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Test Series:  October, 2019 

MOCK TEST PAPER 1 

FINAL (NEW) COURSE: GROUP – I 

PAPER – 3: ADVANCED AUDITING AND PROFESSIONAL ETHICS 

SUGGESTED ANSWERS/HINTS 

DIVISION A - MCQs (30 Marks) 

Questions no. (1-10) carry 1 Mark each and Questions no. 11-20 carry 2 Marks each. 

1. (a)  not exceed 25 hours a week 

2. (c)  Peer reviewer needs to share draft report with the firm before finalisation. 

3.   (b)  The approach of the auditors look reasonable in this case. The auditors found internal controls to 
be satisfactory and also did not find any circumstance to arouse suspicion and hence they 

performed their procedures on the basis of selected verification. 

4.  (d)  Statutory auditors can be appointed for this work. 

5.  (a)  Provision should be made at 10%. 

6.  (b)  As per RBI guidelines PMS investments need to be audited separately by the external auditors and 

the auditors are required to give a certificate separately for the same. So, in the above case the 
auditor should not verify the PMS transactions till the Bank segregates the transactions from its 

own investments. 

7.  (c)  not less than 6 directors. 

8.   (c) NBFC Company 

9.  (c)   First Modify the audit strategy and thereafter prepare the audit plan according to the modified 

strategy. 

10. (d) A Prospective CA, soon to join the Auditor’s Firm as a Partner.  

Questions (11-20) carry 2 Marks each 

11.  (b)  Allahabad branch falls under the compulsory audit criteria as per RBI Guidelines, however Rae 
Bareilly branch whose aggregate deposits are less than 50% of the aggregate deposits of the Bank 

is not required to be compulsorily covered for concurrent audit. 

12.   (b) KB & Associates can take up the audit if the firm is appointed by the Comptroller and Auditor 

General of India and should ensure that they don’t take up audit of more than 3 insurance 

companies. 

13.   (c) The statutory auditors are not required to go to the extent of review of detailed working papers of 

internal auditors. 

14. (d) Operational audit, as it is the audit for the management and involves verifying the effectiveness, 

efficiency and economy of operations done by the Simon travels for the organisation. 

15. (c) The procedures of the investigating accountant looks completely reasonable considering his scope 

of work. Further, no changes are required in his work approach. 

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

statements modified with respect to the corresponding figures included therein. 

17.   (d) The amount involved and steps taken by the company for securing the refund of the same. 

18.  (a)  Audit procedures 1,2,3. 

19.  (d) The audit partner needs to assess the materiality of the figure, and the degree of subjectivity 
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involved. If it considers that safeguards like using separate personnel, could reduce the threat to 

an acceptable level, then it can go ahead with both the audit and the training assignment. 

20.  (c) There should be full compliance of Schedule III and plant should be kept as CWIP as per Schedule 

III. 

DIVISION B - DESCRIPTIVE QUESTIONS (70 Marks) 

1. (a) As per SA 402 on “Audit Considerations Relating to an Entity Using a Service Organisation”, 
when obtaining an understanding of the user entity in accordance with SA 315 “Identifying and 
Assessing the Risks of Material Misstatement through Understanding the Entity and its 

Environment”, the user auditor shall obtain an understanding of how a user entity uses the services 

of a service organisation in the user entity’s operations, including: 

(i) The nature of the services provided by the service organisation and the significance of those 

services to the user entity, including the effect thereof on the user entity’s internal control; 

(ii) The nature and materiality of the transactions processed or accounts or financial reporting 

processes affected by the service organisation;  

(iii) The degree of interaction between the activities of the service organisation and those of the 

user entity; and 

(iv) The nature of the relationship between the user entity and the service organisation, including 

the relevant contractual terms for the activities undertaken by the service organisation. 

