 ADVANCED AUDITING Nov`04
Question 1
What are your views on the following?
(a) A Ltd. was under audit for the year ended 31.03.2004. An appeal filed by A Ltd. Against the dem&of Excise Duty of Rs. 26 crores was pending before the Supreme Court for which neither provision was made nor was disclosed in the notes to the financial statements. On 12th July, 2004, the auditor came to know through paper reports that the point involved in the appeal of A Ltd. was adjudicated by the Supreme Court in the case of some other assessee, which is in favour of the department of Excise Duty. The auditor insisted that provisions be made of Rs. 26 crores in the financial statements. The Management was of the view that since its own case is still pending, no provision is called for. It was also of the view that the event does not have any effect on the financial position of the company on the date of the Balance Sheet. Is the view of the Management tenable?   (5 marks)
(b) Kevin Industries Ltd. has a paid up capital of Rs. 20 crores divided into equity shares of Rs. 10 each as on 31.03.2003. During the financial year 2003-04 it has issued bonus shares in the ratio 1 : 1. The net profit after tax for the years 31-03.2003 &31.3.2004 is Rs. 10 crores &Rs. 15 crores respectively. The Earnings Per Share (EPS) disclosed in the F.S for the above two years is Rs. 5.00 &Rs. 3.75 respectively. Is the disclosure correct? (5 marks)
(c) An auditor of Sagar Ltd. was not able to get the confirmation about the existence &value of certain machineries. However, the management gave him a certificate to prove the existence &value of the machinery as appearing in the books of account. The  auditor accepted the same without any further procedure &signed the audit report. Ishe right in his approach?          (5 marks)
(d) A firm of a father &a son is receiving Rs. 2 lakhs towards job work done for XYZ Ltd. during the year ended on 31.03.04. The total job work charges paid by XYZ Ltd. During the are over Rs. 50 lakhs. The father is a Managing Director of XYZ Ltd. Having substantial holding. The Managing Director told the auditor that since he is not involved in the activities of the firm &since the amount paid to it is insignificant; there is no need to disclose the transaction. He further contended that such a payment made in the last year was not disclosed. Is Managing Director right in his approach?            (5 marks)
Answer
(a) Subsequent Events: Accounting Standard 4 on “Contingencies &Events Occurring After the Balance Sheet Date” deals with all those significant events, both favourable &unfavourable, that occur between the balance sheet date &the date on which the financial statements are approved by the Board of Directors of the company. As per AS 4, those events can be identified as adjustable events which provide further evidence of conditions that existed at the balance sheet date; &non-adjustable events are those which are indicative of conditions that arise subsequent to the Balance Sheet Date. AAS 19 on “Subsequent Events” lays down that the “auditor should consider the effect of subsequent events on the financial statements &on the auditor’s report”.
In the instant case, A Ltd. had a pending dem&of Rs. 26 crores made by the Excise Department for which appeal was made in the Supreme Court. Since the issue involved in the appeal of A Ltd. was similar to the point in case of some other company &since the appeal of that company was decided against that company &in favour of the Excise Department,it is necessary for A Ltd. to make a provision of Rs. 26 crores. The case settled by the Supreme Court on similar point reflects significant developments affecting the assessment about the potential risk faced by the company. The view of the management that its own appeal is undecided or that it has no effect on the financial position as on 31.03.2004 is not at all tenable. Since the financial position is materially affected, the auditor should express a qualified opinion or an adverse opinion as may be appropriate.

(b) Disclosure of Earnings Per Share: AS 20 on Earning Per Share (EPS) prescribes principles for the determination &presentation of EPS. As per AS 20, the earnings per share have to be disclosed as basic &diluted earnings per share on the face of the statement of profit &loss for each class of equity shares that has a different right to share in the net profit for the period. In the instant case, Kevin Industries Ltd., both the basic as well as the diluted earnings per share would be the same since there are no dilutive instruments that have been issued by the company. As per AS 20, in the case of a bonus issue, equity shares are issued to existing shareholders for no additional consideration &thus would lead to increase in number of equity shares without any adjustment to outstanding capital amount. Therefore, the number of equity shares outstanding is increased without an increase in resources. The standard further requires that the number of equity shares outstanding before the event of a bonus issue to be adjusted for the proportionate change in the number of equity shares outstanding as if the event had occurred at the beginning of the earliest period reported. Hence the EPS calculated as on 31-03-2003 would be Adjusted EPS &the same would be disclosed.
In view of the above, the EPS will be calculated as under:
As on 31.03.2003 =        Profits 
                         Adjusted No. of Shares    = Adjusted EPS
10,00,00,000 / 4,00,00,000        = Rs. 2.5

As on 31.03.2004  = Profits                        =  EPS
                           No. of shares       
15,00,00,000 / 4,00,00,000        = Rs. 3.75
Since the above figures of EPS have not been disclosed, Kevin Industries Ltd. has not complied with the provisions of AS 20. Therefore, the auditor would have to qualify his report in terms of section 227(3)(d) of the Companies Act, 1956.

(c) Validity of Management Representation: The physical verification of fixed assets is the primary responsibility of the management. The auditor, however, is required to examine the verification programme adopted by the management. He must satisfy himself about the existence, ownership &valuation of fixed assets. In the case of Sagar Ltd., the auditor has not been able to verify the existence &value of some machinery despite the verification procedure followed in routine audit. He accepted the certificate given to him by the management without making any further enquiry. As per AAS 11, when representation relate to matters which are material to the financial information, then the auditor should seek corroborative audit evidence for other sources inside or outside the entity. He should evaluate whether such representations are reasonable &consistent with other evidences &should consider whether individuals making such representations can be expected to be well informed on the matter. “Representation by Management” cannot be a substitute for other audit evidence that the auditor could
reasonably expect to be available. If the auditor is unable to obtain sufficient appropriate audit evidence that he believes would be available regarding a matter which has or may have a material effect on the financial information, this will constitute a limitation on the scope of his examination even if he has obtained a representation from management on the matter. Therefore, the approach adopted by the auditor is not right.

(d) Related Party Transactions: Accounting Standard 18, “Related Party Disclosures” applies to the facts of the case. AS 18 requires disclosure of party relationship &transactions between a reporting enterprise &its related parties. The parties are considered to be related if at any time during the reporting period, one party has the ability to control the other party or exercise significant influence over the other party in making decisions. As per the explanation given in AS 18, significant influence is said to exist in case the investing party has 20% or more voting power in the enterprise. In the instant case, the managing director of XYZ Ltd. is a partner in the firm with his son which has been paid Rs. 2 lakhs as job work charges. The managing director is having a substantial holding in the firm. The case is squarely covered by AS 18. The approach of the managing director is not tenable under the law &accordingly all disclosure requirements have to be complied. Accordingly, the approach followed by the Managing Director is not right. Under the circumstances, the auditor shall have to modify his report. Also it has to be seen whether section 299 regarding disclosure of interest by interested directors has been complied with. If it is not complied with, the auditor needs to modify the report appropriately.

Question 2
Do you approve of the following? If not, why?
(a) A firm of C A s was appointed by a company to evaluate the costs of the various products manufactured by it for its information system. One of the partners of the firm was a Non-Executive Director of the company.  (4 marks)
 (b) Mr. Qureshi, C A , in practice died in a road accident. His widow proposes to sell the practice of her husb&to Mr. Pardeshi, C A , for Rs. 5 lakhs. The price also includes right to use the firm name-Qureshi &Associates. Can widow of Qureshi sell the practice &can Mr. Pardeshi continue to practice in that name as a proprietor?    (4 marks)
(c) Trimurthy Pan Masala (P) Ltd. was incurring heavy losses in the last several years since it could not withst&the competition in the market. The State in which the company had its registered office &also its major sales had moved a bill in the State Assembly to ban manufacture &sale of all kinds of Pan Masalas in the State. While finalizing the accounts for the year ended 31-03-2004, the CFO of the company created a Deferred Tax Asset for the tax benefits that would arise in future yrs from the earlier yrs losses that had remained unabsorbed in I.Tax.          
(d) Big Ltd. has borrowed Rs. 30 lakhs from State Bank of India during the financial year 2003-04. The borrowings are used to invest in shares of Small Ltd., a subsidiary company of Big Ltd., which is implementing a new project estimated to cost Rs. 50 lakhs. As on 31st March, 2004, since the said project was not complete, the directors of Big Ltd. resolved to capitalize the interest accruing on borrowings amounting to Rs. 4 lakhs & add it to the cost of investments.     (4 + 4 marks)
Answer
(a) Evaluation of Cost of Products: Clause 4 of Part I of the Second Sch. to C A s Act, 1949 states that expressing an opinion on financial statements of any business or any enterprise in which the auditor, his firm or a partner in his firm has a substantial interest would constitute misconduct, unless he discloses the interest also in his report. Also, the Council of the Institute of C A s of India has stated that in cases where a member of the Institute is a director of a company, or the firm in which the said member is a partner, should not express any opinion on its financial statements. As per facts of the case, the firm has been retained to evaluate the cost of products manufactured by it for its information system. It is a part of management consultancy service of the firm &moreover its partner was on the Board. Hence, the firm can perform this assignment &it will not constitute misconduct. However, the firm while accepting the position as auditor in future would have to consider whether it would be possible to act in independent manner &express opinion on financial statements.

(b) Sale of Goodwill: With reference to Clause (2) of Part I to the First Sch. to C A s’ Act, 1949 the Council of the Institute of C A s of India had an occasion to consider whether the goodwill of a proprietary concern of C A can be sold to another member who is otherwise eligible, after the death of the proprietor. It laid down that the sale is permitted subject to certain conditions. It further resolved that the legal heir of the deceased member has to obtain the permission of the Council within a year of the death of the proprietor concerned. Thus in a given case &on the facts, the widow of Mr. Qureshi who has sold the practice for Rs. 5 lakhs is nothing but sale of goodwill. Thus the act of Mrs. Qureshi is permissible.

(c) Creation of Deferred Tax Asset: Accounting Standard 22 on “Accounting for Taxes” requires that Deferred Tax Asset (DTA) should be recognised for all timing differences, subject to the considerations of prudence. The Standard further states that unabsorbed losses of the business can be considered for creation of DTA provided there is virtual certainty supported by convincing evidence that sufficient future taxable income will be available against which such DTA can be realised. In view of this, the DTA created by the CFO of Trimurthy Pan Masala (P) Ltd. is not in order. Since the company which is in the business of manufacturing of panmasala has been incurring heavy losses &in addition to this the State in which the company is having its major sales is proposing the
ban on sale &manufacture of pan masala, the statutory auditor would, therefore, have to qualify his report &mention the extent of amounts of loss &reserves which are under &overstated respectively. 

(d) Capitalisation of Interest: As per AS 13 on “Accounting for Investments”, the cost of investment includes acquisition charges such as brokerage, fees &duties. In the instant case, Big Ltd. has used borrowed funds for purchasing shares of its subsidiary company Small Ltd. Rs. 4 lakhs interest payable by Big Ltd. to State Bank of India can not be called as cost of investment. The Accounting Standard 16 on “Borrowing Costs” also does not consider investment in shares as qualifying asset that can enable a  company to add the borrowing costs to investments. In the instant case, the statutory auditor would qualify his report by stating that the borrowing costs have been wrongly added to the cost of investments rather than charging them to profit &loss account. The effect of the same on the profits for the year would also have to be mentioned.

