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Q.1 After the statutory audit has been completed a fraud has been detected at the office of the auditee.  What is your defense as an Auditor?

2.The Auditor is responsible for failure to disclose the affairs of the Company kept out of books and concealed from him.  Comment.?

3.Some material misstatements remained unreported by Auditors.  Comment?

Ans:- Evaluation of Auditor’s Performance: The Auditor’s performance is judicially reviewed by applying the following test-

· Has he exercised reasonable care and sill in carrying out his work?

· Could the errors and frauds have been detected in the ordinary course of checking without the aid of any special efforts?

· Has the management taken all reasonable care to prevent errors and frauds?

· Did the auditor have any reason to suspect the existence of the errors and frauds? And

· Were the errors or frauds so concealed and deep laid that the same might not have been detected by the application of normal audit procedures?

 Responsibility of Auditor:

· In the instant case, if a fraud has been detected after the completion of the statutory audit, it cannot by itself mean that the Auditor did not perform has duty properly.

· If the Auditor can prove with the help of his working papers (documentation) that he has followed adequate procedures necessary for the proper conduct of an audit, he cannot be held responsible for the same. 

Q.2  Discuss briefly the advantages of independent audit

What is the importance of having financial accounts audited by independent professional Auditors?

Audit of the accounts of the sole-proprietor is not compulsory.  However he may get his books of accounts audited for various reasons. Discuss.?

Ans:- The advantages of an independent audit include-

· Protection of Interest:- Independent audit safeguards the financial interest of persons who are not associated with the management of the Firm, whether they are partners of Shareholders.

· Moral Cheek:- Audit acts as a moral check on the employees from committing defalcations/embezzlement.

· Tax Liability: Audited statements of account are helpful in settling liability for taxes.

· Credit Negotiation: Financiers and Bankers use audited financial statements in evaluating the credit worthiness of individuals in negotiating loan. It is also useful for determining the purchase consideration for a business.

· Trade Dispute Settlement: Audited statements are also useful for settling trade disputes for higher wages or bonus as well as claims for damages to property due to fire or some other calamity.

· Control over Inefficiency: Audited Statements prove useful to detect wastages and losses.  It shows the different ways by which wastages or losses might be checked, and those that occur due to the absence or inadequacy of internal checks or internal control measures.

· Funds-In-Trust: Audit is an agency which ensures that persons acting for others have properly accounted for the amounts collected by them e.g. Partners, Agents, Liquidators, Receivers, Trustees, etc.

· Arbitration: Audited Financial Statements are useful in settling disputes by arbitration.

· Appraisal – Audit reviews the existence and operations of various controls in the firm and reports inadequacies, weakness etc.

Q.3  Describe and compare the reliability of  “Confirmations received directly by the Auditor from third parties”, giving one example.?

Ans:- Third Party Confirmations:

(a) Third Party Confirmations are received in respect of Debtors Balances.  Banker’s certificates etc.  The third party is independent of the client’s organization and is competent to supply the information required.

(b) The client cannot interfere with the communication between the Auditor and the third party.

(c) The client cannot alter the documentary evidence obtained from the third party, or change company records to agree with the documentary evidence.

(d) So, confirmations received directly by the Auditor from Third Parties have a very high degree of reliability.

Q.4 Describe and compare the reliability of  “Documents produced by the client to the Auditor, which have been prepared by outsiders”, giving one example?

Ans:- Documents prepared by outsiders, produced by the client to the Auditor:

(a) In all cases, the Auditor cannot directly receive all third party confirmations.  The client forwards such evidences produced by outsiders to the Auditor, e.g. Supplier’s Invoice for goods purchased by client.

(b) The Auditor should analyze whether the evidence appears authentic and reliable.  Any alterations therein need careful investigation.

(c) Though such evidence may not be as reliable as Direct Third Party confirmations, they can be regarded as valuable audit evidence.

Q.5 Describe and compare the reliability of  “Documents produced by the client to the Auditor, which have been prepared by personnel within the Client Company”, giving one example.?

Ans:- Documents prepared by Client’s Officers, produced by the client to the Auditor:

(a) Internal Evidence is prepared by the officers of the Company, e.g. Goods Received Note for material received.

(b) The employees preparing the documentation are under the direct control of management and therefore the evidence may not be fully acceptable to corroborate management representation.

(c) Also if an employee has been responsible for defrauding the Company in any way, then the documents prepared by them may be falsified to conceal the fraud.

(d) Hence such evidence is likely to be less reliable than the types of evidence described in (1) & (2) above.

Q.6 Describe and compare the reliability of  “documentary evidence calculated by the Auditor from Company records”, giving one example?

Ans:- Evidence calculated by the Auditor from Company records:

(a) This constitutes information obtained directly by the Auditor from the Company’s records e.g. schedule of accounting ratios (or percentages) prepared by the Auditor.

(b) This evidence is circumstantial in nature as opposed to the direct evidence

(c) Such information can be compared with the previous year in order to identify areas of significant deviations, which may be investigated. 

Accounting Policies cases


Q. X Ltd. Prior to receipt of their Management Consultants’ suggestions had been valuing its stock consistently, by adding Factory Overheads to its Prime Cost.  The consultants had recommended a better procedure, which would ensure a fair allocation of Overheads.  The company intends to adopt the new basis but unwilling to accept the fact that this was a change in the basis as stated by their Consultants.  Comment?

Analysis:

· Accounting Policies refer to the specific accounting principles and the methods of applying those principles adopted by the enterprise in the preparation and presentation of financial statements.

· An entity is not required to disclose any change from one generally accepted method of accounting to another in its Financial Statements unless such change has a material effect in the current period or which is reasonably expected to have a material effect in later periods.

· X Ltd. Has merely brought about a refinement in the application of generally accepted accounting method which neither amounts to change in accounting policy nor the effect on Financial Statements appears to be material.

Conclusion: The new procedure would ensure fair allocation of Overheads and hence the Company’s contention that this would not amount to change in the basis of accounting can be considered correct.

Q.7 Credit for the profit arising out of a Hire-Purchase Sale was fully adjusted in the year of sale.  Comment on the above.

Ans.:- 

· Nature of Hire purchase:-  In a Hire-Purchase transaction, the user of goods does not become the owner till the last installment has been paid.  Hence, profit on such transactions is distributed proportionately over the hire purchase period.

· Revenue Recognition:  AS –9 recognized that the profit arising from Hire-Purchase sale cannot be taken into account till the last installment have been realized.

· Accounting Treatment: 
(a) The entire difference between the total Hire-Purchase consideration and the cash value of the relevant goods cannot be fully adjusted in the year of sale.  i.e. at the time of delivery of goods.

(b) The correct accounting treatment is to recognize the profits in various accounting periods proportionately on the basis of hire purchase consideration outstanding during the accounting period.

· Provision for un-accrued profit: Where profit arising on a Hire Purchase Sale has been adjusted fully in the year of sale, a provision equal to the account of profit, which has not accrued in the current period should be created.  This provision should be deducted from the Hire-Purchase Debtors” and properly disclosed in the Balance Sheet.

