Mock Examination May 2007
Organized by Parveen Sharma
Courtesy  Surbhi Bansal
CA PE-II – SOLUTIONS AUDIT
Q.1.
(a)


Answer : 

1. In instalment system, the property in goods passes on to the Purchaser immediately whereas in the case of Hire-Purchase basis, property in goods passes only after payment of last instalment.

2. The Gross Book Value of the Delivery Van will be Rs.6.5 lakhs and not the instalment amount of Rs.1.5 lakhs paid.

3. Depreciation should be provided on the full value of the asset. The Net Book Value should be shown in the Balance Sheet.

The treatment given by the Company in the accounts is not correct and under the circumstances, the Auditor will have to qualify the audit report.

Q.1.
(b)


Answer :

1. A proper understanding of the Internal Control System enables the Auditor to decide upon the nature, extent and timing of the appropriate substantive audit procedures to be performed.

2. Although Internal Control is Management’s responsibility, the Auditor –

(a) should independently gain an understanding of the accounting system and related Internal Controls and 

(b) should study and evaluate the operation of those Internal Controls upon which he wishes to rely in determining the nature, timing and extent of other audit procedures.

3. Where the Auditor concludes that he can rely on certain Internal Controls,  his substantive procedures would normally be less extensive than would otherwise be required. It may also differ as to their nature and timing.

4. Where Internal Control is weak, the Auditor might choose such an auditing procedure / test that might not be required otherwise. He might extend certain tests to cover a large number of transactions or other items than he otherwise would examine at times and perform additional tests for his satisfaction.

5. Just because the Internal Control was developed by a Chartered Accountant who had also authored a book on Internal Control is of no significance and does not absolve the Statutory Auditors’ duties. The Auditor must independently understand and evaluate the Internal Controls to develop a proper and audit programme. 

Q.1.
(c)


Answer : 


Alternative Answer 1 : 



As per AS – 2, only those costs which are relevant to bring the inventory to its present location and condition can be added to the cost of inventories. Interest and other Borrowing Costs are not relating to bring the Inventory to its present location and condition and therefore such costs are usually not included.



From the above, it may be concluded that the Company should not add interest cost on borrowing, to the cost of inventories.


Alternative Answer 2 : 


If the stock for which the loan is borrowed takes substantial period of time to get ready for its intended sale (inventory), then it becomes a Qualifying Asset within the meaning of AS – 16. In such case, the interest and other borrowing costs, to the extent attributable to inventory, should be capitalized.



Since it is given that the borrowed amount is used to finance Current Assets and day-to-day Working Expenses, the interest amount should be segregated to those relating to inventory and those relating to day-to-day expenses, on the basis of the amount involved. The Interest portion relating to Inventory must be capitalized to such inventory, and the interest portion relating to day-to-day expenses should be debited to P & L A/c.



This treatment is based on the assumptions that such inventories are – (a) not routinely manufactured; and (b) not repetitively produced in large quantities over shorter period. 
Q.1.
(d)


Answer : 
1. Part II of Schedule VI requires that the Profit and Loss Account should disclose every material item, which is non-recurring in nature, separately.
2. AS – 5 on “Prior Period and Extra-ordinary Items and Changes in Accounting Policies” requires that the “nature and amount of each extra-ordinary item should be separately disclosed in a manner that their relative significance and effect on the current operating results of one period can be perceived.”

3. The compensation of Rs.1,00,000 received for breach of contract should not be included in the Turnover.

4. the amount of compensation received should be shown distinctly and separately.

5. Where the Compensation is of a Revenue Nature, it shall be taken to Profit and Loss Account; when it is of a Capital Nature, it shall be treated as Capital Reserve.
Q.2.
(A) 

Answer : 


Legal Requirements u/s. 205(A) :

(a) Moneys representing unclaimed dividend should be transferred to a special account to be opened by the Company in that behalf in any Scheduled Bank, to be called “Unpaid Dividend of ………… Company Ltd.”.

(b) Where the moneys transferred to the Unpaid Dividend Account of a Company remains unpaid or unclaimed for a period of 7 years from the date of such transfer, such money shall be transferred to “Investor Education and Protection Fund” of the Central government, u/s. 205C.