(b)  Audit Procedure for ensuring correctness of Opening Balances: As per SA 510 “Initial Audit 

Engagements-Opening Balances”, the auditor shall obtain sufficient appropriate audit evidence 
about whether the opening balances contain misstatements that materially affect the current 

period’s financial statements by -  

(i) 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; 

(ii) Determining whether the opening balances reflect the application of appropriate accounting 

policies; and 

(iii) By evaluating whether audit procedures performed in the current period provide evidence 

relevant to the opening balances; or 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 perfo rm such additional 

audit procedures as are appropriate in the circumstances to determine the effect on the current 
period’s financial statements. If the auditor concludes that such misstatements exist in the current 
period’s financial statements, the auditor shall communicate the misstatements with the 

appropriate level of management and those charged with governance.  

 Approach for drafting Audit Report: SA 705 establishes requirements and provides guidance on 
circumstances that may result in a modification to the auditor’s opinion on the financial statements, 
the type of opinion appropriate in the circumstances, and the content of the auditor’s report when 

the auditor’s opinion is modified. The inability of the auditor to obtain sufficient appropriate audi t 
evidence regarding opening balances may result in one of the following modifications to the opinion 

in the auditor’s report: 

(i) A qualified opinion or a disclaimer of opinion, as is appropriate in the circumstances; or  

(ii) Unless prohibited by law or regulation, an opinion which is qualified or disclaimed, as 

appropriate, regarding the results of operations, and cash flows, where relevant, and 

unmodified regarding State of Affairs. 
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 If the auditor concludes that the opening balances contain a misstatement that materially affects 
the current period’s financial statements and the effect of the misstatement is not properly 

accounted for or not adequately presented or disclosed, the auditor shall express a qualified 

opinion or an adverse opinion, as appropriate, in accordance with SA 705. 

(c)  Determining Key Audit Matters: SA 701, “Communicating Key Audit Matters in the 
Independent Auditor’s Report”, deals with the auditor’s responsibility to communicate key audit 

matters in the auditor’s report. It is intended to address both the auditor’s judgment as to what to 

communicate in the auditor’s report and the form and content of such communication. 

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

determination, the auditor shall take into account the following:  

(i) Areas of higher assessed risk of material misstatement, or significant risks identified in 
accordance with SA 315 Identifying and Assessing the Risks of Material Misstatement through 

Understanding the Entity and Its Environment.  

(ii) 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. 

(iii) The effect 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 were of 
most significance in the audit of the financial statements of the current period and therefore are the 

key audit matters.  

 In the instant case, AKY Ltd., a listed company engaged in the business of software and its 
contracts with its various customers are also quite complicated and different. Further, the audit 
team spends significant time on audit of revenue and efforts towards audit of revenue also involve 

significant involvement of senior members of the audit team including audit partner during audit. 
This matter was also discussed with management at various stages.  After completion of audit, the 
audit partner communicated the management regarding inclusion of paragraph on revenue 

recognition as key audit matter in his audit report.  

 In view of SA 701, the assessment of the auditor is valid as above matter qualifies to be a key audit 
matter in the opinion of auditor. Hence, it should be reported accordingly by the auditor in his audit 

report.  

2. (a)  As per SA 330 on “The Auditor’s Responses to Assessed Risks”, changes may affect the 

relevance of the audit evidence obtained in previous audits such that there may no longer be a 

basis for continued reliance.  

The auditor’s decision on whether to rely on audit evidence obtained in previous audits for control 
is a matter of professional judgment. In addition, the length of time between retesting such controls 

is also a matter of professional judgment. 

 Factors that may warrant a re-test of controls are- 

(i) A deficient control environment.  

(ii) Deficient monitoring of controls. 

(iii) A significant manual element to the relevant controls.  

(iv) Personnel changes that significantly affect the application of the control.  

(v) Changing circumstances that indicate the need for changes in the control.  

(vi) Deficient general IT -controls. 
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 (b)  (i) Physical Verification of Inventory: Clause (ii) of Para 3 of CARO, 2016 requires the auditor 
to report on whether physical verification of inventory has been conducted at reasonable 

intervals by the management. Physical verification of inventory is the responsibility of the 
management which should normally verify all material items at least once in a year and more 
often in appropriate cases. The auditor in order to satisfy himself about verification at 

reasonable intervals should examine the adequacy of evidence and record of verification.  In 
the given case, the above requirement of CARO, 2016 has not been fulfilled as such and the 
auditor should point out the specific areas where he believes the procedure of inventory 

verification is not reasonable. He may consider the impact on financial statement and report 

accordingly. 