· Auditor’s Duties: The Auditor should instruct the management to adopt the correct accounting treatment of Hire-Purchase Transaction in its books.  

Q.8 SMT Enterprises entered into a contract for sale of its goods worth Rs. 2.4 lakhs with ST LTD. The goods were inspected, approved and finalized by inspection team of ST Ltd. ST Ltd. Made the whole payment of Rs. 24 lakhs.  However, it requested SMT Enterprises to dispatch the goods in six equal monthly installments from Oct. 05 to March 06.  In the month of Jan. 2006 due to natural calamity, ST Ltd. Informed SMT Enterprises to stop dispatches of the remaining three installments until further notice.  At the time of finalizing its accounts for the financial year 2005-06, SMT Enterprises booked sales amounting to Rs. 12 lakhs and showed remaining Rs. 12 lakhs as Advance against sale.  As an Auditor, comment on the above?

Ans:-

1. AS-9 Provisions: As per AS-9 Revenue from Sales should be recognized when the following conditions are satisfied (a) Transfer of property, (b) Control over goods lying with Buyer, (c) Certainty of amount and (d) Certainty of Collection.

2. Analysis: In the given case, the property in the goods had been transferred at an agreed price i.e. Rs. 24 lakhs, along with all significant risks and rewards related thereto. Also the consideration has been fully realized by the Seller.  The sale is thus complete, upon receipt of the entire payment.

3. Delivery Schedule: The Delivery Schedule had been clearly specified by the Buyer.  However, the delivery of goods had been delayed at the Buyer’s request, from the third month onwards.

4. Effect of Buyer’s Request:  Where only delivery has been postponed at the behest of the Buyer, AS-9 states that mere postponement of delivery at Buyer’s request does not alter the period in which revenue should be recognized.

5. Conclusion:  The Seller should recognize the entire amount of Rs. 24 lakhs as Sales Income, Transfer of balance amount to advance against Sales in not Correct.  The Auditor should ensure that the Seller complies with AS-9 requirements on Revenue Recognition. 

Accounting Aspects.  

Q.9 No entry is passed by cheques received by the auditee on the last day of the year, but not yet deposited with the bank.  Comments on the above.

Ans.  1. Auditor’s Duties: There may be a possibility that such cheques received on the last day of the year, particularly during late hours, are not deposited in the bank.  The Auditor should ensure that – 

(a) the system of internal control is effective.

(b) Such cheques are properly accounted for to avoid any frauds; and

(c) the F.S reflect a true and fair view.

2. Internal Control:- The following procedure may be followed -

(a) Prepare a list of such cheques in duplicate.

(b) Send a copy of the same to the Clerk in-charge of the Debtors’ Ledger, who shall record the accounting entries by crediting respective Debtors’ Accounts.

(c) Hand over the second copy to the Cashier along with the cheques received.

(d) Disclose the balance of Cheques-in-Hand along with the cash and Bank balances in the year end F.S.

3. Bank Reconciliation Statement:  The Auditor should -

(a) Verify the entries in the Cash Book and Debtors Ledger in respect of cheques received on the last day of the year.

(b) Trace such entries in the Bank Reconciliation Statement and also in the Bank Pass Book of the subsequent period.

(c) Instruct the Auditee to record the entries in respect of cheques received on the last day of the accounting year.

Q.10 A newly set up Private Ltd. Manufacturing Com. has incurred the following expenditure during its construction period.  It intends to capitalize these expenses.  Is the Company justified? State with reasons -

(a) Foreign Tour Expenses of Directors for purchasing Plant and Machinery.

(b) Technical Staff’s Salary for erection of Plant and Mach.

(c) Non- Technical Staff’s Salary during the period of installation of Plant and Mach.

(d) Other Sundry Expenses such as Stationery, Printing, Postage, Telegram and Telephones and Local Conveyance Charges etc.

Ans:- 1. Foreign Tour Expenses of Directors for purchasing Assest (Plant and Machinery): -

(a) In case of running concern, (i.e. one already in existence), these expenditure is revenue in nature and hence should be debited to P&L A/c

(b) In case of new units, when such expenditure is incurred during construction period and since, during that period, the expenditure is indirectly related to construction and is incidental thereto, it should be capitalized as a part of pre-production cost.  Hence the company is justified in capitalizing this expenditure, when the assets are acquired.

2. Technical Staff’s Salary for erection of Plant and Mach:-

(a) Technical Staff’s salary for erection of plant and Mach. Represents expenditure to bring it to operation condition.

(b) Hence, such expenditure is directly of capital nature and hence should be capitalized

(c) So, the company is justified in capitalizing the aforesaid expenditure.

3. Salary of Non-Technical Staff:-

(a) Non-technical staff’s salary during the period of installation of Plant and Mach. Represents indirect expenditure related to construction and incidental thereto.  Hence, it should be capitalized as part of the construction cost.

(b) This view is obtained from the Guidance Note on Treatment of Expenditure during construction period.

(c) Thus, the company is fully justified in capitalizing the expenditure.

4. Sundry Administrative Expenses:-

(a) Other Sundry Expenses e.g Stationery, Printing, Postage, Telegram and Telephones and Local Conveyance Charges etc. constitute an expenditure, which is indirectly related to construction and is incidental thereto.

(b) The Guidance Note on Treatment of Expenditure during construction period recommends capitalization of these expenditure as part of the construction cost.

(c) Thus, the company is fully justified in capitalizing the above expenditure.

Q.11 State with reasons your opinion in regard to treatment of the following transactions appearing in your clients’ books of accounts

(a) Substantial Expenditure incurred for the repair of a machinery.

(b) Expenditure incurred to remove “Overburden” for purposes of facilitating mining activities.

(c) Advertisement Campaign Expenditure incurred to introduce a new product in the market.

(d) Training expenses incurred for technical personnel before commencement of commercial production by a new company.

Ans.1.  Substantial Repair Exp.

(a) Ascertain whether the expenditure has resulted in addition to the asset’s value or has contributed to higher productivity of the Machinery.  If necessary, the Report of a Engineer/Valuer may be obtained.

(b) When substantial addition to the assets is proved, the expenditure should be capitalized.  Expenses, which are essentially of revenue nature, if incurred for creating an asset or addition to its value or achieving higher productivity are regarded as expenditure of a capital nature.

(c) When there is no substantial addition to the asset, the expenditure should be written off to the P & L A/c.

(d) Verify whether there is any insurance claim for the substantial repairs expenditure incurred & whether the same has been properly accounted.

(e) Compare the amount of repairs exp. incurred with that of previous years.

2. Removal of Overburden to facilitate mining:-

(a) The benefit of such expenditure will be enjoyed so long as mineral can be raised.

(b) Hence, it amounts to Deferred Revenue Expenditure, the benefit of which is not exhausted within the year in which it has been spent.

(c) Such expenditure should be charged off to P&L A/c spread over various years of extraction, on the basis of quantity of mineral to be extracted every year.

3. New Product Advertisement Expenditure:

(a) The advertisement expenditure was incurred to launch and introduce a new product in the market.