(c) Non-compliance with Sec.205 will be punishable with imprisonment and / or fine.


The proposal to transfer the balance remaining in Unclaimed Dividend Account to the 
P & L Account of the Company, will violate the provisions of Sec. 205 of the Act. 


The Auditor should advise the Board not to transfer the amount to Profit and Loss Account. 

Alternatively, the Auditor would be required to qualify in his Report. 

Q.2.
(B)


Answer : 


The Companies Act provides that the Auditor shall hold office till the conclusion of the next AGM. When AGM is not held, the Auditor continues to hold office till such date the AGM is actually held.


The existing Auditor continues to be the Auditor of the Company till the factual conclusion of the next AGM, whenever it is held.


The Company should convene a General Meeting of the members to appoint a new Auditor or re-appoint the Retiring Auditor. When the Existing Auditor is re-appointed, the Company shall pass a resolution for his re-appointment. However, where the company proposes to appoint a new Auditor, the provisions relating to appointment of a person other than the Retiring Auditor should be complied with. However, Mr. A continue to hold office till such date the AGM is actually held.

Q.2.
(C)



Answer : 


As per Sec. 227(3), the Auditor’s Report shall state whether he has obtained all the information and explanations, which to the best of his knowledge and belief were necessary for the purposes of his audit. 


The Auditor has the power to seek such information and explanations, as he considers necessary for the performance of his audit. This clause specifically requires him to state whether or not he has obtained all such information and explanations.


If the Auditor has not been able to obtain material information or explanations, he may have to qualify his opinion regarding the truth and fairness of the Financial Statements. Sometimes, he may decide to express his inability to give an opinion on the truth and fairness of the Financial Statements  in the absence of the required information. 


Q.2.
(D)
 


Answer : 


If any of the matters in the Auditor’s Report is answered in negative or with a qualification, the Auditor’s Report shall also state the reason for such an answer. The qualification is required to be indicated in bold type or in italics type. In the given situation, the Auditors of ABC Ltd. Typed out the matters of qualifications in a bold font which is objected by the management.


Qualification Paragraph typed out in bold font by the Auditors of ABC Ltd. Is correct in lieu of Sec. 227(4). Hence, Management contention of requiring the same to be typed in normal font is wrong. It is deemed to be the restriction imposed by the management against the right given by the law, which is not legally valid.

Q.3. 
(A)


Answer : 


The following matters deserve the Auditors’ attention in the course of audit of a Hospital-


GENERAL : Verify the share capital, reserves and loans. Ascertain whether form and content of financial statements are as per applicable requirements.


Internal Check :

Examine the internal check as regards the issue and receipts of stores, linen, apparatus, clothing, instruments, etc. Ensure that purchases have been made properly and recorded in the Stock Register. 


Income from Services to patients :

Check  the Bill Register of patients along with copies of bills issued to them.

Test Check a few bills with the patients’ attendance record to check whether these have been properly prepared. Obtain management representation letter regarding concessional billing, etc.

Cash collection : 

Verify the cash book with the receipt counterfoils. Also conduct some surprise cash verification at all cash handling locations on the same day. 

Grant and Donations : 

Check whether the grants receipt have been duly accounted for, also ascertain whether donations received for particular purpose have been appropriately applied.

Income from Investments:

Examine the property and investment registers to check whether all the incomes have been collected and whether dues collectable  have been properly followed up.

Purchases and Expenses :

Obtain management representation letter for abnormal and non-recurring items. Compare the total of various items of expenditure and income with the budgeted amount for them. Also check the authorization regarding appointment of the staff and increase in their salaries.

Stock-in-Trade : 

Physically check some of the inventories of assets, stocks and stores at the end of the year. Compare the physical quantities obtained during physical verification with the stock registers.

Taxation : 


Check the determination and provision for liability for income tax. Also vouche some tax deducted at source.

Property and Investment Register : 

Inspect the title deeds of the properties and compare their particular with those entered in property and investment register. Ascertain the depreciation provided on the fixed assets.


