and check as to
whether any of them would require provisioning.

(iii) Examine that the advances have not been shown as deposits in balance sheet
as per section 143(1) of the Companies Act, 2013.

(iv) Confirmation of balances should be obtained and reconciliation be done in case
of any discrepancies.

15. (a) Removal of Auditor before Expiry of Term: According to Section 140 (1) the auditor
appointed under section 139 may be removed from his office before the expiry of his
term only by a special resolution of the company, after obtaining the previous approval
of the Central Government.

(1) Theapplication to the Central Government for removal of auditor shall be
made in Form ADT-2 and shall be accompanied with fees as provided for this

purpose under the Companies (Registration Offices and Fees) Rules, 2014.

(2) Theapplicationshallbe made to the Central Governmentwithin thirty days of the
resolution passed by the Board.

(3) The company shall hold the general meeting within sixty days of receipt of
approval of the Central Government for passing the special resolution.

It may be noted that before taking any action for removal before expiry of terms, the
auditor concerned shall be given a reasonable opportunity of being heard.

By applying the above provisions, it may be concluded that the action of the company
for removal of the auditor CA Z before expiry of term is not justified and auditor may
be removed from his office only by following the above mentioned procedure.

(b) Under sub-section (3) of section 141 along with the Companies (Audit and
Auditors)Rule, 2014, a person who, or his relative or partner is holding any security
of or interest in the companyor its subsidiary, or of its holding or associate company
or a subsidiary of such holding company, shall not be eligible for appointment as an
auditor of a company.

It may be noted that the relative may hold security or interest in the company of face
value not exceeding rupees one lakh.
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Where a person appointed as an auditor of a company incurs any of the
disqualifications mentioned in sub-section (3) after his appointment, he shall vacate
his office as such auditor and such vacation shall be deemed to be a casual vacancy
in the office of the auditor.

Applying the above provisions to the given problem, it may be concluded that Firm of
RGS, Chartered Accountants is not eligible to continue as auditors. Firm shall vacate
its office as auditor and such vacation shall be treated as casual vacancy.

16. (a) Appointment of Subsequent Auditors in case of Non Government Companies:
Section 139(1) of the Companies Act, 2013 provides that every company shall, at the
first annual general meeting appoint an individual or a firm as an auditor who shall
hold office from the conclusion of that meeting fill the conclusion of its sixth annual
general meeting and thereafter till the conclusion of every sixth meeting.

Thefollowing points need to be noted in this regard-

(i) Before such appointment is made, the written consent of the auditor to such
appointment, and a certificate from him or it that the appointment, if made, shall
be in accordance with the conditions as may be prescribed, shall be obtained
from the auditor.

(i) The certificate shall also indicate whether the auditor satisfies the criteria
provided in section 141.

(iii) The companyshall inform the auditor concerned of his or its appointment, and
also file a notice of such appointment with the Registrar within 15 days of the
meeting in which the auditor is appointed.

(b) Reporting requirements regarding Fixed Assets under CARO, 2016 are :

(@) Whether the company is maintaining proper records showing full particulars,
including quantitative details and situation of fixed assets;

(b) Whether these fixed assets have been physically verified by the managementat
reasonable intervals; whether any material discrepancieswere noticed on such
verification and if so, whether the same have been properly dealt with in the
books of account;

(c) Whether the title deeds of immovable properties are held in the name of the
company. If not, provide the details thereof;

17. (a) Authentication of Financial Statements: Section 134(1) provides that the financial

statements, including consolidated financial statement, if any, shall be approved by
the board of directors before they are signed on behalf of the board at least by the

following-
(@) Thechairperson of the companywhere he is authorised by the Board; or
(b) By two directors out of which one shall be managing director and
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(c) TheChief Executive Officer, if he is a director in the company,
(d) The Chief Financial Officer, wherever he is appointed; and
(e) Thecompanysecretary of the company, wherever he is appointed.

However, in the case of a one person company, the financial statement shall be
signed by only one director, for submission to the auditor for his report thereon.

As per section 134(2), the auditors’ report shall be attached to every financial
statement.

According to section 134(7), a signed copy of every financial statement, including
consolidated financial statement, if any, shall be issued, circulated or published along
with a copy each of—

()  Any notes annexed to or forming part of such financial statement;
(i)  Theauditor’s report; and
(i) TheBoard’s report.