(b) It is neither an expenditure for increasing the sales for that particular year or sustaining the market share for that year.  Also, the benefits of this campaign will be enjoyed for a number of years to come.

(c) Hence, such expenditure should be treated as Deferred Revenue Expenditure.

(d) It should be charged to P&L A/c over the period for which the benefit will be enjoyed.

4. Pre-production training expenditure:

(a) Training expenses are generally charged off to revenue as they are incurred for upgrading and updating the existing skills of employees, the benefit of which is of a short-term recurring nature.

(b) When a new Company incurs such expenses on behalf of technical personnel, it cannot be treated as regular training expenditure.  Such training is being organized as a new production process or when a product is being introduced.

(c) Hence such expenditure should be treated as Deferred Revenue Expenditure and written over a period of years, as the benefits from such training will be enjoyed over a number of years to come.

Q. 12 CC Ltd, a Pharmaceutical Company, while valuing its Finished Stock at the year end, wants to include interest on Bank Overdraft as an element of cost, for the reason that the Overdraft has been taken specifically for the purpose of financing current Assets like inventory and for meeting day-to-day working expenses.  Give your views.

Ans.: Alternative Ans. 1.

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

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

Alternative Ans. – 2

Q.13   Comment on the following situations:

1. Z Ltd wanted to treat the heavy advertisement exp. Incurred by them to launch a new product as Revenue Exp. The product did not pick up and the sales were negligible.  It is anticipated that no material benefit would accrue in future from such heavy advertisement exp.

Deferred revenue: When “heavy” advertisement exp. is incurred for a ‘new” product, the inherent presumption is that the benefits will be received over a longer period.  Hence, such exp. are treated as Deferred Revenue Exp. and written off to the P&L A/c over a future period say 4 or 5 years.

Analysis:  Deferral exp. is done if it is almost established that the advertising effort is not going to succeed i.e. no benefit is likely to flow in future, there is no purpose in deferring the same.

Inference:  Accordingly, if product is unsuccessful, the expenses incurred should be written off to the P&L A/c.  Hence, the writing off of the entire expenditure to revenue is appropriate and correct.

Q.14  Z. Ltd acquired a car for its M.D. on Hire Purchase basis.  The interest payable as well as penalty payable for late payment of installments was added to the cost of the car.

Ans.:

(a) Capitalization: The cost of an asset purchased on HP basis shall be taken as the cash price and not the total of installments payable.  Depreciation shall be computed only on the Cash Price.

(b) Interest:  The interest payable along with installments, whether separately or included therein, should be treated as Revenue Expenditure and debited to Interest Account.  It should not be capitalized by adding to cost of asset.

(c) Penalty: Penalty for late payment of installments does not add value or enhance the productivity of the asset.  It is a Revenue Exp. to be debited to the P&L A/c.

(d) Inference: Since the company has not adopted the generally accepted accounting principles, the Auditor will have to qualify his report.

Prior Period Items

Q.15  What do you understand by the term “Prior Period Items”?

Discuss the accounting principles, relevant to audit, relating to Prior Period Items.

Ans:- 1. Meaning:  AS-5 on “Prior Period and Extraordinary Items and Changes in Accounting Policies” defines Prior Period Items as those “material charges or credits, which arise in the current period as a result of errors of omissions in the preparation of F.S of one or more prior periods”

2. Features:

(a) They are generally infrequent in nature.

(b) They are different from accounting estimates, which are, by their nature, approximations that may need correction, as additional information becomes known in subsequent periods.

3. Disclosure:

(a) Prior Period Items are included in the Statement of P&L for the current period but a separate disclosure of all such items is made so that their impact on the current profit or loss can be perceived. 

Q.16 M/s Bonafide ltd has taken a Group Gratuity Policy from Insurance Company.  During the accounting year 06-07, it received a communication from the said insurance company that premium amount for the accounting year 05-06 was less charged by Rs. 75 lac on account of arithmetical error on the part of the insurance company.  M/s Bonafide ltd paid the said sum of Rs. 75 lac during the accounting year 06-07 by debiting the same to Prior Period Expenses.  As an Auditor, comment on the above.

Ans.  According to AS-5 - “Prior Period and Extraordinary Items and Changes in Accounting Policies” defines Prior Period Items as those “material charges or credits, which arise in the current period as a result of errors of omissions in the preparation of F.S of one or more prior periods.   

Analysis:- In the given situation, there is an arithmetical error in calculating the liability for gratuity by the Insurance Company, relating to the preceding year, but reported in the current F.Y.

Conclusion:

(a) Since the error was made only by the Insurance Company in whose judgment M/s Bonafide Ltd relied upon, the error cannot be treated as Prior Period Item.

(b) The additional liability relating to the preceding year was materialized (i.e. communicated only in the current year.  Hence it should be shown as an ordinary item in the current year P&L A/c)

(c) The Management’s view in showing this amount as a Prior Period Item is wrong.

(d) However, if the amount is material in relation to the F.S as a whole a suitable description may be given in the Notes to the Accounts.

Q.17  Y ltd provided Rs. 25 lakhs for inventory obsolescence in 2005-06.  In the subsequent year, it was determined that 50% of such stock was usable.  The company wants to adjust the same through Prior Period Adjustment Account as the provision was made in the earlier year.  State your views on the above.

Ans. Meaning:  AS-5 on “Prior Period and Extraordinary Items and Changes in Accounting Policies” defines Prior Period Items as those “material charges or credits, which arise in the current period as a result of errors of omissions in the preparation of F.S of one or more prior periods.

1. 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.

2. As estimate may have to be revised if changes occur regarding the circumstances on which the estimate was based, or as a result of new information.  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.

3.  In the given case, revision of the estimate of obsolescence does not make the resulting amount of Rs. 12.5 Lakhs as a Prior Period Item or an Extra-Ordinary Item. 

4. Since the amount involved is material, it requires separate disclosure to understand the financial position and performance of the enterprise.

EXTRA ORDINARY STATUS

Q.18  Asian Overseas Oil ltd’s oil wells are damaged in Iraqi war in Nov. 2006.  Claim has been preferred with the Insurance Companies for Total Loss, pending the settlement by the insurance companies; neither any provision nor any disclosure has been made in the 2006-07 accounts. Comment.

Ans. 1. Provisions: Under Section 227 (3) (d) of the Companies Act the Auditor shall state whether the Balance Sheet and P&L A/c comply with the accounting Standards u/s 211(3C).  Both ordinary and extra ordinary items should be disclosed clearly and separately in the P&L statement.

2. Analysis:  The given situation is clearly an Extra-Ordinary item covered by AS-5.  Non-provisioning of losses in the instant situation is clearly a violation of the provisions of AS-5 and also AS-9 (Revenue Recognition)

3. Conclusion: Hence, the Auditor should attract the attention of the readers for non-compliance with mandatory Accounting Standards.  He should also examine whether the Going Concern Assumption is proper in the given situation.