(ii) As per clause (xiii) of para 3 of CARO 2016, the auditor is required to report, “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 etc., as required by the applicable accounting standards;”  

 Therefore, the duty of the auditor, under this clause is to report (i)Whether all transactions 
with the related parties are in compliance with section 177 and 188 of the Companies Act, 

2013 (“Act”); (ii) Whether related party disclosures as required by relevant Accounting 

Standards (AS 18, as may be applicable) are disclosed in the financial statements.  

 In the present case, the auditor is required to report as per clause xiii of para 3 of CARO 2016, 
as one of related party transaction amounting 3.25 lakhs per month i.e. in lieu of marketing 

services has been noticed of which amount Rs. 0.25 lakh per month is exceeding the arm’s 
length price has not been disclosed highlighting the same as related party transactions as per 

AS 18.  Thus, the auditor is required to report accordingly. 

(c) Using Designation Other Than a CA and Providing Details of Services Offered:  

Clause (6) of Part I of the First Schedule to the Chartered Accountants Act, 1949 states that a 
Chartered Accountant in practice shall be deemed to be guilty of misconduct if he solicits clients 
or professional work either directly or indirectly by a circular, advertisement, personal 

communication or interview or by any other means. Such a restraint has been put so that the 
members maintain their independence of judgment and may be able to command respect from 

their prospective clients.  

 Section 7 of the Chartered Accountants Act, 1949 read with Clause (7) of Part I of the First 

Schedule to the said Act prohibits advertising of professional attainments or services of a member. 
It also restrains a member from using any designation or expression other than that of a chartered 
accountant in documents through which the professional attainments of the member would come 

to the notice of the public. Under the clause, use of any designation or expression other than 
chartered accountant for a chartered accountant in practice, on professional documents, visiting 
cards, etc. amounts to a misconduct unless it be a degree of a university or a title indicating 

membership of any other professional body recognised by the Central Government or the Council. 

 Member may appear on television and films and agree to broadcast in the Radio or give lectures 
at forums and may give their names and describe themselves as Chartered Accountants. Special 
qualifications or specialized knowledge directly relevant to the subject matter of the programme 

may also be given but no reference should be made, in the case of practicing member to the name 
and address or services of his firm. What he may say or write must not be promotional of his or his 

firm but must be an objective professional view of the topic under consideration.  

 Thus, it is improper to use designation "Management Expert" since neither it is a degree of a 

University established by law in India or recognised by the Central Government nor it is a 
recognised professional membership by the Central Government or the Council. Therefore, he is 
deemed to be guilty of professional misconduct under both Clause (6) and Clause (7) as he has 

used the designation “Management Expert” in his speech and also he has made reference to the 
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services provided by his firm of Chartered Accountants at reasonable rates.  Distribution of cards 

to audience is also a misconduct in terms of Clause (6). 

3. (a)  The Comptroller and Auditor General assist the legislature in reviewing the performance of public 

undertakings. He conducts an efficiency-cum-performance audit other than the field which has 
already been covered either by the internal audit of the individual concerns or by the professional 

auditors. He locates the area of weakness and extravagance for managements’ information.  

 The areas covered in comprehensive audit naturally vary from enterprise to enterprise depending 

on the nature of the enterprise, its objectives and operations. However, in general, the covered 
areas are those of investment decisions, project formulation, organisational effectiveness, capacity 
utilisation, management of equipment, plant and machinery, production performance, use of 

materials, productivity of labour, idle capacity, costs and prices, materials management, sales and 

credit control, budgetary and internal control systems, etc.  

 Some of the issues examined in comprehensive audit are: 

(i) How does the overall capital cost of the project compare with the approved planned costs? 
Were there any substantial increases and, if so, what are these and whether there is evidence 

of extravagance or unnecessary expenditure? 