May, 2005
Question 1
As a Statutory Auditor, how would you deal with the following?
(a)	The Managing Director of the Company has committed a “Teeming &Lading” Fraud.  The amount involved has been however subsequently after the year end deposited in the company.	(4 marks)
(b)	P Pvt. Ltd. was amalgamated with PQR Ltd. with effect from 1st April, 2004.  As per the scheme of amalgamation approved by the High Court, the amalgamation was to be accounted by the “Pooling of Interests Method”.  The scheme further provided that the balance in Revaluation Reserve of P Pvt. Ltd. as on 31st March, 2004 was to be treated as a General Reserve on amalgamation.  During the financial year 2004-05, PQR Ltd. issued bonus shares out of General Reserves (which included the amount of revaluation reserve of P Pvt. Ltd.).	(5 marks)
(c)	B Pvt. Ltd., implements a Voluntary Retirement Scheme (VRS) for its employees.  It follows a policy of amortising the expenditure over 10 years.  As at 1st April, 2004, the unamortised VRS expenditure was Rs. 15 lakhs.  During the year 2004-05, it incurred further Rs. 12 lakhs as VRS.  For the year ended 31st March, 2005, the company proposes to revise the period of amortisation to 5 years.  It also proposes to follow the revised period for the opening balance.	(5 marks)
(d)	The accountant of C Ltd. has requested you, not to send balance confirmations to a particular group of debtors since the said balances are under dispute &the matter is pending in the Court.	(4 marks)
Answer
(a)	Fraud Committed by Managing Director: The Managing Director of the company has committed a “Teeming &Lading” fraud.  The fact that the amount involved has been subsequently deposited after the year end is not important because the auditor is required to perform his responsibilities as laid down in AAS 4, “The Auditor’s Responsibility to Consider Fraud &Error in an Audit of Financial Statements”.  First of all, as per AAS 4, the auditor need to perform procedures whether the financial statements are materially misstated.  Because an instance of fraud cannot be considered as an isolated occurrence &it becomes important for the auditor to perform audit procedures &revise the audit risk assessment.  Secondly, the auditor need to consider the impact of fraud on financial statements &its disclosure in the audit report.  Thirdly, the auditor should communicate the matter to the Chairman &Board of Directors.  Finally, in view of the fact that the fraud has been committed at the highest level of management, it affects the reliability of audit evidence previously obtained since there is a genuine doubt about representations of management.  Finally, the auditor shall have to report under CARO, 2003 indicating the nature &amount involved in respect of fraud noticed during the year.
(b)	Amalgamation &Revaluation Reserve: As per AS 14, “Accounting for Amalgamations” if the amalgamation is in the nature of merger &the ‘Pooling of Interest  Method’ is followed, the identity of the reserves is preserved &it appears in the financial statements of the transferee company in the same form in which they appeared in the financial statements of the transferor company.  In the instant case, P Pvt. Ltd is amalgamated with PQR Ltd. &the amalgamation is in the nature of merger.  Accordingly, Revaluation Reserves of P Pvt. Ltd. would have normally continued to remain so in PQR Ltd.  However, since the scheme mentions that Revaluation Reserve is to be treated as General Reserves, the scheme will override AS 14.  AS 14, “Accounting for Amalgamations”, also requires that in case of any approved scheme of amalgamation if the treatment in accounting is not as per the AS, a specific disclosure of the same will have to be made alongwith the financial effect on the financial statements due to such deviation.  The statutory auditor will accordingly have to ensure that the company complies with the requirements regarding treatment of reserves &other related disclosure requirements or he may be required to modify his report.
(c)	Expenditure on Voluntary Retirement Scheme:  AS 26, “Intangible Assets”, deals with expenditure incurred on intangible items by all enterprises, except amongst others, is not applicable to expenditure in respect of termination benefits.  As per the standard, termination benefits are employee benefits payable as a result of either an enterprises’ decision to terminate an employee’s employment before the normal retirement date; or an employee’s decision to accept voluntary redundancy in exchange for those benefits (voluntary retirement).  Accordingly, Voluntary Retirement Scheme (VRS) is one form of termination benefit &hence AS 26 principles are not applicable.  The same has to be, therefore, accounted as per general accepted accounting practices.  Accordingly, VRS expenditure would have to be written off / amortised over a reasonable period.  In fact, the change of the accounting policy followed by the company to reduce the amortisation period to 5 years for the entire VRS expenditure including opening balance seems appropriate &reasonable.  The auditor, however, has to examine that the requirements of AS 5, “Net Profit or Loss for the Period, Prior Period Items &Changes in Accounting Policies” &impact of change in accounting policy is also disclosed as per AS 1, “Disclosure of Accounting Policies”.
(d)	External Confirmation Requests: AAS 30, “External Confirmations”, establishes standards on the auditor’s use of external confirmation as a means of obtaining audit evidence.  It requires that the auditor should employ external confirmation procedures in consultation with the management.  The auditor may come across certain situations in which the management may request him not to seek external confirmation from certain parties because of dispute with the debtors, etc.  The management, for example, might make such a request on the grounds that due to a dispute with the particular debtor, the request for confirmation might aggravate the sensitive negotiations between the entity &the debtor.  In such cases, when an auditor agrees to management’s request not to seek external confirmation regarding a particular debtor, the auditor should consider validity of grounds for such a request &assess management’s integrity &obtain evidence to support the same.  The auditor should also ask the management to submit its request in a written form, detailing therein the reasons for such a request.  The auditor agrees to management’s request not to seek external confirmation regarding a particular matter, the auditor should document the reasons for acceding to the management’s request &should apply alternative procedures to obtain sufficient appropriate evidence regarding that matter.  While considering the validity of request, in case the auditor reaches at a conclusion that the same was not valid, he may appropriately modify the report.
Question 2
Comment on the following with reference to the C A s Act, 1949 &Sch.s thereto:
(a)	L, a C A  did not maintain books of account for his professional earnings on the ground that his income is less than the limits prescribed u/s 44AA of the Income Tax Act, 1961.	(5 marks)
(b)	M/s. ABC, a firm of C A s has taken a loan for acquiring computers, from a company whose Managing Directors’ son is an Articled Trainee with A, a partner of M/s ABC.	(4 marks)
(c)	M/s XYZ, a firm of C A s created a website “www.xyzindia.com”.  The website besides containing details of the firm &bio-data of the partners also contains the photographs of all the partners of the firm.(5 marks)
(d)	Z, a C A , certifies a financial forecast of his client which was forwarded to the client’s bank based on which the bank sanctioned a loan to the client.	(4 marks)
Answer
(a)	Maintenance of Books of Account: Under Clause (ii) of Part II of Second Sch. to the C A s Act, 1949, the Institute has specified that if a C A  in practice or the firm of C A s of which he is a partner fails to maintain &keep in respect of his/its professional practice, proper books of account including the Cash Book &Ledger, he is deemed to be guilty of professional misconduct.  Accordingly, it does not matter whether section 44AA of the Income Tax Act, 1961 applies or not.  Hence, Mr. L is guilty of professional misconduct.
(b)	Loan from a Company: As per Clause (i) of Part II of Second Sch. to the C A s Act, 1949, a C A  is deemed to be guilty of professional misconduct if he contravenes any of the provisions of C A s Act, 1949 or Regulations made thereunder.  Regulation 47 of the C A ’s Regulations, 1988 prohibits a member from accepting any premiums or loans or any deposit in any form from an articled clerk directly or indirectly.  However, M/s ABC has taken loan from a company whose Managing Director happens to be father of articled clerk with Mr. A, a partner of M/s ABC.  In this case, the articled trainee has no direct interest in that company.  There has been a case wherein a C A  was held guility of professional misconduct because he took a loan from a firm in which the articled clerk &his father were both interested.  But, in this case as per the facts, the articled trainee has no direct interest in the company.  However, if relationship, direct or indirect, can be established in view of relationship of articled trainee with MD of the company, Mr. A of M/s ABC would be held liable for professional misconduct.  Thus, M/s ABC would be guilty of professional misconduct under this clause if it is proved that the loan was related to the engagement of the articled clerk.
(c)	Hosting Details on Website:  As per detailed guidelines of the ICAI laid down in Clause (6) of Part I of the First Sch. to the C A s Act, 1949, a C A  or the firm can create its own website using any format subject to guidelines.  However, the website should be so designed that it does not solicit clients or professional work &should not amount to direct or indirect advertisement.  The guidelines of the ICAI to allow a firm to put up the details of the firm, bio-data of partners &display of a passport size photograph.  In the case of M/s XYZ, all the guidelines seem to have been complied &there appears to be no violation of the C A s Act, 1949 &its Regulations.
(d)	Certification of Financial Forecast: Under Clause (3) of Part I of Second Sch. to the C A s Act, 1949, a C A  in practice is deemed to be guilty of professional misconduct if he permits his name or the name of his firm to be used in connection with an estimate of earnings contingent upon future transactions in a manner which may lead to the belief that he vouches for the accuracy of the forecast.  Accuracy does not refer to arithmetical accuracy.  All forecasts are estimates based on certain assumptions duly evaluated on a consideration of various relevant factors &cannot be ascertained with accuracy.  The Guidance Note on Accountants Report on Profit Forecasts and/or Financial forecastes considered the implications of this clause &made it clear that the C A  can participate in the preparation of profit or financial forecasts &review them.  But, first of all, he should clearly indicate in his report the sources of information, the basis of forecasts &also the major assumptions made in arriving at the forecastes and, secondly, he should not vouch for the accuracy of the forecastes.  In the instant case, Mr. Shankar is deemed to be guilty as it appears that he has certified the financial forecast without taking adequate safeguards.