Q.19   ABC ltd has a vacant land measuring 10000 sq. mts which it had no intention to use in the future.  The Board of Directors decided to sell the land to tide over its liquidity problems.  The company made a profit of Rs. 5 lakhs by selling the said land.  There was a fire in the factory and a part of the unused factory shed valued at Rs. 4 lakhs was destroyed.  The fire loss was set off against the profit from sale of land and a profit of Rs. 1 lakh was disclosed as Net Profit from sale of assets.  Do you agree with the treatment and disclosure? If not, please state your views.    OR

The Surplus arising from sale of investments was set-off against a non-recurring loss and was not disclosed separately.  State your opinion on the above.   – OR

The Surplus arising from a change in the basis of accounting was set off by X ltd., against a non-recurring loss. Comment.

Ans. Meaning:   AS – 5 on Prior Period and Extraordinary Items and Changing in Accounting Policies” defines Extraordinary Items as “gains or losses which arise from events or transactions that are distinct from the ordinary activities of the business and which are both material and expected not to recur frequently or regularly.

2. Disclosure Requirements:

(a) AS-5 recommends that Extraordinary Items of the enterprise during the period should be disclosed in the Statement of P&L as a part of the Net Income.

(b)  The nature and amount of each such item should be separately disclosed in a manner that their relative significance and effect on the current operating results of the period can be perceived.

3. Materiality Concept:  Transactions of abnormal or non-recurring nature are considered material even if the amount involved may not be significant.  In offsetting and aggregating items, care must be taken to ensure that the items, which are independently material, are not set-off against each other.  Accordingly, surplus arising from the sale of investments should not be set off against a non-recurring loss.

4. Analysis:

(a) Sale of land/investments does not constitute an ordinary activity of the Company and is hence an Extra-Ordinary Item.  Disclosing the Net Profits after setting off of fire losses or non-recurring losses against the profit from sale of land/investments is not correct.

(b) As per AS-5, Profit on Sale of Land as well as Loss on account of fire should be disclosed separately.

5. Change in Basis of Accounting: A change in the basis of accounting is a significant aspect requiring separate disclosure under AS-1 and AS-5. Hence, it would not be prudent to set off the surplus arising from a ‘change in the basis of accounting’ against a ‘non-recurring loss’.  Therefore the surplus on account of change on the basis of accounting and non-recurring loss should be disclosed separately.

Q.20 Included under Excise Duty is an amount of Rs. 2 lakhs representing demands received pertaining to earlier years.  The Company has charged the same as expenditure for the year.  State whether you are agree with the Company’s treatment.

Ans. Meaning:  AS-5 on “Prior Period and Extraordinary Items and Changes in Accounting Policies” defines Prior Period Items as those “material charges or credits, which arise in the current period as a result of errors of omissions in the preparation of F.S of one or more prior periods

1. The demand received by the Company in respect of excise duty though pertaining to previous years, does not arise due to error or omission.  Hence, it does not constitute a Prior Period item.

2. So, the Company’s treatment in charging the amount as expenditure for the current financial year is proper.

Q.21   State briefly the duty of an Auditor with regard to each of the following:

1. A sum of Rs. 10 lakhs is received from Insurance Company in respect of a claim for loss of Goods-In-Transit costing Rs. 8 lakhs.  The amount is credited to Purchases A/c.

2. The company suffered a loss of Rs. 2 lakhs on account of embezzlement of cash and it was debited to Salary Account.

Ans:- Provision laid down in AS-5 should be taken into account.

· Net Profit: AS –5 on “Net Profit or Loss for the Period, Prior Period Items and Changes in Accounting Policies” requires that “ all items of income and expense which are recognized in a period should be included in the determination of Net Profit Or Loss for the period”.

· Special Items: AS- 5 also states “ when items of income and expense within profit or loss from ordinary activities are of such size, nature or incidence that their disclosure is relevant to explain the performance of the enterprise for the period, the nature and amount of such items should be disclosed separately”.

1. Amount Received from Insurance Company:

(a) Nature of Item:  The claim for loss of goods in transit and the amount received from the Insurance Company arises out of ordinary activities of the enterprise, as a part of its normal course of business.  But having regard to amount involved an exceptional nature; a separate disclosure should be made in the P&L A/c.

(b) Inference: The cost of goods lost in transit is only Rs. 8 lakhs, while the insurance money received is Rs. 10 lakhs.  Purchases Account should not be credited since it would distort the purchases made during the year and also the 
Gross Profit.  Hence, the gain on account of Insurance Compensation shall be taken to the P&L A/c under an appropriate head.  Such disclosure would enable the users to understand the performance of an enterprise for the period.

2. Embezzlement of Cash:

(a) Nature of Item: Embezzlement of Cash during the course of business is a “business loss”.  It is a business hazard, which can occur once in a while.  It arises in the ordinary course of the business

(b) Inference:  Having regard to the nature of the item, it cannot be merged with any other head like Salary.  Being a material item, it should be disclosed under a distinct head in the P&L A/c.

Q.22 State with reasons whether the following items are Reserves or Provisions –

1. The surplus arising on a professional revaluation of the Company’s Fixed Assets.

2. The estimated cost of maintaining, for the remaining period of guarantee, machines sold during the year.

3. A sum set aside from profits towards a special publicity campaign, which the Directors are considering to start in the following year.

Ans. 1. Surplus on revaluation of Fixed Assets.

(a) This amount is not free for distribution as dividend through the P&L A/c

(b) AS-10 on “Accounting for Fixed Assets” states that “any increase in net book value arising on revaluation of Fixed Assets should be credited directly to owners’ interest under the head Revaluation Reserve and is not regarded as available for distribution”

(c) Hence, the amount is a Capital Reserve.

2. Maintenance Cost for remaining guarantee period:

(a) Provision includes any amount by way of providing for any known liability of which the amount cannot be determined with substantial accuracy.

(b) The estimated cost of maintaining machinery sold during the year falls in the above category.

(c) Hence the amount shall be considered as a Provision as per Part III of Schedule VI to the Companies ACT.

3. Amount set aside towards special publicity campaign:

(a) The Directors are considering starting the advertisement campaign only in the next year.  Hence the amount of expenditure is not a committed liability as on the Balance Sheet date.

(b) In this case, the said sum is set aside from the profits and not charged against profits, since it does not relate to the period.

(c) Hence the amount set aside shall be considered as a Revenue Reserve.

Q.23   A ltd was under audit for the year ended 31.3.2006.  An appeal filed by A ltd against the demand of Excise Duty of Rs. 26 cr. Was pending before the Supreme Court for which neither provision was made nor was disclosed in the Notes to the Accounts.  On 12th July 2006, the Auditor came to know through paper reports that the point involved in the appeal of A ltd. was adjudicated by the S.C. in the case of some other assessee, which is in favor of the Department of Excise duty.  The Auditor insisted that provision be made of Rs. 26 cr. In the F.S.  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? 