(ii) Have the accepted production or operational outputs been achieved? Has there been under-

utilisation of installed capacity or shortfall in performance and, if so, what has caused it?  

(iii) Has the planned rate of return been achieved? 

(iv) Are the systems of project formulation and execution sound? Are there inadequacies? What 

has been the effect on the gestation period and capital cost? 

(v) Are cost control measures adequate and are there inefficiencies, wastages in raw materials 

consumption, etc.? 

(vi) Are the purchase policies adequate? Or have they led to piling up of inventory resulting in 

redundancy in stores and spares? 

(vii) Does the enterprise have research and development programmes? What has been the 
performance in adopting new processes, technologies, improving profits and in reducing costs 

through technological progress? 

(viii) If the enterprise has an adequate system of repairs and maintenance? 

(ix) Are procedures effective and economical? 

(x)  Is there any poor or insufficient or inefficient project planning? 

 The efficiency and effectiveness audit of public enterprises is conducted on the basis of certain 
standards and criteria. Profit is not the key criterion on performance; management’s performance 
in the economical and efficient use of public funds and in the achievement of objectives is more 

relevant. Public enterprises have been set up with certain socio-economic purposes and for 
fulfillment of certain objectives. The objectives vary from enterprise to enterprise. Audit appraisal 
analyses the performance of an enterprise to bring out the extent to which the objectives for which 

the enterprise was set up have been served.  

(b) Reporting in Tax Audit Report: Any amount of GST/Tax payable on the last day of previous year 
(opening balance) as well as on the last day of current year has to be reported in Tax Audit Report 

under clause 26(A) and 26(B) in reference of section 43 B. 

Clause 26 (A) dealt GST/VAT payable on the pre-existed of the first day of the previous year but 

was not allowed in the assessment of any preceding previous year and was either paid {clause 

26(A) (a)}/ or/ and/ not paid during the previous year {clause 26(A)(b)} 

The details will be as under in regard to opening balances: 
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 Liability Pre-existed on the previous year. 

Sr. 

No. 

Section Nature of 

Liability 

Outstanding 

Opening 

balance not 

allowed in 

previous 

year 

Amount 

paid/set-

off during 

the year 

Amount written 

back to P&L 

Account 

Amount unpaid 

at the end of 

the year 

01 43B(a) VAT/GST 100 lakh 50 lakh 0  50 lakh 

It has been assumed that 50 lakh was allowed in last year as it was paid before the due date of 

return. 

Liability incurred during the previous year 

Sr. No. Section Nature of 

Liability 

Amount 

incurred in 

previous 

year but 

remaining 

outstanding 

on last day 

of previous 

year. 

Amount 

paid/set-off 

before the 

due date of 

filing 

return/date 

upto which 

reported in 

the tax audit 

report, 

whichever 

is earlier 

Amount 

unpaid on 

the due of 

filing of 

return/date 

upto which 

reported in 

the tax audit 

report, 

whichever 

is earlier 

01 43B(a) VAT/GST 100 lakh 40 lakh 60 lakh 

(c) Failure to Observe Regulations: As per Clause (1) of Part II of Second Schedule to the Chartered 
Accountants Act, 1949, a member shall be held guilty of professional misconduct if he contravenes 

any of the provisions of the Act or the regulations made thereunder or any guidelines issued by the 
Council. The chartered accountant, as per Regulations also, is expected to impart proper practical 

training.  

 In the instant case, the articled assistant is not attending office on timely basis and the explanation 

of the Chartered Accountant that the articled assistant was on audit of the company cannot be 
accepted particularly in view of the fact that articled assistant is getting monthly salary from that 
company. Under the circumstances, the Chartered Accountant would be held guilty of professional 

misconduct in regard to the discharge of his professional duties as per Clause (1) of Part II of 

Second Schedule to the Chartered Accountants Act, 1949. 