(b) Books of Account, etc., to be kept by Company: The provisions in the matter of
books of accountwhich a company is required to maintain are contained in section
128 of the Companies Act, 2013 (hereinafter referred as the Act).
Theterm “Book and paper” and “Book or paper” has been defined under section
2(12) of the Act, which includes books of account, deeds, vouchers, writings,
documents, minutes and registers maintained on paper or in electronic form.

Further, “Books of account”, as defined under section 2(13) of the Act, includes
records maintained in respect of—

(@) all sums of money received and expended by a company and matters in relation
to which the receipts and expenditure take place;

(b) all sales and purchases of goods and senices by the company;
(c) the assets and liabilities of the company; and

(d) the items of cost as may be prescribed under section 148 in the case of a
companywhich belongs to any class of companies specified under that section.
18. (a) Alteration of Share Capital: Section 61 of the Companies Act, 2013 lays down power

of limited company to alter its share capital. According to the provision a limited
company having a share capital may, if so authorised by its articles, alter its

memorandum in its general meeting to—
(@) increase its authorised share capital by such amount as it thinks expedient;

(b) consolidate and divide all or any of its share capital into shares of a larger
amount than its existing shares, however no consolidation and division which
results in changes in the woting percentage of shareholders shall take effect
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unless itis approved by the Tribunal on an application made in the prescribed
manner;

(c) convert all or any of its fully paid-up shares into stock, and reconvert that stock
into fully paid-up shares of any denomination;

(d) sub-divide its shares, or any of them, into shares of smaller amount than is fixed
by the memorandum, so, however, that in the sub-division the proportion
between the amount paid and the amount, if any, unpaid on each reduced share
shall be the same as it was in the case of the share from which the reduced
share is derived:;

(e) cancelshares which, at the date of the passing of the resolution in that behalf,
have not been taken or agreed to be taken by any person, and diminish the
amount of its share capital by the amount of the shares so cancelled.

It may be noted that the cancellation of shares shall not be deemed to be a reduction
of share capital.

Section 64 of the Companies Act, 2013 provides that within 30 days of the shares
having been consolidated, converted, sub-divided, redeemed, or cancelled or the
stock having been reconverted, notice should be given to the Registrar in the
prescribed form along with an altered memorandum.

The auditor's duties in the circumstances shall be:
(i) to verify that the alteration of capital is authorised by the Articles;
(i) toinspect the minutes of the shareholders authorising the alteration;

(iii) to obtain Allotment Lists containing details of the new holdings of share or stock
by each memberand to verify the same with the entries;

(iv) to inspect the directors’ resolution in regard to allotment, consolidation,
conversion or sub-division passed pursuant to the resolution of the members;

(v to examine the cancelled share certificates, if any, and agree the same with the
counterfoils of new certificates issued;

(Vi) to see that the procedure, prescribed by the Articles in this regard, has been
complied with;

(vii) to verify that the share capital accountis correctly shown in the Balance Sheet;
and

(viii) to see that the necessary intimation to the Registrar contemplated by Section
64 has been sent.

(b) Issue of Sweat Equity Shares: As per section 54 of the Companies Act, 2013, the
employees may be compensated in the form of ‘Sweat Equity Shares”.

© The Institute of Chartered Accountants of India



PAPER - 6: AUDITING AND ASSURANCE 89

“‘Sweat Equity Shares” means equity shares issued by the companyto employees or
directors at a discount or for consideration other than cash for providing know-how or
making available right in the nature of intellectual property rights or value additions,
by whatever name called.

The auditor may see that the Sweat Equity Shares issued by the company are of a
class of shares already issued and following conditions are fulfilled:

(@) the issue is authorised by a special resolution passed by the company;

(b) the resolution specifies the number of shares, the current market price,
consideration, if any, and the class or classes of directors or employees to whom
such equity shares are to be issued;

(c) notless than one year has, at the date of such issue, elapsed since the date on
which the companyhad commenced business; and

(d) where the equity shares of the company are listed on a recognised stock
exchange, the sweat equity shares are issued in accordance with the regulations
made by the Securities and Exchange Board in this behalf and if they are not so
listed, the sweat equity shares are issued in accordance with such rules as may
be prescribed.

Therights, limitations, restrictions and provisions as are for the time being applicable
to equity shares shall be applicable to the sweat equity shares issued under this
section and the holders of such shares shall rank pari passu with other equity

shareholders.

19. (a) Government Expenditure Audit: Audit of government expenditure is one of the
major components of government audit conducted by the office of C&AG. The basic
standards set for audit of expenditure are to ensure that there is provision of funds
authorised by competent authority fixing the limits within which expenditure can be
incurred. Briefly, these standards are explained below:

() Audit against Rules & Orders: The auditor has to see that the expenditure
incurred conforms to the relevant provisions of the statutory enactmentand is in
accordance with the financial rules and regulations framed by the competent
authority.