Ans. 1. Recognition of Provision:  As per para 14 of AS-29 a Provision should be recognized if the following conditions for satisfied –

	Condition (1)
	Condition (2)
	Condition (3)

	Present obligation as a result of past event
	Outflow of resources to settle the obligation is probable
	Reliable estimate of the amount

	Excise Duty demand is already made on the Company.  Hence present obligation exists at the Balance Sheet date
	Additional evidence arising after Balance Sheet date lead to the conclusion that the outflow is probable i.e. more likely than not
	Rs. 26 cr. Is the amount of the liability.  (Given)


2. Treatment and Conclusion: Since all the conditions for recognition of a Provision are satisfied, a provision should be recognized for the year ending 31st March 2006.  If the amount is material, separate disclosure is also required.  The Management’s contention is not tenable.

Q.24 As on 31.3.2005, there was a claim for damage from one of the customers against the Company engaged in selling of accounting software for an alleged failure to provide satisfactory officer – sales services in relation to the software purchased from it.  Before finalization of the accounts for the year-ended 31.3.2005 (the accounts were finalized on 14th June 2005), the Company won the case and had no liability whatsoever in this regard.  The Company has made a provision for this contingent liability in its accounts for the year-ended 31.3.05, which, it says, will be reversed in the next year. 

Ans. 1. Applicability of AS-29:- Contingent liability should be recognized as per AS-29 “Provisions, Contingent Liabilities & Contingent Assets” – Following conditions should be satisfied.

(a) There must be present obligation as a result of past event.

(b) There must be probable outflow of resources to settle the obligation.

(c) Estimate of amount must be reliable.

2. Analysis of given situation: In the given situation there was no obligation on the part of the Company since the company won the case before finalization of accounts on 14th June 2005.

3. Treatment and Conclusion: Since the conditions for recognition of provision as laid down in AS-29 are not satisfied, the Company need not make a provision for the above liability for the year ending 31.3.05.  Hence, the company’s contention of creating a provision in the current year and reversing of the same in the next year – (a) is wrong; (b) violates AS-29 and (c) tantamount to window-dressing of accounts.

 Q.25 The Company had borrowed Rs. 100 lakhs from ICICI, which it is unable to repay on the due date.  The accrued unpaid interest on the same is Rs. 25 lakhs.  There is a stipulation that a default in repayment, there would be a panel interest payable, which would amounts to Rs. 10 lakhs.  The company has applied to ICICI for rescheduling the repayment and waiver of part of the accrued interest and the penal interest.  As on the date of audit the said application is still pending.  What would you do in the above situation?

Ans. 1. Facts: As per the terms of the initial loan, the company is required to pay interest and penal interest in case of default.  Due to the Company’s default in payment, accrued interest of Rs. 25 lakhs and penal interest of Rs. 10 lakhs is now payable, as at the Balance Sheet date.

2. Accrual Concept:  The Company is required to follow accrual system of accounting u/s 209 of the Companies Act.  Non-compliance with stipulation will mean that the Company has not kept “proper books of account” as required by law.

3. Management’s contention:  Mere application for waiver of interest is not sufficient.  Also as on the date of audit, the application is still pending and its likely status cannot be anticipated.  There are no events occurring after Balance Sheet Date, which provide further assurance of the conditions that existed at the Balance Sheet date.

4. Auditor’s Duties:  The Auditor must ensure that the entire amount of accrued interest and penal interest is provided for in the accounts.  If the management does not wish to provide the above amounts, the Auditor shall have to qualify the Audit Report, bringing out the quantitative impact on non-provision of interest on the profits.

Q.26 Sundry Debtors of a company as on 31.3.06 includes Rs. 10 lakhs from M/s Unrealizable Traders, who have been declared insolvent on 4.4.06.  Comment.

Ans. Analysis:  The instant situation is covered by the definition of Adjusting Events.  Adjusting events are those significant events, which provide additional information materially, affecting the determination of the amounts relating to conditions existing at the Balance sheet date.

Conclusion: The Auditor should ensure that the Assets and Liabilities as at the Balance Sheet date have been suitably adjusted in respect of such Adjusting Events (AAS-19) the Auditor should instruct the Company to fully provide the loss on account of the customer’s insolvency.  Where the company does not adjust the accounts, the Auditor shall qualify his Report.

Q.27 You are the Auditor of a Manufacturing Company whose year ends on 30th June.  The following events occur after the year and before you complete the audit.  The Audit Report issued by you is dated 20th September.

1. The Sales ledger balance at 30th June was Rs. 95000.  By 20th September, cash had been received against this amount totaling Rs. 65,000.

2. On 20th Aug., a batch of goods, which were shown in the stock records at 30th June at a cost of Rs. 10,000, was sold for Rs. 25,000 and another batch costing Rs. 30,000 was sold for Rs. 15000.

3. A customer who had purchased a large consignment of goods during the accounting year claimed damages of Rs. 40,000 because the goods were faulty and unfit for use.  The company has denied any liability.

4. A warehouse was destroyed by fire on 31st July containing stocks, which were worth Rs. 1,00,000.  The warehouse was valued in the Company’s books at worth Rs. 80,000. The stock was insured for Rs. 70,000 and warehouse for Rs. 60,000.

State giving reasons, for your answer, how the above events would affect the account for the year ending 30th June.

Ans. Consideration of Subsequent Events:-

· AAS –19 requires that the Auditor should consider the effect of subsequent events on the F.S and the auditor’s Report

· The manner and treatment of each event depends upon the nature of the event i.e. (a) Adjusting Event or (b) Non Adjusting Event.

· The Auditors’ duties in respect of each of the above situation is described below:-_

Situation 1. Debtors remaining uncollected.

(a) Examine the actual experience of the Company in collecting sums due to it.

(b) Examine the terms under which goods are sold and see to what extent they are being exceeded.

(c) Verify whether the amount still remaining due will be collected in the immediately foreseeable future.

(d) Review correspondence with debtors since year-end and ascertain the need to create provision for bad debts.

(e) Discuss the necessary bad debt provision with the Company’s Directors to make necessary adjustment in the F.S, if required.

Situation 2: Stocks sold below cost.

1. As – 2: As per prudent accounting principles and AS – 2, Stocks should be valued at Cost or net Realizable Value, whichever is lower.  For this purpose, stocks have to be considered on a line-by-line basis or in groups and not in total.

2. Goods sold above cost:  In respect of items costing Rs. 10,000 and sold at Rs. 25000 in the next period there is further evidence as to the realisability. Hence such items should be stated at cost and the profit should be considered only in the next accounting period.

3. Goods sold below Cost:  In respect of items costing Rs. 30000 but sold for Rs. 15000; the subsequent event provides an indication of its realizable value/ market price as at the Balance Sheet Date.  Hence, such goods shall be valued at Net Realizable Value as on 30th June.  The necessary adjustment should be made in the F.S. of this period.

Situation 3. Liability for damages:

(a) Legal Opinion:  (a) whether there was legal liability and (b) what would be the extent of the potential damages.

(b) In case of ascertainable liability: The Company, on such legal opinion, should be advised to make a provision in its accounts as at 30th June to cover the estimated amount of damages payable together with legal costs.

(c) In case of unascertained liability:  If the amount payable cannot be estimated it should be shown as a contingent liability in a Note to the Accounts as at 30th June.

Situation 4.: Fire subsequent to Balance sheet Date.