4. (a)  Some points that may be covered in the audit of NBFC - Investment and Credit Company 

(NBFC-ICC): 

i. Physically verify all the shares and securities held by a NBFC. Where any security is lodged 

with an institution or a bank, a certificate from the bank/institution to that effect must be 

verified. 

ii. Verify whether the NBFC has not advanced any loans against the security of its own shares. 

iii. Verify that dividend income wherever declared by a company, has been duly received by an 
NBFC and interest wherever due [except in case of NPAs] has been duly accounted for. NBFC 
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Prudential Norms directions require dividend income on shares of companies and units of 
mutual funds to be recognised on cash basis. However, the NBFC has an option to account 

for dividend income on accrual basis, if the same has been declared by the body corporate in 
its Annual General Meeting and its right to receive the payment has been established. Income 
from bonds/debentures of corporate bodies is to be accounted on accrual basis only if the 

interest rate on these instruments is predetermined and interest is serviced regularly and not 

in arrears. 

iv. Test check bills/contract notes received from brokers with reference to the prices vis-à-vis the 

stock market quotations on the respective dates. 

v. Verify the Board Minutes for purchase and sale of investments. Ascertain from the Board 

resolution or obtain a management certificate to the effect that the investments so acquired 

are current investments or Long Term Investments. 

vi . Check whether the investments have been valued in accordance with the NBFC Prudential  
Norms Directions and adequate provision for fall in the market value of securities, wherever 

applicable, have been made there against, as required by the Directions. 

vii . Obtain a list of subsidiary/group companies from the management and verify the investments 
made in subsidiary/group companies during the year. Ascertain the basis for arriving at the 

price paid for the acquisition of such shares. 

viii . Check whether investments in unquoted debentures/bonds have not been treated as 

investments but as term loans or other credit facilities for the purposes of income recognition 

and asset classification. 

ix. An auditor will have to ascertain whether the requirements of AS 13 “Accounting for 
Investments” or other accounting standard, as applicable, (to the extent they are not 

inconsistent with the Directions) have been duly complied with by the NBFC. 

x. In respect of shares/securities held through a depository, obtain a confirmation from the 

depository regarding the shares/securities held by it on behalf of the NBFC. 

xi. Verify that securities of the same type or class are received back by the lender/paid by the 
borrower at the end of the specified period together with all corporate benefits thereof (i.e. 

dividends, rights, bonus, interest or any other rights or benefit accruing thereon). 

xii. Verify charges received or paid in respect of securities lend/borrowed. 

xiii. Obtain a confirmation from the approved intermediary regarding securities deposited 

with/borrowed from it as at the year end. 

xiv. An auditor should examine whether each loan or advance has been properly sanctioned. He 
should verify the conditions attached to the sanction of each loan or advance i.e. limit on 

borrowings, nature of security, interest, terms of repayment, etc. 

xv. An auditor should verify the security obtained and the agreements entered into, if any, with 
the concerned parties in respect of the advances given. He must ascertain the nature and 
value of security and the net worth of the borrower/guarantor to determine the extent to which 

an advance could be considered realisable. 

xvi. Obtain balance confirmations from the concerned parties. 

xvii. As regards bill discounting, verify that proper records/documents have been maintained for 
every bill discounted/rediscounted by the NBFC. Test check some transactions with reference 
to the documents maintained and ascertain whether the discounting charges, wherever, due, 

have been duly accounted for by the NBFC. 

xviii. Check whether the NBFC has not lent/invested in excess of the specified limits to any single 

borrower or group of borrowers as per NBFC Prudential Norms Directions. 
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xix. An auditor should verify whether the NBFC has an adequate system of proper appraisal and 
follow up of loans and advances. In addition, he may analyse the trend of its recovery 

performance to ascertain that the NBFC does not have an unduly high level of NPAs. 

xx. Check the classification of loans and advances (including bills purchased and discounted) 
made by a NBFC into Standard Assets, Sub-Standard Assets, Doubtful Assets and Loss 
Assets and the adequacy of provision for bad and doubtful debts as required by NBFC 

Prudential Norms Directions. 

 (Note: The above checklist is not exhaustive. It is only illustrative. There could be various other 

audit procedures which may be performed for audit of an NBFC.) 