(i) Audit of Sanctions: The auditor has to ensure that each item of expenditure is
covered by a sanction, either general or special, accorded by the competent
authority, authorising such expenditure.

(iii) Audit against Provision of Funds: It contemplates that there is a provision of
funds out of which expenditure can be incurred and the amount of such
expenditure does not exceed the appropriations made.

(iv) Propriety Audit: It is required to be seen that the expenditure is incurred with
due regard to broad and general principles of financial propriety. The auditor
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aims to bring out cases of improper, avoidable, orin fructuous expenditure even
though the expenditure has been incurred in conformity with the existing rules
and regulations. Audit aims to secure a reasonably high standard of public
financial morality by looking into the wisdom, faithfulness and economy of
transactions.

(v Performance Audit: Thisinvolves that the various programmes, schemes and
projects where large financial expenditure has been incurred are being run
economically and are yielding results expected of them. Efficiency-cum-
performance audit, wherever used, is an objective examination of the financial
and operational performance of an organisation, programme, authority or
function and is oriented towards identifying opportunities for greater economy,
and effectiveness.

(b) Powers of C&AG: The C&AG Act gives the following powers to the C&AG in
connectionwith the performance of his duties-

(@) Toinspect any office of accounts under the control of the Union or a State
Government including office responsible for the creation of the initial or
subsidiary accounts.

(b) Torequire that any accounts, books, papers and other documents which deal
with or are otherwise relevant to the transactions under audit, be sent to
specified places.

(c) Toputsuchquestions or make such observations as he may consider necessary
to the person in charge of the office and to call for such information as he may
require for the preparation of any account or report whichis his duty to prepare.

In carrying out the audit, the C&AG has the power to dispense with any part of detailed

audit of any accounts or class of transactions and to apply such limited checks in
relation to such accounts or transactions as he may determine

20. Audit of Hospital: The audit points to be considered by the auditor during the audit of a
Hospital are stated below:-

(i)  Vouch the Register of patients with copies of bills issued to them. Verify bills for a
selected period with the patients’ attendance record to see that the bills have been
correctly prepared. Also see that bills have beenissued to all patients from whom an

amount was recoverable accordingto the rules of the hospital.
(i) Check cash collections as entered in the Cash Book with the receipts, counterfoils

and other evidence for example, copies of patients bills, counterfoils of dividend and
other interest warrants, copies of rent bills, etc.

(iii) See by reference to the property and Investment Register that all income that should
have been received by way of rent on properties, dividends, and interest on securities
settled on the hospital, has been collected.
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(iv) Ascertain that legacies and donations received for a specific purpose have been
applied in the manner agreed upon.

(v) Trace all collections of subscription and donations from the Cash Book to the
respective Registers. Reconcile the total subscriptions due (as shown by the
Subscription Register and the amount collected and that still outstanding).

() Vouch all purchases and expenses and verify that the capital expenditure was
incurred only with the prior sanction of the Trustees or the Managing Committee and

that appointments and increments to staff have been duly authorised.

(vii) Verify that grants, if any, received from Government or local authority has been duly
accounted for. Also, that refund in respect of taxes deducted at source has been
claimed.

(viii) Compare the totals of various items of expenditure and income with the amount
budgeted for them and report to the Trustees or the Managing Committee significant
variations which have taken place.

(ix) Examine the internal check as regards the receipt and issue of stores; medicines,
linen, apparatus, clothing, instruments, etc. so as to ensure that purchases have been
properly recorded in the Inventory Register and that issues have been made only
against proper authorisation.

(x) See that depreciation has been written off against all the assets at the appropriate
rates.

(xi) Inspectthe bonds, share scrips, title deeds of properties and compare their particulars
with those entered in the property and Investment Registers.

(xii) Obtain inventories, especially of inventories and stores as at the end of the year and
check a percentage of the items physically, also compare their total values with
respective ledger balances.

(xxiii)Confirm that the refund of taxes deducted from the income from investment (interest
on securities, etc.) has been claimed and recovered since the institutions are
generally exempted from the payment of income-tax.

(xxiv)Verify the annual statements of accounts and while doing so see that separate
statements of accounthave been prepared as regards Poor Boys Fund, Games Fund,

Hostel and Provident Fund of Staff, efc.
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