1. The fire took place after the year-end and hence its accounting effect should be reflected in the next year’s accounts.

2. In case of material losses, adequate disclosure shall be made in the Report of the Board of Directors.

3. The Auditor should examine the appropriateness of the Going Concern Assumption and report accordingly. (AAS –16 Going Concern)

Q.28  A company’s accounting year ends on 31st March.  One of the subsidiaries had declared dividend in April 2006 in respect of its accounting year ending 30th Nov., 05.  The Company concerned (i.e. Holding Company) is to receive a dividend of Rs. 100000.  The auditing of the Company for the year ended 31st March 06 is in progress.  Do you think that the dividend can be accounted for by the Holding Company in its accounts for the year ended 31st March 2006?

Ans 1. As per Note (1) under Part IA of Schedule VI of the Companies Act, 1956, dividends declared by Subsidiary Companies after the date of the Balance Sheet should not be included unless they are in respect of period, which closed on or before the date of the Balance Sheet.

2. In the above case, the Subsidiary’s relevant accounting year ended on 30th Nov. 05.  The Subsidiary had declared the dividend in April 2006 when the audit of the Holding company was in progress.

3. Since the Subsidiary’s account period fell before the end of the accounting period of the concerned company, the dividend declared in April 2006 should be accounted for in the accounts of the Company for the year ended 31st March 2006.

4. This view is also supported by AS-4 Contingencies and Events occurring after the Balance Sheet date AAS-19 Subsequent Events and the principles relating to consolidation of F.S.

Q.29   A company wants to adjust the bank balance on the Balance Sheet date by reversing the entry for a cheque issued in the normal course of business and cancelled after the year-end but before the finalization of accounts.  The cheque was returned on the ground that the signature differs.  Discuss.

Ans. 1. As per AS 4 on “ Contingencies and Events Occurring After the Balance Sheet Date”, Assets and Liabilities should be adjusted for significant events occurring after the Balance Sheet date that provide additional evidence of estimation of amounts relating to conditions existing at the Balance Sheet date.

2. The phenomenon of difference in signature existed on the Balance Sheet date. 

3. The reversal of the entry can be made as on the Balance Sheet date, if the amount is material. 

Q. 30 A computerized Machinery was purchased by two companies jointly.  The price was shared equally.  It was also agreed that they would use the machinery equally and show in their Balance Sheets, 50% of the value of the machinery and charge 50% of the depreciation in their respective books of accounts.  Comment on the above.

Ans. 1. Methods of Treatment: Para 34 of AS –10 permits the following alternative methods of accounting for jointly owned Fixed Assets –

(a) Stating the extent of share of an enterprise in jointly owned assets and the proportion in the original Cost, Accumulated Depreciation and Written Down Value in the Balance Sheet; or

(b) Grouping together the pro-rata cost of jointly owned assets with similar fully owned assets.

Conclusion:  The method of presentation adopted by the Company is in accordance with AS –10.  As required by AS-10 the company should, additionally indicate such jointly owned assets in its Fixed Assets Register.

Q 31. A senior assistant of X & Co. Chartered Accountants drew up his audit programme without evaluating the Internal Control of T Ltd.  When the Partner asked the reason, he stated that the controls were developed by the General Manager (Finance) of T Ltd., who is also a C.A and who had written a few books on “Internal Control” and, therefore there was no need to review the said area.  State your viewpoints.

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

2. Although Internal Control (I.C.) is management’s responsibility, the Auditor -

(a) Should independently gain an understanding of the accounting system and related I.C and

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

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

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

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

Q. 32.  List the important I.C. in relation to Sales and Debtors.

Ans.  The primary I.C. measures in relation to Sales & Debtors are:-

1. All documents like Invoices, Delivery Challans, etc. should be serially numbered and missing documents promptly investigated.

2. Dispatch, sales and invoicing functions are to be segregated.

3. Delivery Challans shall be verified by the carrier before dispatch.

4. Delivery Challans shall be verified with Customer’s Purchase Order before dispatch and serially filed

5. Customers’ acknowledgement for goods dispatched must be promptly obtained.

6. Invoices prepared for all deliveries are to be sent to customers within a reasonable time.

7. Prices on invoices must be as per standard-price list and all unusual discounts/price reductions should be duly authorized.

8. Proper recording of returned goods should be made and Credit Notes duly authorized and verified with related invoices.

9. Adequate records shall be maintained for part deliveries.

10. Listings in Sales Ledger Balances shall be regularly balanced with Control Account.

11. Cheques received by post are to be recorded and bearer cheques must be stamped “A/c Payee only”

12. Record of receipts shall be duly verified with the bank pay-in-slip after deposit and also with the Cash Book.

13. Duties of personnel responsible for recording Sales Ledgers, receipts of cash and issue of receipts shall be segregated.

14. Cash takings/collections have to be matches with invoices

15. Listings of Sales Ledger Balances shall be reconciled periodically with Control Accounts, by independent persons.

Q. 33 Discuss briefly the features of an effective system of I.C. over Wages and Salaries in a large factory.

Ans. An effective system of I.C. over Wages and Salaries within various departments viz. Personnel, Time keeping, payroll etc. should have the following features – 

1. Master Records in Personnel Department:  Personnel Department should keep record for each employee showing particulars of (a) employment, (b) retirement or dismissal (c) rates of pay. (d) Increment and promotion, (e) leave availed or encashed, (f) specimen signatures etc.

2. Identity Cards:  Identity Cards should be issued to all employees at the time of employment and the same should be renewed periodically.  The identity cards should be received back when a person ceases to be in service.

3. Time Keeping: Time records should be maintained preferably with the help of mechanical devices, at the factory gate or at entry point of the departments.  Time keeping and attendance recording function should be separated from payroll preparation.

4. Overtime Sanction: Overtime should be authorized by a competent official.  An upper limit on the overtime allowable during a period should be fixed.

5. Payroll Preparation:  Preparation of wages and salary bills should be done by members of the staff who are not connected with maintaining the record of engaging workers, recording their attendance or fixing wages rates.

6. Payroll Authorization:  Payroll should be prepared after checking the original time record, employment wage rates from pay records and production records.

7. Cheque for Wages:  A single cheque from bank for the exact amount of wages and salaries payable should be made, cash withdrawn and un disbursed amount, if any, should be deposited back in the bank.

8. Acknowledgement for Payment:  Signatures should be obtained from the employees to whom the payment is being made.  When the payment is made to a person other than the employee, written authority should be obtained.

9. Surprise Checks: Surprise checks should be conducted at the time of wage payment by a responsible official who is independent of the Wages and Salaries department.

10. Reimbursement of Expenses: Clear distinction should be made between salaries and wages; and reimbursement of expenses like conveyance charges, medical claims, etc.

Q. 33. State the steps that you would suggest for proper I.C. over stores of a large Textile Mill Company.

Ans. The following steps are suggested for proper I.C. over stores of a large Textile Mill Company-

1. Purchase Requisition:

(a) Purchase requisitions should be placed immediately when the re-order level of any particular kind of stores has been reached

(b) The Store Keeper should send a requisition to the Purchasing Department stating the description and quantity of goods to be ordered with any special instruction as regards quality, delivery etc.