Q.3.
(B)



Answer : Propriety Audit : 
1. It refers to the verification of transactions on the tests of public interest, commonly accepted customs and standards of conduct.
2. The basic requirement is to dig deep into the affairs, to reach the core and essence of the transaction. The Auditor is concerned with the prudence and efficiency of the manner of conduct of business. He has to report on whether the enterprise has fulfilled its objectives and targets achieved with proper accounting of expenditure.

3. This involves deeper inspection of transactions and goes more beyond just expression of opinion, stress being given to economy, efficiency and effectiveness.
4. The emphasis shifts to the core of the transaction, i.e. it involves examining the substance of the transaction, not just vouching external evidences.

5. Guiding principles under Propriety Audit include :

(i) Verification of propriety of expenditure.

(ii) Exercise of vigilance and prudence on the part of every person authorized to incur expenditure. 

(iii) Appropriateness of transactions having regard to the factors of prudence, public interest and wasteful expenditure. 

(iv) Adherence of authorities to accepted principles of public spending i.e. prudence in spending.

(v) Assurance that no expenditure has been incurred other than those which was essentially required.

(vi) Amounts do not go to the benefit of managerial personnel, employees or others, and also such persons do not abuse their authority to spend.

6. The Auditor is guided by the provisions of the Companies Act, as well as guidelines issued by the C & AG in the manner of conduct of audit.

Q.4.



Answer : 

(A) CARO shall not apply to : 

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

(ii) An insurance company as defined in clause (21) of section 2 of the Companies Act, 1956.

(iii) A company licensed to operate under section 25 of the Companies Act, 1956; and 

(iv) A private limited company with a paid-up capital and reserves not more than rupees fifty lakh and which does not have outstanding loan exceeding rupees twenty five lakhs from any bank or financial institution and does not have a turnover exceeding rupees five crores at any point of time during the financial year.

(B) Unqualified Report : An unqualified opinion should be expressed when the auditor concludes that the financial statements give a true and fair view in accordance with the financial reporting framework used for the preparation and presentation of the financial statements. An unqualified opinion indicates, implicitly, that any changes in the accounting principles or in the method of their application, and the effects thereof, have been properly determined and disclosed in the financial statements.As per AAS 1 “Basic principals governing an audit” An unqualified opinion also indicates that : 
(a) the financial statements have been prepared using the generally accepted accounting principles, which have been consistently applied; 

(b) the financial statements comply with relevant statutory requirements and regulations; and 

(c) there is adequate disclosure of all material matters relevant to the proper presentation of the financial information subject to statutory requirements, where applicable. 

(C)

· VERIFICATION OF DIVIDEND

· He should examine the Memorandum and Articles of Association of the Company to determine the  rights of different classes of shareholders to whom dividend has been paid.

· He should ensure that dividends can only be distributed out of profits. The capital of the shareholders can not be used for he purpose of payment of dividends.

· He should ascertain whether profits earmarked for the purpose of dividend have been computed in accordance with the requirements of section 205 of the Companies Act.

· He should ascertain whether the rate of dividend has been recommended properly in a meeting of the Board of Directors.

· He should inspect the shareholders minute book to verify the amount of dividend declared and confirm that the amount does not exceed the amount recommended by the directors.

· He should see that profits appropriated for payment of divided are after transfer to reserves an amount in accordance with the rules framed by the Central Government.

· He should examine the list of shareholders as drawn from the Registrar of Shareholders and see that the total amount of dividend payable companies with the Dividend Account.

· If a separate bank account is opened for payment of dividends, he should check the transfer of total amount of dividends payable from the Dividends Account.

· He should verify the amount of unclaimed dividend with the Dividend Account, bank Pass Book and dividend warrants as have been returned undelivered.

· He should see that where the dividend is declared, distributed or paid by a domestic company (not a foreign company), the tax on distributed profit is paid with in 14 days from the date of declaration, distribution or payment of dividend whichever is earliest. [Section 115(0) of the Income Tax Act, 1961]

· The auditor should see that the dividend which remains unpaid or unclaimed within 30 days of the declaration of the dividend, such unpaid or unclaimed dividend has been transferred to a special bank account entitled “Unpaid Dividend Account of _________ Company Limited / Company Pvt. Limited”. The transfer must be made within 7 days from the date of expiry of 30 days. Such an account is to be opened only in a Scheduled Bank.