Nov 05
Question 1
As a Statutory Auditor, how would you deal with the following?
(a) ABC Ltd. commenced construction of a flyover in Mumbai in January, 2004 under BOLT scheme. The same was completed in February, 2005. Due to seasonal heavy rains in July, 2004 in the area, the work on the flyover had to be suspended for 1 month. The company accordingly suspended borrowing costs of Rs. 12.50 lakhs for that month from capitalization.        (5 Marks)
(b) P Ltd. of whom you are the Statutory Auditor appoints M/s XYZ as Branch Auditors for one of its branches. M/s XYZ conducted the audit of the branch without visiting the branch &instead getting the books at the H.O. M/s XYZ has submitted their Branch Audit Report to you.         (5 Marks)
(c) LM Ltd. has 2 divisions L &M. The finished products of division L are transferred to division M where further processing is carried out before sale to customers. To achieve transparency &accountability between the divisions, division L raises an invoice on division M at cost plus normal margins. At the year end the unrealized profits on interdivision stocks are eliminated. However, the transfers are recorded at the invoice value as sales &purchases in the respective divisions for the purpose of preparing the Profit &Loss Account. Suitable disclosures, for this are given in then ‘Notes to Accounts’.   (5 Marks)
(d) T Pvt. Ltd. is an unlisted closely held company with turnover less than Rs.50 crores. While finalizing the accounts, Mr. M the Director (finance) disputed the applicability of AS 20 to the company. (3 Marks)
Answer
(a) Capitalisation of Borrowing Costs: Borrowing costs may be incurred during an extended period in which the activities necessary to prepare an asset for intended use or sale are interrupted. According to AS-16, “Borrowing Costs”, capitalisation of such borrowing costs should be suspended during extended periods in which active
development is interrupted. The standard, however, clarifies that capitalisation of borrowing costs is not suspended when a temporary delay is necessary as a part of the process or substantial technical &administrative work is being carried out. Thus, the test as to whether or not to capitalise the borrowing costs depends primarily upon the
nature of interruption of activities during “extended periods”. 
In the instant case, it has been mentioned that the construction activity was interrupted due to seasonal rain &hence being regular feature. Though the rain was heavy, the period cannot be considered as an “extended period” leading to substantial delay in suspension of construction activities. Therefore, borrowing cost of Rs.12.50 lakhs incurred by ABC Ltd. should be capitalized. Hence, suspension of capitalization by the company is not a correct treatment &statutory auditor should report accordingly.

(b) Branch Auditor’s Report: As per provisions of the Companies Act, 1956, the accounts of a branch office of a company are required to be audited either by the company’s auditor or by any other person qualified for appointment as auditor of the company. It is not necessary for branch auditor M/s XYZ to visit the branch &conduct the audit only at branch’s premises. It is a matter of professional judgement for the branch auditor to decide as to whether he needs to visit the branch. At the same time, the statutory auditor has the right to visit branch offices &to have access to the books of accounts &vouchers maintained at the branch office in this case. In any case, the principal auditor i.e. the statutory auditor of Head Office P Ltd. Is entitled to rely on the work of branch auditor unless there are special circumstances to make it essential for him to visit the branch &examine the books of account &voucher records. As per basic principles governing an audit, the principal auditor is entitled to rely upon the work performed by others provided he exercises adequate skill &care &is not aware of any reason to believe that he should not have so relied. As per AAS 10, “Using the work of another auditor”, the principal auditor is not required to evaluate professional competence because branch auditor happens to be member of ICAI. The statutory auditor is also required to deal with the Branch Auditor’s report in the manner, he considers necessary. Therefore, the statutory auditor is required to deal with M/s XYZ’s report in the manner it considers fit under the circumstances. 

(c) Revenue Recognition: As per the definition of the term “Revenue” in AS 9, “Recognition”, revenue is the gross inflow of cash, receivables or other consideration arising in the course of the ordinary activities of an enterprise from the sale of goods, from the rendering of services, &from the use by others of enterprise resources
yielding interest, royalties &dividends. Revenue is measured by the charges made to customers or clients for goods supplied &services rendered to them &by the charges &rewards arising from the use of resources by them. As per the clarification issued by ICAI, the use of the word “enterprise” in the above definition clearly implies that the transfers within the enterprise cannot be considered as fulfilling the definition of the term “revenue”. Thus, the recognition of inter-divisional transfers as sales is an inappropriate accounting treatment &is inconsistent with AS 9. Further, in case of inter-divisional transfers, risks &rewards remain within the enterprise &also there is no consideration from the point of view of the enterprise as a whole. Thus, the recognition criteria for revenue recognition are also not fulfilled in respect of inter-divisional transfers. 
In the instant case, therefore, LM Ltd cannot recognise inter-division transfers from L to M as sales &the same will have to be eliminated during finalisation. If not so done, the statutory another will have to qualify his report.


(d) Applicability of Accounting Standard: AS 20, “Earning Per Share”, came into effect in respect of accounting periods commencing on or after 1-4-2001 &is mandatory in nature, from that date, in respect of enterprises whose equity shares or potential equity shares are listed on a recognised stock exchange in India. As such AS 20 does not mandate an enterprise, which has neither equity shares nor potential equity shares which are so listed, to calculate &disclose earnings per share, but, if that enterprise discloses earnings per share for complying with the requirements of any statute or otherwise, it should calculate &disclose earnings per share in accordance with AS 20. Part IV of Sch. VI to the Companies, Act, 1956, requires, among other things, disclosure of earnings per share. Accordingly, every company, which is required to give information under Part IV of Sch. VI to the Companies Act, 1956, should calculate &disclose earnings per share in accordance with AS 20, whether or not its equity shares or potential equity shares are listed on a recognised stock exchange in India.
Accordingly the company, T Pvt. Ltd should compute &disclose EPS according to AS 20. Therefore, the contention of Director (Finance) is incorrect. The auditor will have to ensure that EPS is disclosed as per AS 20 or else the auditor should appropriately modify the audit report.
Question 2
Comment on the following with reference to the C A s Act, 1949 &Sch.s thereto:
(a) Mr. S, a C A  published a book &gave his personal details as the author. These details also mentioned his professional experience &his present association as partner with M/s RST, a firm. (5 Marks)
(b) Mr C accepted the statutory audit of M/s PSU Ltd., whose net worth is negative for the year 2003-04. The audit was to be conducted for the year 2004-05. The audited accounts for the year 2004-05 showed liability for payment of tax audit fees of Rs.15,000 in favour of Mr E, the previous auditor.       (5 Marks)
(c) M/s PQR, a firm of C A s with 5 partners has accepted the audit of ABC Pvt. Ltd. for 2004-05 at an audit fee of Rs.2,500. ABC Pvt. Ltd was incorporated in April, 2002, but had commenced operations in January, 2005.         (4 Marks)
(d) Mr. P, a C A  in practice entered into a partnership with Mr. L, an advocate for sharing of fees for work sent by one to the other. However, due to some disputes, the partnership was dissolved after 1 month without any fees having been received.         (4 Marks)
Answer
(a) Soliciting Professional Work: Clause (6) of Part I of the First Sch. to the C A s Act, 1949 refers to professional misconduct of a member in practice if he solicits client or professional work either directly or indirectly, by circular, advertisement, personal communication or interview or by any other means. Therefore, members should not adopt any indirect methods to advertise their professional practice with a view to gain publicity &thereby solicit clients or professional work. Such a restraint must be practised so that members may maintain their independence of judgement &may be able to comm&the respect of their prospective clients. While elaborating forms of soliciting work, the Council has specified that a member is not permitted to indicate in a book or an article, published by him, the association with any firm of C A s. In this case, Mr S a C A , published the book &mentioned his professional experience &his association as a partner with M/s RST, a firm of C A s. Mr. S being a C A  in practice has committed the professional misconduct by mentioning that at present he is a partner in M/s. RST, a C A s firm.

(b) Accepting Appointment as an Auditor: As per notification issued by the Council under Clause (ii) of Part II of the Second Sch., a member of the Institute of C A s of India in practice shall be deemed to be guilty of professional misconduct if he accepts appointment as auditor of an entity in case the undisputed audit fee of another C A  for carrying out the statutory audit under Companies Act, 1956 or various other statutes has not been paid. As per the proviso, such prohibition shall not apply in case of a sick unit where a sick unit is defined to mean “where the net worth is negative”.
In the instant case, though the undisputed fees are unpaid, Mr C would still not be guilty of professional misconduct since the M/s PSU Ltd. is a sick unit having negative net worth for the year 2003-04.

(c) Accepting audit below certain fees: Under Clause (ii) of Part II of the Second Sch. to the C A s Act, 1949, the Council has notified that if a member of the Institute in practice shall be deemed to be guilty of professional misconduct, if he on behalf of the firm in which he is a partner consisting of 4-8 partners with at least one partner holding a certificate of practice for five years or more accepts or carries out any audit work involving receipt of audit fees of an amount less than Rs.3,000 / Rs.5,000 depending on the population of the city in which it is located. It has been further provided that such a restriction shall not apply to audit of newly formed firms relating to 2 accounting years from the date of commencement of their operations.
In the instant case, though the audit fees of Rs.2,500/- less than that prescribed, but in view of the fact that operations have been commenced by the company M/s ABC Pvt. Ltd. only in January 2005, M/s PQR, C A , would not be hit by this notification &therefore, would not be guilty of any professional misconduct.

(d) Partnership with non-C A s: As per clause 4 of Part I of the First Sch. to the C A s Act, 1949, a C A  will be guilty of professional misconduct if he enters into partnership with any person other than a C A  in practice or a person resident without India who but for his residence abroad would be entitled to be registered as a member under Claus (v) of subsection(1) of section 4 or whose qualification are recognized by the Central Govt or the Council for the purpose of permitting such partnership. This clause puts a restriction on entering into partnership with a non-chartered accountant for the practice of the profession of chartered accountancy. In the instant case since Mr. P, a C A , has entered into partnership with Mr. L, an advocate, he would be guilty of professional misconduct irrespective of the fact that no work or fee was shared &the partnership was dissolved after one month since the clause does not permit entering into partnership.

May 06
Question 1
As a statutory auditor, how would you deal with the following:
(a) A Pvt. Ltd., started stock broking activities in 2005. For this purpose it acquired membership of a stock exchange for Rs.110 lacs. While finalizing the accounts, the company disclosed the above amount under the Fixed Assets Sch. as “Stock Exchange Membership Rights”. The company also did not write off any amount since the rights would enable the company to perpetually carry on its business. (5 Marks)
(b) ABC Ltd. having a paid up capital of Rs. 1 crore earned as total net profit of Rs. 1 crore for the years 2001-02 to 2003-04. The Company did not declare any dividend nor transferred any amount to Reserves for these years. The entire profit was retained in the P & LAccount. In 2004-05, the company made a profit of Rs. 20 lacs. The company also proposed in 2004-05 to declare dividend @25% out of accumulated profits. (4 Marks)
(c) XYZ Ltd. had received a grant of Rs. 50 lacs in 1997 from a State Govt towards installation of pollution control machinery on fulfillment of certain conditions. The company, however, failed to comply with the said conditions &consequently was required to refund the said amount in 2005. The company debited the said amount to its machinery in 2005 on payment of the same. It also reworked the depreciation for the said machinery from the date of its purchase &passed necessary adjusting entries in the year 2005 to incorporate the retrospective impact of the same. (5 Marks)
(d) C Ltd. holds shares of D Ltd. which also entitles it to 51% voting power. These shares are held as “Stock-in-Trade” since C Ltd.’s intention is to dispose them in the near future. Due to this, C Ltd. Is of the view that the financial statements of D Ltd. need not be consolidated. (4 Marks)

Answer
(a) Stock Exchange Membership Rights: A Pvt. Ltd. has paid Rs.110 lacs for acquiring membership of stock exchange. Such membership rights provide exclusive right to A Pvt. Ltd. for carrying out stockbroking activities. Thus, Stock Exchange Membership Rights are controlled by A Pvt. Ltd. &provide the basis for generating economic benefits to it. All these criteria appear to meet the definition of intangible assets as laid down in AS 26, “Intangible Assets”. The Standard requires an entity to recognize an intangible asset if it is probable that the future economic benefits that are attributable to the asset will flow to the enterprise &the cost of the asset can be measured reliably. In the instant case, membership rights of stock exchange acquired by A Pvt. Ltd. Meet the criteria of identifiability, control &arising of future benefits as well as reliability of the amount of cost. Thus recognizing the membership rights as Fixed Assets is proper. However, the fact that the company did not write-off any amount since it would enable the company to perpetually carry on its business is not proper since AS 26 requires that all Intangible Assets to be amortised. For this purpose, a rebuttable presumption of 10 years is to be considered. Hence in the instant case, the company should have amortised such rights over 10 years. Since the company has not amortised any amount, the auditor will have to qualify his report &state the fact of non-compliance with AS 26.