(c) The Store Keeper should not be authorized to place order for stores.

2. Purchase Order:

(a) A responsible Official should sanction all purchase Orders sent to suppliers

(b) The Purchase order should be in writing and given on printed and pre-numbered forms.

(c) At least two copies of each order should be made out, one copy for the Store Keeper and the other retained in the Purchasing Department.

(d) When a large quantity of any material is to be purchased, it is advisable to invite tenders before placing an order, and to distribute the orders to several suppliers, so that regular supplies may be ensured.

3. Receipt of Materials:

(a) On receipt of stores details thereof should be entered in a Goods Inward Book kept at the gate.  The goods should then be passed on to the Store Keeper together with Delivery Notes.

(b) The Store Keeper should check the quantity and quality of stores with the copy of the order made and the delivery note

(c) The Store Keeper should make a detailed report on deliveries, which are not in accordance with the order.

4. Material Handling:

(a) The Store Keeper should see that the stores are placed immediately in their respective racks, bins or other containers and the necessary entries are made on the bin cards.

(b) The Store Keeper should not issue any material to anyone unless a properly signed requisition is produced to him.

5. Invoice Processing:

(a) All Invoices for purchase of stores should be checked with the copies of orders.

(b)  The invoices should then be entered in the ‘Stores Purchases Book and filed properly.

(c) The payment or invoices should be passed by a responsible official of the Company.

6. Purchase Returns:

(a) All stores returned to Suppliers should be recorded in the Goods Outward Book kept at the factory gate.

(b) A credit Note should be obtained from the Supplier for each return of stores and also for claim of an allowance.

(c) A responsible official should approve every Credit Note received before it is recorded in the Stores Purchases Returns Book.

Q. State the most appropriate I.C procedure for cheque payments in a medium sized undertaking.

Ans:- 1. Payment Schedule: a schedule of payment dates in each month for recurring payments e.g. PF, TDS, Salary, Rent, Telephone, and Electricity etc. should be prepared

2. Invoices:  Any payment should be made only against original invoices or equivalent documents

3. Vouchers:  all cheques should be accompanied by payment vouchers and supporting documents.  The vouchers should contain evidence of verification by persons signing the cheques and/or those authorizing vouchers for payment

4. Cheque Reference:  all invoices and supporting documents should be properly stamped as “Paid” and identified by the cheque number at the time of signature by the responsible official.

5. Crossed Cheque:  all cheques should be made payable “to order” and crossed “Account Payee only” except cheques made for wages and petty cash.

6. Signatory:  Names of officials and the limits upto, which they are authorized to sign cheques, should be specified.

7. Dispatch: A proper method to check whether cheques are dispatched immediately to the payees and also whether the cheques received are immediately banked.

8. Unused Cheques:  all unused cheques should be kept under proper physical custody.

9. Cancelled Cheques:  All cancelled cheques should be destroyed.  The practice of signing cheques in blank should be prohibited.

10. Stop Payment Cases:  When “Stop Payment” instructions are issued, the original entries should be reversed immediately.

Q. You are Auditor of a large entertainment center recently opened to provide recreational facilities for the public.  Collections are made in cash against the issue of tickets.  Specify what you consider would be an adequate system to achieve strict control over the selling and collecting of all tickets.

Ans:  The following system may be adopted to have control over sale of tickets and cash collection:-

1. Ticket Management: Tickets must be serially numbered and steps should be taken to prevent tickets from being used more than once.

2. Ticket Sales:  As far as practicable the tickets should be sold from a central ticket office, or through ticket machines at different locations – strict control over the keys to these machines must be maintained.

3. Day-end Cash reconciliation:  Cash collected at the central ticket office and machine collections, should be reconciled with the tickets sold, on daily basis.  Serial numbering of tickets facilititates this operation.

4. Daily Banking:  All cash collected must be accounted for and banked daily to minimize the risk of theft.

5. Inventing technique: All takings should be analyzed to the various facilities provided by the center.  Written procedures should be established for the recording and investigation of any cash shortages or surpluses.

6. Advance Bookings:  The central ticket office alone must deal with advance bookings; the system should ensure that all advance bookings are fully paid for.  Tickets sold in advance must be properly accounted for.

7. Discounts and Specials:  Allowances (discounts) on group booking should be properly authorized.

8. Surprise Checks and Internal Audit:  The Internal Audit Department can carry out periodic surprise cash counts, random (spot) checks on daily banking and reconciliation procedures, and proper cancellation of entrance tickets to ensure correct functioning of the whole system.

Q. You have been appointed as an Auditor of a large Industrial Company, which has an established Internal Audit Department, State the main aspects that would be considered to find out the effectiveness of the department.

Briefly enumerate the steps to assess the Internal audit function of an enterprise.

Ans.  The statutory Auditor may determine the effectiveness of Internal Audit Department with regard to the following aspects:-

1. Status:  Ascertain organizational status of Internal Audit Department to assess whether it is given sufficient importance in the hierarchy so that other departments do not ignore the Internal Audit Department and their findings.  A respectable level in the organization also reflects commitment of the Top Management to the internal audit function.

2.   Degree of Independence:  Check whether the Internal auditor has been provided with communication access to the Board of Directors through Audit committee and to Managing Director as well.  Such a level of communication would ensure necessary independence to Internal auditor.

3. Scope:  Examine the “scope” of internal audit and find out whether internal audit has covered all functions both financial as well as non financial in respect of all departments spread over geographical areas.

4. Objectives:  Examine whether the internal audit objectives as determined by the top Management are consistent with the overall business plans.

5. Competency: Examine whether the internal audit personnel have necessary competence (both regarding technical and personnel relations) to appraise the performance of other function areas.

6. Due professional care:  Ascertain whether internal audit work appear to be properly planned, supervised, reviewed and documented.  An example of the exercise of due professional care by the Internal auditor is the existence of adequate audit manuals, audit programmes and working papers.

7. Reports:  Ensure whether the internal audit reporting procedures embody timeliness, relevance and emanates only after consulting key members of such areas.

8. Follow-up Action:  Ascertain whether the Management implements recommendations on improvements in the system of Internal Check and control contained in such reports.

Q. You are the Chief of the Internal audit Department of a large manufacturing concern.  As the head of the department your duty, inter alias, is to advise on and observe the maintenance of proper records of plants, machinery, and tools and ides as well as to keep a watch upon the chances of obsolescence of the plants and machineries.  Draft a suitable programme by which you can discharge your duties properly. 

Ans: The Internal Audit Programme in connection with Fixed Assets may be in the following lines:-

1. Asset Register: To review the registers and records of Plant, Machinery, etc. showing clearly the date of purchase of assets, cost price, location, depreciation charged etc.

2.  Cost Report and Journal Register:  To review the reporting costs relating to each Plant and Machinery; to verify items, which have been capitalized.

3. Code Register:  To review that each item of Plant and Machinery has been given a distinct code number to facilitate identification and verify the maintenance of Code Register,

4. Movement Register:  To verify whether – (a) Movement Register for movable equipments, and (b) Log books in case of vehicles etc/ are being recorded properly.