· If any dividend remains unpaid or unclaimed for a period of seven years from the date of transfer, the amount standing to the credit of the special bank account has to be transferred by the company to the fund called Investor Education and Protection Fund.
Q.5.
.(A) Answer 

AS per AAS 26 Terms of audit engagement the auditor should send an engagement letter, preferably before the commencement of the engagement, to help avoid any misunderstanding.

Principal contents of audit engagement letter

a.
Objective of Audit of financial statements.

b. 
Management's responsibility for the financial statements.

c. 
Management's responsibility for selection and consistent application of accounting policies and accounting standards.
​

d.
Management's responsibility for preparing the financial statements on a going concern basis. 

e.
Management's responsibility for making judgements and estimates that are reasonable and prudent. 

f.
Management's responsibility for the maintenance of adequate records and internal controls.

g.
The scope of audit, including reference to applicable legislation, regulations, etc.

h.
The fact that having regard to test nature of an audit, persuasive rather than conclusive nature of audit evidence together with inherent limitations of internal control system, there is an unavoidable risk that some fraud and error may remain undetected.

i.
Unrestricted access to whatever records, documentation and other information requested in connection with audit.


Answer :


(B)  Attendance at Physical Inventory Counting
Management’s:  
Physical verification of inventory is the responsibility of mgt.

responsibility


Auditor’s Duty : 
(1)
His duty is to obtain Sufficient appropriate audit evidence regarding existence and condition of inventory by attendance at physical inventory counting unless impracticable

(2) If impracticable, he should obtain sufficient & appropriate evidences through alternative procedures

(3) If he can’t attend physical inventory count on planned date due to unforeseen circumstances, take some physical counts on alternative date and perform procedures to consider appropriate adjustment of changes in inventory between period end and date of physical count.

(4) He ordinarily observes count procedures adopted by management and perform test counts.


Inventory
He should obtain confirmation from IIIrd party. He should also consider:


Under
(i) 
Independence of IIIrd party.


Control of
(ii) 
Observing/arranging another auditor to observe, ph. Count.


IIIrd Parties:
(iii) 
Obtaining another auditors report on IIIrd parties system

(iv) Inspecting documentation regarding inventory held by III parties

(v) Subsequent receipt of goods from IIIrd parties


Management
(a)
completeness of information provided


Representation
(b)
assurance with regard to adherence to laid down procedures for physical Letter 


inventory 
count.


Auditor’s
(
If he is unable to obtain sufficient appropriate evidence w.r.t. Conclusion &

physical inventory count refer scope limitation in audit report


Reporting 
(
If inventory is not properly disclosed in the financial statements, he should issue qualified report.

Q.6.


Answer :

A. I. Auditing around the Computer :

Computers are treated as mechanical book-keeping aids under this approach.

The focus of audit is to take voluminous reports and outputs, and compare “Input Vouchers” with “System Outputs” to obtain audit assurance.

Computers are only considered as systems, which provide legible printouts of the accounting transactions. Auditors trace transactions to the “Black-box” and pick up the trail on the other side by examining printouts.

No regard is paid to the transformation of data that takes place inside the computer.


II. Auditing through the Computer :

Computers are used as “live” and dynamic devices, which add value to the process of auditing. They are the target the auditing.

The focus of audit is to pursue the accounting system and software used – to ensure that they provide audit assurance on the various aspects of control.

Computers are used to check calculations, compare contents of two files, examine files for missing amounts, and analyse accounting data by finding ratios, etc.

CAAT’s and audit software tools are used to analyse transformation of data.


(B)
Verification of Land and Building :

1. Obtain a schedule of Buildings from a responsible official. Examine the Title Deeds to confirm title. In case of mortgaged buildings, obtain the required certificate from the mortgagee.

2. See that the relevant particulars of Buildings have been entered in the Fixed Assets Register maintained by the client.

3. Examine the relevant authorization in case of – purchase of new buildings and sanction of expenditure in case of self-constructed assets.