(b) Declaration of Dividends: ABC Ltd. earned a total net profit of Rs.1 crore for three years 2001-02 to 2003-04 but it did not declare any dividend nor transferred any amount to Reserves for these three years. Since it did not declare any dividend, there was no compulsion to transfer any amount to Reserves. It appears that the company has retained the profit of previous years as “surplus” under the heading of “Reserves & Surplus”. ABC Ltd. wants to declare dividend of Rs. 25 lacs for the financial year 2004- 05, which works out to 25% of its paid up capital. However, since this rate of dividend exceeds 20% of the paid up share capital, as per the requirements of Companies (Transfer of Profit to Reserves) Rules, 1975, the company should transfer at least 10% of its current profit that is Rs.2 lacs to reserves resulting into deficiency of Rs. 7 lacs in the amount of current profit which could be available for the purpose of distribution of dividend.
The company, however, is well within its power to cover the said deficiency of profit out of its accumulated profit inspite of restrictions laid down in the rules prescribed under section 205A (3) of the Act, viz., Companies (Declaration of Dividend out of Reserves) Rules, 1975, since the company had not transferred any of its profit for the years 2001- 2002 to 2002-04 to reserves. Thus, the company is well within its powers &right to declare the dividend of Rs.25 lacs for the year 2004-05. 

(c) Refund of Govt Grant: As per facts of the case, XYZ Ltd. had received a grant of Rs. 50 lacs in 1997 from a State Govt towards installation of pollution control machinery on fulfillment of certain conditions. However, the amount of grant has to be refunded since it failed to comply with the prescribed conditions. In such circumstances, AS 12, “Accounting for Govt Grants”, requires that the amount refundable in respect of a govt grant related to a specific fixed asset is recorded by increasing the book value of the asset or by reducing the capital reserve or the deferred income balance, as appropriate, by the amount refundable. The Standard further makes it clear that in the first alternative, i.e., where the book value of the asset is increased, depreciation on the revised book value should be provided prospectively over the residual useful life of the asset. Accordingly the accounting treatment given by XYZ Ltd. of increasing the value of the plant &machinery is quite proper. However, the accounting treatment in respect of depreciation given by the company of adjustment of depreciation with retrospective effect is improper &constitutes violation of both the AS 6, “Depreciation Accounting” &AS 12, “Accounting for Govt Grants”.  
The auditor, therefore, should discuss with the management to make necessary changes in respect of same &if not agreed to, qualify the report quantifying the impact of the same on profit as well as assets of the company.

(d) Consolidation of Accounts: AS 21, “Consolidated Financial Statements”, requires that a subsidiary is acquired &held exclusively with a view to its subsequent disposal in the near future. In this case it needs consideration as to whether C Ltd.’s intention is to dispose off shares or hold the same. Since shares are being held as ‘stock-in-trade’ &the intention is to dispose off in near future, it is quite clear that control is temporary. Accounting Standards Interpretation issued by the Institute of C A s of India specifies that where an enterprise owns majority of voting power by virtue of ownership of the shares of another enterprise &held exclusively with a view to their subsequent disposal in the near future, the control by the first mentioned enterprise would be considered temporary. Hence in a such a case the concerned subsidiary should be excluded from consolidation. Therefore, the contention of the C Ltd. that D Ltd. can be excluded from consolidation is correct.

Question 2
Comment on the following with reference to the C A s Act, 1949, Code of Ethics &Sch.s to the Act:
(a) P, a C A  in practice provides management consultancy &other services to his clients. During 2005, looking to the growing needs of his clients to invest in the stock markets, he also advised them on Portfolio Management Services whereby he managed portfolios of some of his clients. (5 Marks)
(b) B, a C A  in practice is a partner in 3 firms. While printing his personal letter heads, B gave the names of all the firms in which he is a partner. (4 Marks) 
(c) XYZ & Associates, a firm with 5 partners developed a website www.xyzassociates.com. The website also contained a link to “All India C A s Association”, a voluntary association where X, a partner of the firm is currently the Vice-president. (4 Marks)
(d) M/s LMN, a firm of C A s responded to a tender from a State Govt for computerization of l&revenue records. For this purpose, the firm also paid Rs.50,000 as earnest deposit as part of the terms of the tender. 5 Mks
Answer
(a) Advising on Portfolio Management Services: The Council of  ICAI pursuant to section 2(2)(iv) of the C A s Act, 1949 has passed a resolution permitting “Management Consultancy &other Services” by a C A  in practice. A clause of the aforesaid resolution allows C A s in practice to act as advisor or consultant to an issue of securities
including such matters as drafting of prospectus, filing of documents with SEBI, preparation of publicity budgets, advice regarding selection of brokers, etc. It is, however, specifically stated that CAs in practice are not permitted to undertake the activities of broking, underwriting &portfolio management Services. Thus, a chartered accountant in practice is not permitted to manage portfolios of his clients. 
In view of this, P would be guilty of misconduct under the C A s Act, 1949. 

(b) Advertisement of Professional Attainments: Clause 7 of Part I of the First Sch. to the C A s Act, 1949 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 C A  in documents through which the professional attainments of the member would come to the notice of the public. Even a member is not permitted to specify the date of setting up of practice or establishment of firm. However, there is no prohibition for printing names of all the three firms on the personal letterheads in which a member holding Certificate of Practice is a partner. Thus B is not guilty of any misconduct under the C A s Act, 1949.

(c) Developing Website: As per the guidelines laid down under Clause (6) of Part I of the First Sch. to the C A s Act, 1949 in respect of websites by C A s in practice, it is permitted that website may provide a link to the
website of ICAI, its Regional Councils, Branches &Govt Departments &other professional Bodies like AICPA, ICAEW, CICA. In this case, M/s XYZ Associates provided a link to “All India C A s Association” which is not permitted. Hence the firm would be liable for misconduct under Clause (6) of Part I of the First Sch. to the C A s Act, 1949.

(d) Responding to Tenders: Clause (6) of Part I of the First Sch. to the Chartered Accountants Act, 1949 lays down guidelines for responding to tenders, etc. As per the guidelines if a matter relates to any services other than audit, members can respond to any tender. Further, in respect of a non-exclusive area, members are permitted to pay reasonable amount towards earnest money/security deposits. In the instance case, since computerization of l&revenue records does not fall within exclusive areas for C A s, M/s LMN can respond to tender as well as deposit Rs.50,000 as earnest deposit &shall not have committed any professional misconduct
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Question 1
As a Statutory Auditor, how would you deal with the following?
(a) Mr.Rajesh is appointed as the auditor of NOIDA Travels Ltd. with audit fees of Rs. 35,000. He purchased air ticket from Delhi to Kolkata &back for Rs. 18,000 from the client for his personal work &the amount remains unpaid at the end of the year as it is a general practice of the client to give credit to all. Mr. Rajesh claims that he does not
incur any disqualification as contained in Section 226(3)(d) of the Companies Act. (5 Marks)
(b) Apex Ltd., a well reputed manufacturing public limited company has made a contribution of Rs. 2.5 lacs during the financial year ended 31.3.06 to a political party for running a school, situated in the village, where most of the workers of the company reside. It is admitted that the benefit of the school is mostly for the children of the workers of the company. The company has not made any profits in the last four years. (4 Marks)
(c) Dark Ltd. has received a grant of Rs.20 lacs under the Govt’s Subsidy Scheme for acquiring an imported machinery for setting up an oil exploration plant &the entire grant received is credited to Profit &Loss account. (Marks 4)
(d) You notice a misstatement resulting from fraud or suspected fraud during the audit &conclude that it is not possible to continue the performance of audit. (5 Marks)
Answer
(a) Disqualification of auditors: The guidance note on “Independence of Auditors” issued by the ICAI in this context recommends that “a question of indebtedness may also be raised where an auditor of a company purchases goods or services from the company audited by him. In such a case, if the amount outstanding exceeds Rs. 1000, irrespective of the nature of the purchase or period of credit allowed to other customers, the provisions concerning disqualification of auditor as contained in sec 226 (3) (d) will be attracted. This is applicable in the case of purchase of air tickets for personal work by the auditor of a company on normal terms &conditions of the business of the company as the amount outstanding at the end of the year exceeded Rs. 1000. Therefore, the contention of Mr. Rajesh that he does not incur disqualification is not correct as he has purchased a ticket of the value of Rs. 18,000. The provisions concerning disqualifications of auditor as contained in Sec 226 (3) (d) will be attracted.

(b) Restrictions regarding political contribution: Section 293-A of the Companies Act 1956 deals with prohibitions &restrictions regarding political contribution. A non- Govt company which has been in existence for not less than three years may contribute any amount or amounts directly or indirectly to any political party or for any
political purpose to any person provided that the aggregate of the amounts which may be so contributed by a company in any financial year shall not exceed 5% of its average net profits determined in accordance with the provisions of Section 349 &350 during the three immediately preceding financial years. The company in question has not made any profit in last four years &contributed Rs. 2.5 lacs during the year to a political party for running a school. This is violation of the provisions of Section 293-A of the Companies Act although the children of its workers are benefited. The auditor would have to qualify his report stating the contravention of the provisions of the Companies Act.

(c) Accounting for Govt Grants (AS-12): According to AS 12 where Govt grant is received for the acquisition of a specific fixed assets, the same can not be credited to Profits &Loss Account. It fails to match revenue with the cost. As per AS 12, it should be presented in the Balance Sheet showing the grant as a deduction from the gross value of the asset concerned in arriving at its book value. Alternatively, the Govt grants related to a depreciable fixed asset may be treated as deferred income which should be recognised in the P & L a\c on a systematic &rational basis over the useful life of the asset. By crediting the entire amount of grant to Profit &Loss A/c the company has treated it as a revenue income which is not in accordance with the requirements of the accounting standard. Therefore, the statutory  auditor would have to qualify the impact that the income has been overstated to appropriately that extent in qualifying the audit report. Qualify appropriate stated that income has been over stated to the extent of the amount of grant net of proportionate credit that would have been worked out.