(b)  As per SA 610 Using the Work of Internal Auditor, the external auditor (Statutory Auditor) shall not 

use internal auditors to provide direct assistance to perform procedures that: 

(i) Involve making significant judgments in the audit;  

(ii) Relate to higher assessed risks of material misstatement where the judgment required  in 

performing the relevant audit procedures or evaluating the audit evidence gathered is more 

than limited;  

(iii) Relate to work with which the internal auditors have been involved and which has already 
been, or will be, reported to management or those charged with governance by the internal  

audit function; or 

(iv) Relate to decisions the external auditor makes in accordance with this SA regarding the 

internal audit function and the use of its work or direct assistance. 

 In the given case where the valuation of accounts receivable is assessed as an area of higher risk, 
the statutory auditor could assign the checking of the accuracy of the aging to an internal auditor 

providing direct assistance. However, because the evaluation of the adequacy of the provis ion 
based on the aging would involve more than limited judgment, it would not be appropriate to assign 

that latter procedure to an internal auditor providing direct assistance. 

(c) Sharing of Audit Fees with Non-Member: As per Clause (2) of Part I of First Schedule to the 

Chartered Accountants Act, 1949 a member shall be held guilty if a Chartered Accountant in 
practice pays or allows or agrees to pay or allow, directly or indirectly, any share, commission or 
brokerage in the fees or profits of his professional business, to any person other than a member of 

the Institute or a partner or a retired partner or the legal representative of a deceased partner, or 
a member of any other professional body or with such other persons having such qualification as 
may be prescribed, for the purpose of rendering such professional services from time to time in or 

outside India. 

 In the instant case, Mr. Avin, a practising Chartered Accountant gave 50% of the audit fees received 
by him to a non-Chartered Accountant, Mr. Lucky, under the nomenclature of office allowance and 
such an arrangement continued for a number of years. In this case, it is not the nomenclature to a 

transaction that is material but it is the substance of the transaction, which has to be looked into. 

 The Chartered Accountant had shared his profits and, therefore, Mr. Avin will be held guilty of 
professional misconduct under the Clause (2) of Part I of First Schedule to the Chartered 

Accountants Act, 1949.  

5. (a)  Bills Payable: Evaluate the existence, effectiveness and continuity of internal controls over bills 

payable. Such controls should usually include the following- 

• Drafts, mail transfers, traveller’s cheques, etc. should be made out in standard printed forms.  

• Unused forms relating to drafts, traveller’s cheques, etc. should be kept under the custody of 

a responsible officer. 

• The bank should have a reliable private code known only to the responsible officers of its 

© The Institute of Chartered Accountants of India



9 

branches, coding and decoding of the telegrams should be done only by such offic ers. 

• The signatures on a demand draft should be checked by an officer with the specimen 

signature book. 

• All the telegraphic transfers and demand drafts issued by a branch should be immediately 
confirmed by advices to the branches concerned. On payment of these instruments, the 

paying branch should send a debit advice to the originating branch. 

 Examine an appropriate sample of outstanding items comprised in bills payable accounts with the 
relevant registers. Reasons for old outstanding debits in respect of drafts or other similar 

instruments paid without advice should be ascertained.  

 Correspondence with other branches after the year-end (e.g., responding advices received from 
other branches, advices received from other branches in respect of drafts issued by the branch 
and paid by the other branches without advice) should be examined specially in so far as large 

value items outstanding on the balance sheet date are concerned.  

(b)  Direction by Tribunal in case auditor acted in a fraudulent manner: 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, direct the 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 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 colluded in any fraud by, or in relation 

to, the company or its director or officers. 

(c) The general condition pertaining to the internal check system may be summarized as under:  

(i) no single person should have complete control over any important aspect of the business 

operation. Every employee’s action should come under the review of another person. 

(ii) Staff duties should be rotated from time to time so that members do not perform the same 

function for a considerable length of time. 

(iii) Every member of the staff should be encouraged to go on leave at least once a year. 

(iv) Persons having physical custody of assets must not be permitted to have access to the 

books of accounts. 