4. Vouch payments in respect of new acquisitions during the year.

5. Ensure distinction between Capital and Revenue expenditure, e.g. repairs for existing buildings.

6. Ensure that cost of land and buildings are segregated for depreciation purposes.

7. Verify whether buildings under construction have been separately identified for depreciation purposes.

8. Verify whether all buildings listed in the Fixed Assets Register have been included in the Financial ledger.

9. Verify whether original cost of purchased buildings and own construction buildings have been properly stated.

10. Examine the manner and method of computation of depreciation.

11. Ascertain adequate disclosure of the nature, description and carrying amount of buildings in the Balance Sheet.

12. Ensure compliance with legal requirements as to disclosure, wherever applicable.

Q.7.


Answer :

(A) Audit Evidence : refers to any information, verbal or written, obtained by the Auditor during the course of audit to arrive at the conclusion on which he bases his opinion on Financial Statements.

Example : Sales Invoices, Letter from Management, Correspondence with Third Parties, etc. 

The auditor obtains evidence during compliance and substantive procedures by one or more of the following methods – (1) Inspection; (2) Observations; (3) Inquiry and Confirmation; (4) Computation and (5) Analytical Review.

1. Inspection : 
(a) Inspection refers to examining of records, documents, or tangible assets.

(b) Inspection provides evidence of varying degrees of reliability depending upon their nature, their source, and the effectiveness of internal control over their processing.


(c) For e.g. Fixed Assets are physically inspected. It provides reliable evidence as regards existence, but not necessarily as to their ownership or value.

(d) Four major categories of documentary evidence, which provide different degrees of reliability are – Documentary evidence originating from and held by third parties; documentary evidence originating from third parties and held by the entity; documentary evidence originating from the entity and held by third parties; and documentary evidence originating from and held by the entity.

2. Observation : Observation involves witnessing a process or procedure being performed by others. For e.g., the Auditor observes payment of wages or stock-taking conducted at the client’s office, this helps in evaluating performance of internal control procedures that leaves no audit trail.
3. Inquiry and confirmation : Inquiry involves seeking of appropriate information from knowledgeable persons inside or outside the entity. Inquiries may be 
(i) formal written inquiries addressed to third parties, or (ii) informal oral inquiries addressed to persons inside the entity.  Confirmation  is the response to an inquiry to corroborate information contained in the accounting records. For e.g., the Auditor may obtain confirmation of account balances by direct communication from Debtors. 

4. Computation : Computation involves checking the arithmetical accuracy of sources documents and accounting records or performing independent calculations.  For e.g. Depreciation. 

5. Analytical Review : It consists of studying significant ratios and trends, and investigating unusual fluctuations and items.

(B) AAS-2 points out that the opinion expressed by the Auditor is nether an assurance as to the future viability of the enterprise nor the efficiency or effectiveness with which management has conducted affairs of the enterprise. This is because the process of auditing suffers from the following inherent limitations –

1. Judgment : Absolute certainty is not attainable in auditing because of the need to exercise judgment. The Auditor’s work involves exercise of judgment, e.g. in deciding the extent of audit procedures. The auditor is also required to examine the reasonableness of the judgment exercised by management in selecting appropriate accounting policies and in preparing the Financial Statements.

2. Nature of Evidence : Audit opinion is governed by the nature of evidence obtained. Audit evidence obtained by an Auditor is generally persuasive rather than conclusive in nature. Much of the evidence available to the Auditor can enable him to draw only reasonable conclusions therefrom.

3. Internal Control : Audit process is generally dependent on the existence of effective internal controls. However, the internal control system also suffers from certain limitations. 

4. Test Checking : While conducting an audit, it is not possible for the Auditor to conduct detailed testing. This is because – (a) it is not cost effective; and (b) it would not guarantee that all types of fraud would be discovered. Therefore, to frame his opinion, the Auditor resorts to test checking. This creates a likelihood that some material mis-statements resulting from fraud or error, if either exists, may not be detected.

Hence an audit cannot be relied upon to ensure discovery of all misrepresentations, errors or frauds. The Auditor cannot guarantee that once he has signed the report on the accounts, no mis-statement exists.