(d) Impossibility to continue the performance of audit: If an auditor concludes that it is not possible to continue the performance of auditing because of misstatement resulting from fraud or suspected fraud, he should take action in accordance with the requirement of AAS 4 “The Auditor’s Responsibility to consider Fraud &Error”.
(i) He should consider the professional &legal responsibilities applicable in the circumstances including whether there is a requirement for the auditor to report to the person(s) who made the audit appointment.
(ii) He should consider whether he has to report to the regulatory authorities.
(iii) If the auditor withdraws, he should discuss with the appropriate level of management &those who charged with the governance about the reasons for the withdrawal. In view of the exceptional nature of circumstances &the need to consider the legal requirement, he may also seek legal advice for determining the appropriate course of action.

Question 2
Comment on the following with reference to the C A s Act, 1949 &Sch.s thereto:
(a) Mr. Rahul, a locally based C A , accepted an audit assignment at a fee lower than that charged by the previous auditor, who was stationed in another town &had to spend a lot of money on travel for which he did not charge separately. (4 Marks)
 (b) The superannuation-cum-pension fund for the employees of a company was under a separate ‘trust’. Both the company &the trust were under the same management. The auditor, who was auditing the accounts of the company as well as the trust noted some irregularities in the operation of the trust &commented upon these irregularities in the confidential report given to the trustees, but did not mention about these irregularities in his report on the Annual accounts of the Trust. (5 Marks)
(c) M/s XYZ a firm of C A s received Rs. 2 lakhs in January, 2006 on behalf of one of their clients, who has gone abroad &deposited the amount in their Bank account, so that they can return the money to the client in July, 2006, when he is due to return to India. (5 Marks)
(d) Mr. J.J. a practicing C A  engages himself as part time finance manager of Quick Return Securities Ltd. He is of the view that as both functions are independent, he need not take permission from the Institute. (4 Marks)
Answer
(a) Undercutting of fees: The case of Mr. Rahul should be analysed in the light of clause 12 of Part I of First Sch. to the C A s Act, 1949. Clause 12 of the said Sch. deems a C A  in practice to be guilty of professional misconduct “if he accepts a position as auditor previously held by some other chartered Accountant or a restricted state auditor in such conditions as to constitute undercutting’’.In considering whether variation in fees charged would constitute undercutting the following factors should be considered:
- the quantum of work;
- incidental &out of pocket expenses and
- other terms of appointment.
Since the previous auditor was stationed in another town &therefore, had to incur higher cost on account of conveyance, &the previously the fee was decided on a composite basis inclusive of traveling expenses of the auditor, it cannot be said that Mr. Rahul has accepted an audit assignment based on under cutting of fees. Accordingly, Clause 12 will not be attracted.

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

(c) Money of clients to be deposited in separate bank account: Clause 10 of Part I of Second Sch. states that a C A  shall be deemed to be guilty of professional misconduct if “he fails to keep money of his clients in separate banking account or to use such money for the purpose for which they are intended.” XYZ received the money in January, 2006 which is to be paid only in July 2006, hence it should be deposited in a separate bank account. Since in this case XYZ have failed to keep the sum of Rs. 2 lakhs received on behalf of their client in a separate Bank Account & it amounts to professional misconduct under clause 10 of part I of Second Sch..

(d) Engaging in any business other than the profession of CA: Clause II of Part I of First Sch. of CA Act, 1949 states that a C A  is deemed to be guilty of professional misconduct if he engages in any business other than the profession of C A  unless permitted by the Council for the same. In the given case Mr. J. J. a practicing C A  is engaging himself as part time Finance Manager without the permission of the Institute which is a misconduct
attracted by clause II of Part I of First Sch.. This is similar to a reported case in Anil Kumar in Re
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Question 1
As an auditor, how would you deal with the following?
(a) L Private Ltd., which has outstanding loan of Rs. 50 lakhs from Financial Institution defaulted in repayment thereof to the extent of 50%. The company holds that it being a private limited company, the Companies Auditors Report Order (CARO) is not applicable. ( 5 Marks)
(b) In the audit of ABC Private Limited, auditor came across cases of payments to Directors, whereby, expenses of a personal nature were re-imbursed. (5 Marks)
(c) The management of a limited company states that proposed dividend does not represent a liability &hence no provision need to be made-Comment. (4 Marks) 
(d) ABC Limited to whom CARO is applicable made a public issue of 7% debentures of Rs. 3 crores, redeemable after 5 years &used the proceeds of issue for payment of S/cr &other C. liabilities to the tune of 3 crores. (4 Marks)
Answer
(a) Applicability of CARO to a Private Ltd. Co.: A Private Ltd. Co., in order to be exempt from the applicability of CARO must satisfy all the following conditions cumulatively :
(i) its paid-up capital &reserves are Rs. 50 lacs or less;
(ii) it has no outstanding loan exceeding Rs. 25 lacs from any bank or financial institutions; and
(iii) its turnover does not exceed Rs. 5 crores during the financial year.
Since condition (ii), above, is violated, the Order is applicable to L Pvt. Ltd. The period &amount of default be reported by the auditor as per para 4(xi) of the CARO.

(b) Reimbursement of personal expense of Director: All payments to Directors as remuneration or perquisites whether in the case of a public or private company are required to be authorised both in accordance with the Companies Act & AoA of the company. Articles may provide that such remuneration require sanction of the shareholders either by ordinary or special resolution while in some cases it may require only approval of Directors. If the terms of appointment of a Director include payment of expenses of a personal nature, then such expenses can be incurred by the company; otherwise, no such expense can be incurred or reimbursed by the company. In
the instant case the auditor has to ensure that the above is complied with, without which, if such expenses are paid, he has to disclose the fact in his report, as also in the accounts. In this regard attention is invited to section 227 (1A) (e) of the Companies Act wherein auditor has to inquire into whether personal expenses have been charged to revenue.

(c) Provision for proposed dividend: As per the ICAI’s Guidance Note, proposed dividend does not represent a liability, nor does it amount to a provision, pending the approval of the share holders in the general meeting.
Though the format given in Sch. VI requires proposed dividend to be shown under ‘Current Liabilities &Provisions’, it does not mean in fact that the proposed dividend becomes a liability or is necessarily a provision. Part 1 of Sch. VI that prescribes the form of balance sheet requires “ proposed dividend’ to be shown under ‘Provisions’ and
paragraph 3(xiv) of Part II of the same Sch. requires specific disclosure of the proposed dividend.
It is recommended, that if no appropriation is made, shareholders’ attention should be drawn to such fact &the amount should be quantified. The fact that provision for proposed dividend has not been made should be disclosed by means of a note in the accounts. The auditor should refer to the note in his report &make his report subject
thereto.

(d) End use of issue proceeds of a public issue: Para 4(xx) of CARO deals with end use of issue proceeds of a public issue. Public issue may relate to equity shares, preference shares, debentures &other securities. The auditor is expected to verify &report whether the end use of moneys raised by way of public issue have been properly disclosed in the financial statements. The auditor must see whether the terms of issue of debentures contain any specific purpose/project for which the funds raised will be utilized. It the terms of issue of debentures is for liquidating sundry creditors &other current liabilities, it would be in order for the company to do so. Auditor should verify that the amount of end use of money disclosed in the financial statements by the management is
adequate &is not significantly different from the proposed &actual use. If either end use is not for the purpose for which a public issue is made or the disclosure is not adequate, the auditor should state the fact in his report.

Question 2
Comment on the following with reference to the C A s Act, 1949 &Sch.s thereto:
(a) A C A  in practice created his own website in attractive format &colours &circulated the information contained in the website through E-mail. (5 Marks)
(b) A C A  in practice takes up the appointment as managing director of a public limited company. (4 Marks)
(c) S. a practicing C A  gives power of attorney to an employee chartered accountant to sign reports &financial statements, on his behalf. (5 Marks)
(d) A is the auditor of Z Ltd., which has a turnover of Rs. 200 crore. The audit fee for the year is fixed at Rs. 50 lakhs. During the year, the company offers A an assignment of management consultancy within the meaning of Section 2(2)(iv) of the CA Act, 1949 for a remuneration of Rs. 1 crore. A seeks your advice on accepting the assignment. (4 Marks)
Answer
(a) Creation of own website by a C A /firm of C A s : The guidelines approved by the Council of the Institute of C A s of India permits creation of own website by a C A  in his or his firm name &no standard format or restriction on colours is there. The C A  or firm, as per the guidelines, should ensure that none of the information contained in the website be circulated on their own or through E-mail or by any other mode except on a specific “Pull” request.
Since in the given case, the C A  circulated the information contained in the website through E-mail, he is guilty of misconduct under clause 6 of Part I of the First Sch. to the C A s Act, ie., a C A  in practice is deemed to be guilty of professional misconduct if he solicits client or professional work either directly or indirectly, by circular, advertisement, personal communication or interview or by any other means.

(b) Appointment of a CA in practice as MD of a Public Limited Company: Under clause 11 of Part I of First Sch. to the C A s Act, a C A in practice is deemed to be guilty of professional misconduct, if he engages in any business or occupation other than the profession of C A s, unless permitted by the council so to engage.
However, nothing contained in clause 11 shall disentitle a C A  from being a director of a company, unless he or any of his partners is interested in such company as an auditor. 
Regulation 190A, states a member in practice cannot engage himself in any business or occupation other than that of a C A  except when permitted by the council. As per Appendix 10 of CA Regulations, 1988, a CA in practice may hold the office of a Managing Director a Whole Time Director of a body corporate, provided that the member and/or his relatives do not hold substantial interest in such concern, after obtaining the specific &prior approval of the Council. He should seek prior approval of the council otherwise he would be held guilty of misconduct.

(c) Power of signing reports &financial statements: Under clause 13 of Part I of First Sch. to the C A s Act a CA in practice is deemed to be guilty of professional misconduct if he allows a person not being a member of the Institute in practice or a member not being his partner to sign on his behalf or on behalf of his firm, any balance sheet, profit &loss account, report or financial statements. This clause read in conjunction with Section 26 of the CA Act 1949 stipulates that no person other than the member of the institute shall sign any document on behalf of a CA in practice or a firm of CA’ s in his or its professional capacity.
The term ‘Financial Statement’ for this purpose would cover an examination of the accounts or financial statements given under a statutory enactment or otherwise. Accordingly S is guilty of professional misconduct under clause 13 of part I of First Sch. &also under clause (1) of Part II of Second Sch. for contravening Section 26.