(v) There should exist an accounting control in respect of each class of assets, in addition, there 

should be periodical inspection so as to establish their physical condition. 

(vi) Mechanical devices should be used, where ever practicable to prevent loss or 

misappropriation of cash. 

(vii) Budgetary control should be exercised and wide deviations observed should be reconciled. 

(viii) For inventory taking, at the close of the year, trading activities should, if possible be 

suspended, and it should be done by staff belonging to several sections of the organization. 
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(ix) The financial and administrative powers should be distributed very judiciously among different 

officers and the manner in which those are actually exercised should be reviewed periodically.  

(x) Procedures should be laid down for periodical verification and testing of different sections of 

accounting records to ensure that they are accurate. 

  In the given scenario, Company has not done proper division of work as: (i) the receipts of cash 
should not be handled by the official handling sales ledger and (ii)delivery challans should be 

verified by an authorised official other than the officer handling despatch of goods. 

6. (a)  Inventory frauds - Inventory frauds are many and varied but here we are concerned with 

misappropriation of goods and their concealment. 

(i) Employees may simply remove goods from the premises. 

(ii) Theft of goods may be concealed by writing them off as damaged goods, etc. 

(iii) Inventory records may be manipulated by employees who have committed theft so that book 

quantities tally with the actual quantities of inventories in hand. 

 Verification Procedure for Defalcation of inventory - It may be of trading stock, raw materials, 
manufacturing stores, tools or of other similar items (readily) capable of conversion into cash. The 

loss may be the result of a theft by an employee once or repeatedly over a long period, when the 
same have not been detected. Such thefts usually are possible through collusion among a number 
of persons. Therefore, for their detection, the entire system of receipts, storage and despatch  of 

all goods, etc. should be reviewed to localise the weakness in the system. 

 The determination of factors which have been responsible for the theft and the establishment of 

guilt would be difficult in the absence of: 

(a)  a system of inventory control, and existence of detailed record of the movement of inventory, 

or  

(b)  availability of sufficient data from which such a record can be constructed.  

 The first step in such an investigation is to establish the different items of inventory defalcated and 

their quantities by checking physically the quantities in inventory held and those shown by the 

Inventory Book. 

 Afterwards, all the receipts and issues of inventory recorded in the Inventory Book should be 
verified by reference to entries in the Goods Inward and Outward Registers and the documentary 

evidence as regards purchases and sales. This would reveal the particulars of inventory not 
received but paid for as well as that issued but not charged to customers. Further, entries in respect 
of returns, both inward and outward, recorded in the financial books should be checked with 

corresponding entries in the Inventory Book. Also, the totals of the Inventory Book should be 
checked. Finally, the shortages observed on physical verification of inventory should be reconciled 
with the discrepancies observed on checking the books in the manner mentioned above. In the 

case of an industrial concern, issue of raw materials, stores and tools to the factory and receipts 

of manufactured goods in the godown also should be verified with relative source documents.  

 Defalcations of inventory, sometimes, also are committed by the management, by diverting a part 
of production and the consequent shortages in production being adjusted by inflating the wastage 

in production; similar defalcations of inventories and stores are covered up by inflating quantities 
issued for production. For detecting such shortages, the investigating accountant should take 
assistance of an engineer. For that he will be more conversant with factors whic h are responsible 

for shortage in production and thus will be able to correctly determine the extent to which the 
shortage in production has been inflated. In this regard, guidance can also be taken from past 
records showing the extent of wastage in produc tion in the past. Similarly, he would be able to 

better judge whether the material issued for production was excessive and, if so to what extent. 

© The Institute of Chartered Accountants of India



11 

The per hour capacity of the machine and the time that it took to complete one cycle of production, 

also would show whether the issues have been larger than those required. 

 (b)  (i) According to Section 139(7) of the Companies Act, 2013, the auditors of a government 

company shall be appointed or re-appointed by the Comptroller and Auditor General of 
India(C&AG). As per section 2(45), a Government company is defined as any company in 
which not less than 51% of the paid-up share capital is held by the Central Government or by 

any State Government or Governments or partly by the Central Government and partly by one 
or more State Governments and includes a company which is a subsidiary of a Government 

Company as thus defined. 