Q.8.


Answer : 

(a) Audit Risks – Auditors risk is the risk that the auditor may give an inappropriate opinion when the financial statements are materially misstated. Audit risk has three components, viz., inherent risk, control risk and detection risk.

1. Inherent Risk – Inherent risk is the susceptibility of an account balance or class of transaction to a material misstatement, assuming that there were no internal controls. The auditor should study and evaluate the degree of inherent risk in order to determine the audit plan. He should also consider other factors, which might compensate for an otherwise high degree of inherent risk.

2. Control Risk – Control risk is the risk that a material misstatements could occur in an account balance or class of transaction and that will not be prevented or detected and corrected on a timely basis by the accounting and internal control system. 

3. Detection Risk – Detection risk is the risk that an auditor’s substantive procedures  will not detect a material misstatement. 

There is an inverse relationship between detection risk and the combined level of inherent and control risks. Thus, when inherent and control risks are high, acceptable detection risk should be low to reduce the audit risk to an acceptably low level. 

(b) Method of Sampling : The Auditor should select sample items in such a way that the sample can be expected to be representative of the entire population. This requires that all items in the population have an opportunity of being selected. The three common methods of selection are -


Random Selection : It ensures that all items in the population have an equal chance of selection, for example, by use of random number tables.


Systematic Selection : It involves selecting items using a constant interval between selections, the first interval having a random start. [The population should be stratified appropriately for this purpose).


Haphazard Selection : It may be an acceptable alternative to random selection, provided the Auditor attempts to draw a representative sample from the entire population with no intention to either include or exclude specific units. When the Auditor uses this method, he has to take  guard against making a selection that is biased, for e.g. towards items which are easily located, as they may not be representative. 

(c)
Fundamental Accounting Assumptions : As per AS – 1 on Disclosure of Accounting Policies, the following are the generally accepted fundamental accounting assumptions -


Going Concern : The enterprise is normally viewed as a going concern, i.e. continuity in operations for the foreseeable future. It is assumed that the enterprise has neither the intention nor the necessity of liquidation or of curtailing materially the scale of its operations. 


Consistency : It is assumed that accounting policies are consistent from one period to another.


Accrual : Revenues and Costs are accrued, i.e. recognized as they are earned or incurred (and not as money is received or paid) and recognized in the Financial Statements of the period to which they relate.

There is no need of specific disclosure of these assumptions in the Financial Statements since it is presumed that these assumptions have been followed in the preparation and presentation of Financial Statements. If a fundamental accounting assumption is not followed, the fact should be disclosed.

(d)
Cash in transit arises where there is a Head Office and Branch Office(s) / Division(s). At the end of the year, cash might have been sent by the Head Office but not received by the Branch Office before the end of the accounting period or vice-versa. Auditor should consider the following - 

(i) Verify statements of Head Office and Branch Office accounts

(ii) Trace the receipt of Cash into the Cashbook of the Head Office / Division, in the subsequent period book as to whether it is actually received or not. 

(iii) Examine the period within which the remittance is received, and obtain explanation in respect of abnormal delays, if any. 

(iv) Verify pay in slip, if the amount is deposited into bank. Confirm the same by  verifying the Bank Pass Book.

(e)
Cut-off Procedure refers to the procedure adopted by the management to ensure that transactions of one period are separated from those at the commencement of the next following year. These procedures are generally applied to trading transactions. The main aim is to ensure that revenue and expenditure of one year do not get recorded in the following year or preceding year. This will ensure “matching” and provide “true and fair view” to the accounts. 


Cut Off Procedures  will cover the following areas –


Purchases : Goods purchased, property in which has passed to the client, should be included in the inventories. Liability for such goods should be recorded, in case of credit purchases.


Sales : Goods sold on Firm basis (as opposed to sale on Approval) should be recorded by crediting Sales Account and debiting the party’s account. When approvals are received, revenue should be recognized. Also such goods should be excluded from Inventories / Closing Stock.


Inventories : Where stock-taking is made on another day than the Balance Sheet date, appropriate adjustment should be made for the intermediary period movements like purchases, sales, issues, returns, etc. 