(d) Appointment as a statutory auditor of a PSUs’/Govt company(ies)/listed company(ies) &other public company(ies) : In exercise of the powers conferred by clause (ii) of part II of the Second Sch. to the CA Act, 1949, the Council of ICAI specifies that a member of the Institute in practice shall be deemed to be guilty of professional misconduct if he accepts the appointment as a statutory auditor of a PSUs’/Govt company(ies)/listed company(ies) &other public company(ies) having a turnover of Rs. 50 crores or more in a year &accepts any other work(s) or
assignment(s) or service(s) in regard to same undertaking(s) on a remuneration which in total exceeds the fee payable for carrying out the statutory audit of the same undertaking. 
In view of the above position it would be a misconduct on A’s part if he accepts the management consultancy assignment for a fee of Rs. 1 crore.
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Question 1
As a Statutory Auditor, how would you deal with the following?
(a) Z Ltd. provided, Rs. 5 lakhs for inventory obsolescence in the last year’s accounts. In the subsequent year, it was determined that 50% of this stock was actually usable. The Company wants to adjust the same as a “Prior period adjustment.” (5 Marks)
(b) A company capitalises interest on borrowings incurred for holding investments by adding the same to the cost of investment every year. (4 Marks)
(c) For the year ended 31st March, 2007, a company has paid Minimum Alternative tax under section 115 JB of the Income Tax Act, 1961. The company wants to disclose the same as an ‘Asset’ since the company is eligible to claim credit for the same. (5 Marks)
(d) X Ltd. is engaged in manufacture of Cement. In the P & L a\cfor the year ended 31st March, 2007, it discloses its revenue from sales transactions (turnover) net of excise duty. The excise duty collected &paid on sales transactions &that related to difference between Closing stock &Opening stock is, however, disclosed in the “Notes
to Accounts”. (4 Marks)
Answer
(a) As per Accounting Standard 5 “Net Profit or Loss for the period, Prior Period Items &Change in Accounting Policies”, Prior period items are income or expenditure which arise in the current period as a result of errors or omissions in the preparation of the Financial Statements of one or more prior periods. The write back of provision made in respect of inventories in the earlier year does not constitute prior period adjustment since it neither constitutes error nor omission but it merely involves making estimates based on prevailing circumstances when Financial Statements were being prepared. An estimate may have to be revised -
(i) If changes occur in the circumstances on which the estimate was based or
(ii) as a result of new information, more experience or subsequent developments.
The revision of the estimate, by its nature, does not bring the adjustment within the definitions of an extraordinary item or a prior period item. A change in an accounting estimate may affect the current period only or both the current period &future periods. In both cases, the effect of the change relating to the current period is recognised as income or expense in the current period. The effect, if any, on future periods, is recognised in future periods.

 (b) Investments are assets held by an enterprise for earning income by way of dividends, interest, &rentals, for capital appreciation, or for other benefits to the investing enterprise. As per AS-13 “Accounting for Investment”, cost of investments includes acquisition charges such as brokerage, fees &duties. As per AS 16 “Borrowing Costs”, borrowing costs that are directly attributable to the acquisition, construction or production of a qualifying asset should be capitalized as part of the cost of that asset. Other borrowing costs should be recognised as an expense in the period in which they are incurred. A qualifying asset is an asset that necessarily takes a substantial period of time to get ready for its intended use or sale. Assets that are ready for their intended use or sale when acquired are not qualifying assets. Therefore such investment is not an qualifying assets, therefore interest cost of holding investments cannot be capitalized. The decision of the Directors to capitalize the interest on borrowings is not proper. So the Auditor should qualify his report &state the financial effect of deviation from AS.

(c) The concerned issue is discussed in the Guidance Note issued by ICAI on “Accounting for Credit available in respect of MAT under the IT Act 1961”. As per para 6 of the said Guidance Note , Although MAT credit is not a deferred tax asset under AS 22 , yet it give rise to expected future economic benefit in the form of adjustment of future income tax liability arising within the specified period. The Framework for the Preparation &Presentation of Financial Statements, issued by the ICAI, defines the term ‘asset’ as follows:
“An asset is a resource controlled by the enterprise as a result of past events from which future economic benefits are expected to flow to the enterprise.”
MAT paid in a year in respect of which the credit is allowed during the specified period under the Income Tax Act is a resource controlled by the company as a result of past event, namely the payment of MAT. MAT credit has expected future economic benefits in the form of its adjustment against the discharge of the normal tax liability if the same arises during the specified period. Accordingly, MAT credit is an asset.
According to the framework, once an item meets the definition of the term ‘asset’, it has to meet the criteria for recognition of an asset so that it may be recognized as such in the financial statements. Para 88 of the Framework provides the following criteria for recognition of an asset: an asset is recognized in the balance sheet when it is probable that the future economic benefits associated with it will flow to the enterprise &the asset has a cost or value that can be measured reliably. Thus, if the auditor is satisfied that the probability of the company to claim the said credit is high, it could recognize the same as an asset. In Balance sheet it should be shown under the head “Loans & Advances” as “MAT credit entitlement” .




(d) As per Accounting Standard Interpretation – ASI 14 ‘ Disclosure of Revenue from Sales Transactions’ (Revised) issued by ICAI in Aug 2006, turnover should be disclosed as follows on the face of the statement of Profit & Loss:
Turnover (Gross)    XX
Less : Excise duty XX
Turnover (Net)        XX
Further, the excise duty shown above should be the total duty except the duty related to the difference between closing stock & opening stock which should be recognized separately in the statement of profit &loss, with an explanatory note in the notes to accounts to explain the nature of the two amounts of excise duty. Since the company, X Ltd has not followed the above ASI 14, the auditor would have to qualify his report accordingly.

Question 2
Comment on the following with reference to the C A s Act, 1949 &Sch.s thereto:
(a) Mr. A, a practicing C A  agreed to select &recruit personnel, conduct training programmes for &on behalf of a client. (5 Marks)
(b) XY & Co., a firm of C A  having 2 partners X & Y, one in charge of Head Office &another in charge of Branch at a distance of 80 kms, puts up a name-board of the firm in both premises &also in their respective residences.5Mrks
(c) A practicing C A  was appointed to represent a company before the tax authorities. He submitted on behalf of his clients certain information &explanations to the authorities, which were found to be false &misleading. (4 Marks)
(d) AB & Co., a firm of C A s, included the name of P as a partner while filing an application for empanelment as auditor for Public Sector bank branches. It was subsequently noticed that on the date of application, P was not a partner with AB & Co. (4 Marks)
Answer
(a) Under Section 2(2)(iv) of the C A s Act, 1949, “A member of the Institute shall be deemed “to be in practice” when individually or in partnership with C A s in practice, he, in consideration of remuneration received or to be
received renders such other services as, in the opinion of the Council, are or may be rendered by a C A  in practice. Pursuant to Section 2(2) (iv) above, the Council has passed a resolution permitting a C A  in practice to render entire range of “Management Consultancy &other Services”. 
The definition of the expression “Management Consultancy &other Services” includes Personnel recruitment &selection. Personnel Recruitment &selection includes, development of human resources including designing &conduct of training programmes, work study, job description, job evaluation &evaluations of work loads.
So A is not guilty of professional misconduct.

 (b) The council of the Institute has decided that with regard to the use of the name-board, there will be no bar to the putting up of a name-board in the place of residence of a member with the designation of C A , provided, it is a name-plate or board of an individual member &not of the firm. In the given case partners of X Y & Co., put up a name board of the firm in both offices &also in their respective residences. Thus the C A s are guilty of misconduct. Distance given in the question is not relevant for deciding.

(c) As per clause 5 of Part I of Second Sch. if a member in practice fails to disclose a material fact known to him which is not disclosed in a financial statement, but disclosure of which is necessary to make the financial statement not misleading, where he is concerned with that financial statement in a professional capacity, he will be held guilty
under clause (5). As per clause 6 of Part I of Second Sch. if he fails to report a material misstatement known to him to appear in a financial statement with which he is concerned in a professional capacity, he will be held guilty under clause 6. 
In given case, the C A  had submitted the statements before the taxation authorities. These statements are based on the data provided by the management of the company. Although the statements prepared were based on incorrect facts &misleading, the C A  had only submitted them acting on the instructions of his client as his authorized representative. Hence the C A  would not be held liable for professional misconduct.

(d) Under clause 3 of Part II of second Sch., a C A  whether in practice or not is guilty of professional misconduct if he includes in any information, statement, return or form to be submitted to the Institute, Council or any of its committees, Directors (Discipline), Board of Discipline, Disciplinary Committee, Quality Review Board or the Appellate Authority any particulars knowing them to be false. 
In the instant case A B & Co. included another C A  name as partner in his firm, in his application for empanelment as Auditor of branches of Public Sector Banks submitted to the Institute. In fact such a member was not a partner of the said firm on the date of application. He will be held guilty of professional misconduct.
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Question 1
1. As a Statutory Auditor, how would you deal with the following:
(a) While adopting the accounts for the year, the Board of Directors of Sunrise Ltd. decided to consider the Interim Dividend declared @15% as final dividend &did not consider transfer of Profit to reserves. (4 Marks)
(b) V Ltd. sold 1 lakh vacuum pumps during the year 2006-07 with a condition to make good by repair/replacement any manufacturing defects reported within 6 months from the date of sale. Past experience in this regard showed that there were no replacements carried out, but minor/major repairs were necessitated to the extent of 10%/5% respectively of the units sold. The cost of such minor/major repairs would amount to Rs. 1,000/Rs. 6,000 respectively. While finalizing the accounts for the year, the company does not reflect any provision, in this regard. (
(c) XYZ Pvt. Ltd., manufacturing garments, has valued at the year end its closing stock of packed finished goods for which firm export contracts have been received, at realizable value inclusive of profit &export cash incentive. As at the year end, the ownership of the goods has not been transferred to the foreign buyers. (4 Marks)
(d) R Ltd. owns 51% voting power in S Ltd. It however holds &discloses all the shares as "Stock-in-trade" in its accounts. The shares are held exclusively with a view to their subsequent disposal in the near future. R Ltd. represents that while preparing Consolidated Financial Statements, S Ltd. can be excluded from the consolidation.  
Answer
(a) Declaration of Interim Dividend: Section 205 (1A) of the Companies Act, 1956 provides that Board of Director may declare interim dividend &the amount of dividend including interim dividend should be deposited in a separate bank account within five days from the declaration of such dividend. Based on Section 2(14A) read with Section 205(1C) of the Companies Act 1956, it can be said that since interim dividend is also dividend, companies should provide for depreciation as required by Section 205 &comply with the companies (Transfer of Profit to Reserve Rules, 1975) before declaration of interim dividend. As per Companies (Transfer of Profit to Reserve) Rules, 1975, where the dividend proposed exceeds 12.5 per cent but does not exceed 15 per cent of the paid-up capital, the amount to be transferred to the reserves shall not be less than 5 per cent of the current profits . The company has to provide depreciation for the full year before declaration of interim dividend. If the company does not transfer any profit to reserves, it can pay interim dividend not exceeding 10% of the paid up capital. 
In the instant case, the Board has decided to pay interim dividend @15% of the paid-up capital without transfer of profit to reserves. Assuming that the company has complied with depreciation requirement, the interim dividend should be restricted to 10% without transfer of profit to reserves. In the circumstances, the Board of Directors are wrong in declaring interim dividend at 15 %, though such dividend can be treated as final dividend. The statutory auditor should qualify his report.

(b) Provisions: As per AS – 29, ‘Provisions, Contingent Liabilities &Contingent Assets’, a provision is a liability which can be measured only by using a substantial degree of estimation. As per AS – 29 , a provision should be recognised when:
1. An enterprise has a present obligation as a result of a past event.
2. It is probable that an outflow of resources embodying economic benefits will be required to settle the obligation& 
3. A reliable estimate can be made of the amount of the obligation.
If these conditions are not met, no provision should be recognised. 
In the present case, V Ltd fulfils all the above conditions. The sale of pumps with a warranty obligation constitutes the present obligation as a result of past event. It is probable that some outflow will be involved in setting the warranty obligation, satisfy the second condition. As per the details based on past precedence reliable estimate can be made as under: [6000  (5% of 100000) + 1000  (10% of 100000)] = Rs. 400 lakhs
Thus, V Ltd as on 31.3.07 should make a provision for warranty obligation against sale of vacuum pumps to the extent of rupees 400 lakhs. The auditor should insist on such provision being created. If provision is not made he should qualify his audit report. 