In the given case, Ajanta Ltd is a government company as its 20% shares have been held by 

Central Government, 25% by U.P. State Government and 10% by M.P. State Government. 
Total 55% shares have been held by Central and State governments, therefore, it is a 

Government company.  

Nick Ltd. is a subsidiary company of Ajanta Ltd. Hence, Nick Ltd. is covered in the definition 

of a government company. Therefore, auditor of Nick Ltd. can be appointed only by C&AG. 

Consequently, appointment of Mr. Prem is invalid and he should not give acceptance to the 

Directors of Nick Ltd. 

(ii) Services not to be Rendered by the Auditor: Section 144 of the Companies Act, 2013 
prescribes certain services not to be rendered by the auditor. An auditor appointed under the 

Act shall provide to the company only such other services 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 services (whether such services are rendered directly or indirectly to the company 

or its holding company or subsidiary company), namely: 

(i) accounting and book keeping services;       

(ii) internal audit;  

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

(iv) actuarial services;  

(v) investment advisory services;  

(vi) investment banking services; 

(vii) rendering of outsourced financial services; 

(viii) management services; and 

(ix) any other kind of services as may be prescribed. 

Further section 141(3)(i) of the Companies Act, 2013 also disqualifies a person for 
appointment as an auditor of a company who is engaged as on the date of appointment in 

consulting and specialized services as provided in section 144. 

 In the given case, CA Innocent was appointed as an auditor of Contravene Ltd. He was offered 

additional services of actuarial, investment advisory and investment banking which was also 
approved by the Board of Directors. The auditor is advised not to accept the services as these 
services are specifically notified in the services not to be rendered by him as an auditor as 

per section 144 of the Act. 

(c)  As per SA 220, Engagement Partner shall form a conclusion on compliance with independence 

requirements that apply to the audit engagement. In doing so, Engagement Partner shall: 

• Obtain relevant information from the firm and, where applicable, network firms, to identify and 

evaluate circumstances and relationships that create threats to independence; 
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• Evaluate information on identified breaches, if any, of the firm’s independence policies and 
procedures to determine whether they create a threat to independence for the audit 

engagement; and 

• Take appropriate action to eliminate such threats or reduce them to an acceptable level by 
applying safeguards, or, if considered appropriate, to withdraw from the audit engagement, 
where withdrawal is permitted by law or regulation. The engagement partner shall promptly 

report to the firm any inability to resolve the matter for appropriate action. 

Engagement Partner shall take responsibility for reviews being perform ed in accordance with the 

firm’s review policies and procedures. 

As per SA 220, “Quality Control for Audit of Financial Statements”, for audits of financial statements 
of listed entities, Engagement Quality Control Reviewer (EQCR), on performing an engagem ent 

quality control review, shall also consider the engagement team’s evaluation of the firm’s 

independence in relation to the audit engagement. 

In the given case, Engagement Partner is not right. The independence assessment documentation 

should also be given to Engagement Quality Control Reviewer for his review. 

OR 

Review in the Assessment of Independence of the Practicing Unit – The reviewer should 

carry out the compliance review of the five general controls, i.e., independence, maintenance of 
professional skills and standards, outside consultation, staff supervision and development and 
office administration and evaluate the degree of reliance to be placed upon them. The degree of 

reliance will, ultimately, affect the attestation service engagements to be reviewed. 

Aarav, a practicing Chartered Accountant should review following controls in respect of assessment 

of independence of the practicing unit:  

(i) Does the practice unit have a policy to ensure independence, objectivity and integrity, on the 

part of partners and staff? Who is responsible for this policy? 

(ii) Does the practice unit communicate these policies and the expected standards of professional  

behaviour to all staff? 

(iii) Does the practice unit monitor compliance with policies and procedures relating to 

independence? 

(iv) Does the practice unit periodically review the practice unit's association with clients to ensure 

objectivity and independence? 
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