(c) Valuation of Inventories: AS 2 requires that inventories should be valued as lower of cost &Net realisable value(NRV). A departure from the general principle can be made if the AS is not applicable or having regard to the nature of industry. AS 2 also states that (a) work in progress arising under construction contracts,including directly related service contracts (b) work in progress arising in the ordinary course of business of service providers;(c) shares, debentures &other financial instruments held as stock-in-trade; and(d) producers’ inventories of livestock, agricultural &forest products are measured as NRV based on established practices. 
In the given case the sale is assumed under a forward contract but the goods are not of a nature covered by the above exceptions Taking into account the facts the closing stock of finished goods should have been valued at cost, as it is lower than the realisable value (as it includes profit). Further, export cash incentives should not be included for valuation purposes. The policy adopted by the company for valuing its closing stock of inventory of finished goods on selling price plus export incentives is not correct. The statutory auditor should give a qualified report.

(d) Consolidation of Financial Statement: AS 21 states that a subsidiary should be excluded from consolidation when:
1. Control is intended to be temporary because the shares are acquired &held exclusively with a view to its subsequent disposal in the near future or
2. Subsidiary operates under severe long term restrictions which significantly impair its ability to transfer funds to the parent.
Where an enterprise owns majority of voting power by virtue of ownership of the shares of another enterprise &all the shares held as ‘stock-in-trade’ are acquired &held exclusively with a view to their subsequent disposal in the near future, the control by the first mentioned enterprise would be considered temporary. 
In this case, R Ltd’s intention is to dispose off the shares in the near future as shares are being held as stock in trade &it is quite clear that the control is temporary.Hence, in this case the exclusion of the concerned subsidiary from consolidation is correct. However, reasons for not consolidating a subsidiary should be disclosed in the consolidated financial statements. If an entity is excluded from the consolidated financial statements for reasons other than those allowed by the above AS, the auditor should consider the effect on the report to be issued.

Question 2
Comment on the following with reference to the C A s Act, 1949 as amended by the C A s (Amendment) Act, 2006 &Sch.s thereto:
(a) As a C A  in practice, you are asked to conduct a review of the "Profit Forecast" prepared by a Company in connection with its application for a Term loans from a bank. (4 Marks)
(b) X, a C A  availed a loan against his shares held as investments from a nationalized bank. He issued 2 cheques towards repayment of the said loan. Both the cheques were returned back by the bank with the remarks "Refer to Drawer". (5 Marks)
(c) BC & Co, a firm of C A s, accepted an assignment for audit under State level VAT Act, without any prior communication with the previous auditor. (4 Marks)
(d) M, a C A  in practice, is the Statutory Auditor of S Ltd. for the year ended 31st March 2008. In January 2008, he was appointed as a Director in H Ltd., which is the holding Company of S Ltd. (5 Marks)
Answer
(a) Under Clause 3 of Part I of Second Sch. to The C A s Act, 1949, a CA in practice is deemed to be guilty of professional misconduct if he permits his name or the name of his firm to be used in connection with an estimate of earnings contingent upon future transactions in a manner which may lead to the belief that he vouches for the accuracy of the forecast. “The guidance note on accountants’ report on profit/financial forecast” provides that profit forecasts can be prepared or reviewed by a CA provided he discloses in his report the sources of information, the basis of forecasts &major assumptions involved &so long as he does not vouch for the accuracy of the forecast. Hence, the offer can be accepted if the above guidance note is complied with.

(b) A C A  is expected to maintain the highest standard of integrity even in his personal affairs &any deviation from these standards, even in his non-professional work would expose him to disciplinary action. A member is liable to disciplinary action under Section 21 of the C A s Act, if he is found guilty of any professional or “Other Misconduct”.
As per part IV of the First Sch. to the C A s Act, A member of the Institute, whether in practice or not, shall be deemed to be guilty of other misconduct, if he in the opinion of the Council, brings disrepute to the profession or the Institute as a result of his action whether or not related to his professional work. The question whether a particular act or omission constitutes “other misconduct” should be based on fact &circumstances of each case.
Under Negotiable Instruments Act 1881, where any cheque drawn by a person for the discharge of any liability, is returned by the bank unpaid, either for insufficiency of funds or the cheque amount exceeds the arrangements made by the drawer of the cheque, the drawer of such cheque shall be deemed to have committed an offence.

In the given case the cheque was dishonoured with the remark “refer to drawer”. However, such dishonour need not necessarily be only due to insufficiency of funds. If it is proved that the cheques were dishonoured due to insufficiency of funds, the CA would be held guilty of “other misconduct”.

(c) As per Clause 8 of Part I of First Sch. to the CA Act 1949, A C A  in practice is deemed to be guilty of professional misconduct if he accepts a position as auditor previously held by another C A  or a certified auditor who has been issued certificate under the Restricted Certificates Rules 1932, without first communicating with him in writing. In the instant case, BC & Co. accepted VAT – audit under State Level Act, carried out by another firm of C A s in the previous year, without prior communication with the previous auditor. A communication is mandatory requirement for all types of audit, if the previous auditor is a C A . Hence, the firm is guilty of professional misconduct.

(d) In terms of clause 11 of Part I of the First Sch. to the CA Act, 1949, a CA in practice cannot engage (unless permitted by the council) in any business or occupation other than the profession of C A , but he can be a director of a company wherein he or any of his partners is not interested in such company as auditor. However, public conscience is expected to be ahead of law &the requirement of independence should be interpreted much more strictly. Members should thus not place themselves in position which would either compromise or jeopardise their independence. In view of the above, an auditor of a subsidiary cannot be a director of a holding company as it will affect his independence.
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Question 1
As a Statutory auditor, how would you deal with following?
(a) While finalizing its accounts, a company does not provide for Income-tax payable under the provisions of the Income-tax Act, 1961. A note is however given that since adequate tax has been deducted at source, no additional tax is payable.
(b) A company receives a grant from the State Govt as compensation for loss of stocks due to unseasonal floods. The entire grant received is credited to “Capital Reserve”.
(c) A company which satisfies the conditions of a Small &Medium sized Company (SMC) as per Companies (Accounting Standards) Rules, 2006 has represented that it does not require to give disclosures required by AS-3 “Cash Flow Statements” &AS-18 “Related Party Disclosures” in its financial statements.
(d) A company which has presented its quarterly results f or a limited review report, has represented that expenditure incurred on heavy repairs carried in that quarter are being spread over the entire year, since it would otherwise, distort the quarterly results. (5+5+4+4 = 18 Marks)
Answer
(a) Expl.:- The Council of the Institute of Chartered Accounts of India has expressed its view in the Guidance Note on provision for liability for taxation, that provision for anticipated tax liability in respect of profits of the company has to be made while finalizing its accounts. According to it, non-provision for taxation would amount to contravention of the provisions of Sec. 209 &211 of the Companies Act i.e. maintenance of proper books of
account &disclosures of true &fair view of the state of affairs of the company. Accordingly, non-provision for taxation would amount of contravention of the above provision of the Companies Act, 1956.
Conclusion : Hence, in the given case, it is necessary for the auditor to quality his report &such qualification should bring out in what manner the accounts do not disclose "A true &Fair “view of the state of affairs of the Company &its Profit or loss However, the qualification should also mention clearly that tax deducted at source is in
excess of the estimated tax liability for the year.

(b) Accounting of Govt Grants: Expl: Govt Grants related to revenue should be recognized on a systematic basis in the P & L a\cover ,the periods necessary to match them with the related costs which they are intended to compensate. Such Grants should either be shown separately under 'Other Income’ in the profit & loss account or should be deducted in reporting the related expenses or losses, if such Grant is received in the same year in which loss is sustained. In case of such Grant is received towards re-imbursement of losses of past years, the same should be credited to P & LAccount under the head 'other Income', Showing separately.
Conclusion: Thus, in the instant case, Grant received by the company from State Govt. as compensation for loss of stocks due to unseasonal floods, &credited to Capital reserve is wrong. In no case, it can be credited to 'CAPITAL RESERVE'. The Auditor should give qualified report.

(c) Compliance of AS-3 &AS-18 by SMC: Expl.:- As per the Companies (Accounting Standards) Rules, 2006, Compliance of Certain Accounting Standards is not mandatory, but optional.
Conclusion: AS-3, as per the above Rules in the initial paragraph mentions that AS-3 (cash flow statement) is not mandatory for SMC. However, AS-18 does not contain any such mention in the entire Standard. Thus the
company, even if it is a SMC, will have to give disclosures for: 
(i) related party relationships, & (ii) transactions between a reporting enterprise &its related parties.

(d) Presentation of Quarterly Results (AS-25): Expl.:- presentation of quarterly results is governed by the provisions of AS-25, "Interim Financial Reporting" according to which it is mandatory for all entities preparing Interim Financial Report. Uniform accounting policies are to be applied in interim &annual financial statements. It further says that uneven costs can also be anticipated or deferred only if appropriate to do so at the end of the year
Conclusion :- In the instant case, in view of the above, as stated in AS-25, heavy repairs can not be deferred to other quarters. If so done by the company, the limited review report will have to contain a qualification for the same.
Question 2
Comment on the following w. r .t  the C A s Act, 1949 as amended by the C A s (amendment) Act,06 &Sch.s there:
(a) Mr. P, C A , proprietor of M/s P & Co. requests the manager of a Bank branch to sanction him a loan for Rs.10 lakhs. He also offers free services to the manager &the staff for filing Income-tax returns for 3 years.
(b) M/s ABC, a partnership firm carrying on business has complained to the Institute of C A s of India (ICAI) that Mr. M, a C A  has charged the firm excessive fees for a professional assignment.
(c) Mr. A, a C A  in practice has been appointed editor of a monthly journal which analyses performance of the Stock Market &Mutual Fund Schemes. 
(d) M/s PQR, a firm of C A s has been appointed Statutory Auditor of a company on terms whereby fees are payable on a progressive basis. Accordingly, the firm has been paid Rs.50,000 as part of his audit fees, though the audit report is yet to be submitted. (5+5+4+4= 18 Marks)

Answer
(a) Coercive Method for Sanction of Loan Provisions: Sec. 21 of the Chartered Accounts Act, 1949, deals with provisions relating to "Otheir Misconduct" .Supreme Court has observed in the matter of professional things relating to the members of the Institute of C A s of India that when a member is prima-facie found guilty of any conduct, the Council of the institute is empowered to conduct an inquiry in the affairs of the conduct &can take action against such member even if no specific provisions are made under Sch.s of the C A  Act.
In the circumstances, a C A  can be held guilty under the clause of “Other Misconduct" who has opted coercive methods on a Bank for having a loan sanctioned to him.
Conclusion: Thus in the instant ease, Mr. P a C A  &proprietor of M/ s. P & Co. when offers free services of filing Income tax returns of the staff &manager of the Bank for having sanctioned him a loan of Rs. 10 lacs, is clearly hit by clause of 'Other Misconduct' &is deemed to be guilty of professional misconduct, as a chartered accountant is expected to maintain the highest standards of integrity even in his personal affairs &any deviation from these standards, even in non professional work would expose him to disciplinary action.

(c) Excessive Fees: Expl.:- The matter of fixation of actual fees charged in individual cases, depends upon the mutual agreements &understanding between C A  &client. The scales of fees recommended by the council of the Institute is only recommendatory.
Conclusion: In the circumstances, the contention of the client of Mr. M that he has charged an excessive fees for a professional assignment, does not constitute professional misconduct in the context of the provisions of C A s Act.1949 &regulations made thereunder. In view of the above Mr. M is not liable for any professional misconduct under the C A s Act, 1949.

(c) Editorship of Stock Market &Mutual Funds Journal : Expl.: Clause 11, Part 1 of the first Sch. of the C A s Act 1949, has mentioned very clearly that a C A  in practice should not engage himself in any other business or
occupation other than the profession of accountancy except with the permission granted in accordance with a resolution of the Council. This provision is introduced with a intension to restrain a member in practice from engaging himself in any other business in conjunction with the profession of accountancy &combining such wok with any business, which is not in keeping with dignity of the profession. Under the above clause, the council permits (among other things) editorship of professional journal.
Conclusion: In the instance case Mr. A, a C A  in practice, has been appointed editor of a journal related to stock market &mutual fund schemes which can not be, in any case, called a professional journal. Hence Mr. A would be guilty of professional misconduct.

(d) Fees received on a Progressive Basis:Expl. : As per Sec. 226, clause (d) of Subsection 3, of the Companies Act, 1956 a person indebted to Company for an amount exceeding Rs. 1000/- or a person who has given my guarantee or providing any security in connection with indebtedness of any third person to the Company for an amount exceeding Rs. 1000/- is not qualified for appointment as auditor of the Company. However, where auditor, in terms of his appointment, for various professional work &assignment, recovers fees on progressive basis against such assignments as &when part work is done, without waiting for completion of the whole Job or assignment, the Research Committee of the Institute has observed that where, in terms of resolution passed by General meeting, where auditor received fees/remuneration on progressive basis before completion of his job or assignments, he can not be said to be indebted to the Company at any stage.
Conclusion. : Accordingly, M/s. P Q R, a firm of C A  is well within the ambit of laws, even if the firm receives Rs. 50,000/- as part of their audit fees, though the audit report is yet to be submitted &hence, there is no professional misconduct on the part of M/ s. P Q R &the firm can not be called indebted to the Company as per the view of the Research Committee of ICAI.
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Question 1
Comment on the following:
(a) X Ltd., paid Rs.25 lakhs as advance to Y Ltd. towards the purchase of a printing machinery on 15.1.08 with delivery instructions to deliver the same in the last week of June, 08. Further on 2.2.08 X Ltd. purchased two diesel generator sets from Y Ltd. For Rs.30 lakhs on 90 days Credit term. In the accounts for 2007-08, X Ltd. intends to adjust the advance paid against Credit purchase & show the net amount of Rs.5 lakhs as due from them. As the statutory auditor, how would you deal with this?       (5 Marks)
(b) The Statutory auditors of Getwell Ltd. included certain comments in his report u/s 227 of the Companies Act, 1956. Since the company requested the auditors to drop the above comments, as otherwise it will affect their future business, as a compromise the auditor included the comment in the report in ordinary type.     (5 Marks)
(c) You are the auditor of Easy Communications Ltd. for the year 2007–08. The inventory as at the end of the year i.e. 31.3.08 was Rs.2.25 crores. Due to unavoidable circumstances, you could not be present at the time of annual physical verification. Under the above circumstances how would you ensure that the physical verification
conducted by the management was in order?          (5 Marks)
(d) You have been appointed as the auditor of Good Health Ltd. for 2007-08 which was audited by CA Trustworthy in 2006-07. As the Auditor of the company state the steps you would take to ensure that the Closing Balances of 2006-07 have been brought to account in 2007-08 as Opening Balances & the Opening Balances do not contain
misstatements.                    (5 Marks)
Answer
(a) Since X Ltd. has paid advance amount to the supplier of machinery to be used in the project, such advance amount should be grouped under the head ‘Capital Work in Progress’. This is as per requirement of Schedule VI to the Companies Act, 1956 &the existing accounting practice. If the advance is for purchase of other machinery, it should be grouped under a separate head – say ‘Advance Payment for Capital Expenditure’ & should be disclosed as next item to Fixed Assets in the Balance Sheet. 
In view of the above, the proposal of X Ltd., to show the net balance in the personal account of Y Ltd., is not correct. Such proposal will cancel the two material items in the balance sheet – one, expenditure towards capital asset &the other current liability for purchase of the generator set. Hence, the auditor should advise X Ltd., to show these two items separately. If X Ltd., does not accept the advice, the auditor should qualify his report with suitable quantification of amount involved.

(b) As per Section 227(3) (e) of the Companies Act, 1956, one of the issues relating to audit report is that the report shall indicate in Bold or in Italics the observations as comments of the auditor which have any adverse effect on the functioning of the company. According to the Guidance Note issued clause (e) of the sub-section creates a
requirement for the auditor to consider any matter leading to the modification of the auditor report on financial statements is likely to have an adverse effect on the functioning of the company &if so the auditors is required to highlight such matter in Bold or in Italics.
In the instant case, the auditor’s action in having printed certain comments in ordinary type is contrary to the provision of the Act &Guidance Note. He will be deemed to have discharged his duties negligently.

(c) The auditor should perform audit procedures, designed to obtain sufficient appropriate audit evidence during his attendance at physical inventory counting (AAS 34). AAS 34 is additional guidance to that contained in AAS 5.
If the auditor is unable to be present at the physical inventory count on the date planned due to unforeseen circumstances, the auditor should take or observe some physical counts on an alternative date &where necessary, perform alternative audit procedures to assess whether the changes in inventory between the date of physical count &the period end date are correctly recorded. The auditor would also verify the procedure adopted, treatment given for the discrepancies noticed during the physical count. The auditor would also ensure that appropriate cut off procedures were followed by the management. He should also get management’s written representation on 
(a) the completeness of information provided regarding the inventory & (b) assurance with regard to adherence to laid down procedures for physic inventory. 
By following the above procedure it will be ensured that the physical verification conducted by the management was in order. 

(d) For initial audit engagement, the auditor should obtain sufficient appropriate audit evidences so that the
(i) Opening balances of the preceding period have been correctly brought forward to the current period and
(ii) Opening balances do not contain misstatements that materially affect the financial statement of the current period (AAS 22). Being a new assignment audit evidence regarding opening balances can be obtained by
perusing the copies of the audited financial statements. 
For current assets & liabilities some audit evidence can ordinarily be obtained as part of audit procedures during the current period. For example, the collection/payment of opening balances of receivables & payables will provide audit evidence as to their existence, rights &obligations, completeness & valuation at the beginning of the period.
In respect of other assets &liabilities such as fixed assets, investments long term debt, the auditor will examine the records relating to opening balances. The auditor may also be able to get confirmation from third parties (e.g., balances of long term loan obtained from banks).

Question 2
Comment on the following with reference to the Chartered Accountants Act, 1949 &schedules there to:
(a) CA X was appointed as the Auditor of ABC Ltd. for 2007-08. Since he declined to accept the appointment, the Board of Directors appointed CA Y as the auditor in the place of CA X, which was also accepted by CA Y. 4 Marks)
(b) CA Z who is a leading Income Tax Practitioner &consultant in Jaipur is also trading in derivatives. (4 Marks)
(c) CA D, a Chartered Accountant prepared a project report for one of his clients to obtain bank finance (long-term) of Rs.50 lakhs from a Commercial Bank. Consequent to the sanction of the loan by the bank CA D raised a bill for his services @ 2% of the loan sanctioned. (4 Marks)
(d) CA ZZ who conducted ABC audit of a Marathi daily ‘New Era’ certified the circulation figures based on Management Information System Report (M.I.S Report) without examining the books of Account. ((4 Marks)

Answer
(a) 1.Board can appoint the auditor in the case of casual vacancy under Sections 224 (5) & 6(a) of the C Act, 1956. 
2. The non-acceptance of appointment by CA. X does not constitute a casual vacancy to be filled by the Board.
3. In this case, it will be deemed that no auditor was appointed in the AGM.
4. Hence the appointment of auditor can be made only by the Central Government &the Board appointment is defective in law. 
5. Clause 9 of Part-I of First Schedule states that a chartered accountant is deemed to be guilty of professional misconduct if he “Accepts an appointment as auditor of a company without first ascertaining from it whether the requirements of section 225 of the Companies Act, 1956 in respect of such appointment have been fully
complied with”.
6. Hence CA. Y is guilty of professional misconduct since he accepted the appointment without verification.

(b) 1. As per clause 11 of Part-I of First Schedule of CA Act, 1949, a Chartered Accountant is deemed to be guilty of professional misconduct if he “engages in any business or occupation other than the profession of Chartered Accountant unless permitted by the Council so to engage”.
2. However, the Council has granted general permission to the members to engage in 12 specific occupation. In respect of all other occupations specific permission of the Institute is necessary.
3. In this case CA Z is engaged in the occupation of trading in derivatives which is not covered under the general permission. 
4. Hence specific permission of the Institute has to be obtained otherwise he will be deemed to be guilty of professional misconduct under clause 11 of Part-I of First Schedule of CA Act, 1949.

(c) Clause 10 of part I to First Schedule to the Chartered Accountants Act prohibits a Chartered Accountant in practice to charge, to offer, to accept or accept fees which are based on a percentage of profits or which are contingent upon the findings or results of such work done by him.
However, this restriction is not applicable where such payment is permitted by the Chartered Accountants Act, the Council of the Institute has framed regulation 192 which exempts certain professional services from the operation of clause 10. The services rendered by CA. D are not covered under the said exemption &hence CA. D is liable for professional misconduct.

(d) 1. According to clause 7 of Part-I of Second Schedule of Chartered Accountants Act, 1949, a Chartered Accountant in practice is deemed to be guilty of professional misconduct if he “does not exercise due diligence or is grossly negligent in the conduct of his professional duties”.
2. In the instant case CA ZZ did not exercise due diligence & is grossly negligent in the conduct of his professional duties since he certified the circulation figures without examining the books of accounts.
3. To ascertain the number of paid copies verification of remittances from the agents, credit allowed to the agents for unsold copies returned, examination of books of account is essential.
4. Further certification of circulation figures based on statistical information without cross verification with financial records amounts to gross negligence &failure to exercise due diligence.
5. Hence CA ZZ is guilty of professional misconduct as per clause 7 of part I of Second Schedule of Chartered Accountants Act, 1949.