5. Physical Verification:  To see that physical verification has been conducted at frequent intervals.

6. Asset Disposal Register:  To review whether assets have been disposed of after proper technical and financial advice and sales/disposal/retirement etc. of these assets are governed by authorization, sales memos or other appropriate documents.

7. Spare Parts Register: To examine the maintenance of a separate register of Tools, Spare Parts for each Plant and Machinery.

8.  Review of Maintenance:  To scrutinize the programme for an actual periodical servicing and overhauling of machines. To examine the extent of utilization of maintenance department services.

9. Review of Obsolescence:  To scrutinize whether expert’s opinion have been obtained from time-to-time to ensure purchase of technically most useful, efficient and advanced machines after a thorough study.

10. Review of R&D: To review R&D activity and ascertain the extent of its relevance to (a) the operations of the organization (b) maintenance of machinery efficiency and (c) prevention of early obsolescence.

Q. X a CA in practice is a statutory Auditor of MNO ltd. He purchased a car from the company under the Hire Purchase Scheme run by the Company on the same terms and conditions as applicable to all other customers.  The cash down price of the car is Rs. 80000.  The initial payment of 25% was made on signing the H.P.A. and the balance is payable in 24 monthly installments.  The Auditor has become indebted and is disqualified to act as Auditor.  Do you agree? Why? 

Ans.

1. Principle:  See 226(3) (d) provides that a person who is indebted to the company for an amount exceeding Rs. 1000 shall be disqualified to act as an Auditor of that company.  He shall also be disqualified in case he becomes indebted subsequent to his appointment.

2. ICAI Pronouncement:  The ICAI’s Guidance Note on “Independence of Auditors” states that an Auditor of a Company may purchase goods or services from the Company audited by him.  In such cases, 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 u/w 226(3) (d) will be attracted.
3. 3. Conclusion:  Hence in the given case, if the Auditor has purchased goods on H.P. on normal terms and conditions of the business of the Company and the amount of installments outstanding exceeded Rs. 1000 the Auditor is disqualified to act as an Auditor of the Company.

Q. L a CA in full time practice, was acting as the Statutory Auditor of a Public Ltd. Company, till it was wound up.  L was appointed as the Liquidator for purposes of winding up proceedings.  Comment.

Ans. 1. Provision:

(a) A CA in practice can act as a Liquidator of a Company, subject to ICAI’s Regulations.  However, a CA cannot act both as Liquidator and Auditor of the Company at the same time.

(b) When a CA acts as a Liquidator, the Statement of Accounts to be filed be audited by a qualified CA other than the CA who is the Liquidator of the Company.

2. Analysis:  The appointment of L., CA to carry out both the functions as a Liquidator and as an Auditor will not be proper having regard to the concept of Auditor’s independence.

3. Conclusion: Thus L, cannot act as both the Liquidator and the Auditor.

Q. White Star Ltd. was incorporated on 1.8.06 Mr. T who is related to the Chairman of the Company is appointed as Auditor of the Company by the Board of Directors at its first meeting held on 4.9.06.  Comment.

Ans. 1. Appointment by Board.  Sec. 224(5) specifies that the Board of Directors can appoint the First Auditor(s) within one month from the date of incorporation of the company.

2. Analysis and Conclusion: In the instant case, the First Auditor(s) should have been appointed within one month from the date of incorporation i.e. before 1.9.06. Hence the appointment of Mr. T by the Board of Directors on 4.9.06 is invalid.  When the appointment becomes invalid, the relationship of Mr. T to the Chairman is of no significance.

3. Failure: If the Board fails to appoint the First Auditor(s) within one month of registration, the Company in General Meeting is empowered to make the appointment.

4. Note: Where the near relationship of an Auditor with the MD or whole time Director is likely to affect the duties of an Auditor, he may refrain from accepting the appointment.

Q. The MD of PQR ltd., himself wants to appoint Sh. Ganpati, a practicing CA, as a First Auditor of the company.  Comment on the proposed action of the MD.

Ans. Appointment by Board:  See 224(5) specifies that the Board of Directors can appoint the First Auditor(s) within one month from the date of incorporation of the Company.

2. Analysis:  In the given case, the MD of the company himself wants to appoint the First Auditor(s) without consulting the Board/without the authority of the Board.

3. Conclusion: In view of legal requirement cited above, the action of the MD is not tenable.  The proposed appointment will be ineffectual and invalid in law.

Q. What are the provisions of the Companies Act, when no General Meeting has been held for two years and no Auditor has been appointed for two years?

No Annual General Meeting (AGM) was held for the year ended 31st March 2006, in XYZ ltd.  Ninu is the Auditor for the previous year.  Advise whether she is continuing to hold office for current year or not.

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

2. Analysis and Conclusion:  The existing Auditor continues to be the Auditor of the company till the factual conclusion of the next AGM, whenever it is held.

3. Company’s Duties: (a) The Company should convene a General Meeting of the members to appoint a new Auditor or re-appoint the Retiring Auditor. (b) When the existing Auditor is re-appointed, the company shall pass a resolution for his re-appointment.

Q. At the AGM of a Public Limited Com. held on 1st April 04, M/s Bat and Ball, a firm of CA’s was appointed to audit the accounts of the Company for the calendar year, 2004.  However, the next AGM of the company did not take place until 1st Jan. 2007. M/s Bat and Ball insist that they alone are entitled to audit the accounts not only for the year 2004, but also for the years 2005, 2006 respectively.  Advise the Company on the contention of M/s Bat and Ball.

Ans. Tenure of Office:  The Auditor is appointed to hold office from the conclusion of the AGM in which he is appointed till the conclusion of the next AGM.

2. When AGM is not held: The Company Law Board has clarified that Auditor’s appointment is not for a particular financial year, but from the conclusion of one AGM till the actual conclusion of next AGM.  Consequently, when an AGM is not held, the existing Auditor continues to hold office till such date the AGM is actually held or completed.

3. Sec. 227 (2): An Auditor should make a report on every financial statement laid down at an AGM during his tenure of office.

4. Conclusion:  The Auditor appointed for the year 2004 can audit the accounts for the year 2005, 2006 as no AGM was held till 1st Jan. 2007, provided the same are laid in the AGM in 2007.

Q. S.T. Ltd. appointed at the AGM, E as the Auditor and F as the Joint Auditor.  The resolution provided that in the event of both or either declining the appointment, the Board may fill up the vacancy of their discretion.  The of Directors subsequently resolved that in the event of either E or F declining to accept the appointment, G be appointed as Joint Auditor.  F decline the appointment and G was asked to intimate his willingness or otherwise to accept the appointment.  Advice G with reasons whether his appointment is valid.

Ans.  Resolution at AGM:  The resolution passed at the AGM empowers the Board to fill up the vacancy in the event of any or both of the Joint Auditors declining the appointment.  However, the resolution cannot override the Companies Act.

2. Companies Act Provisions:  Under the Companies Act, the Board of Directors could appoint an Auditor only (a) u/s 224(5) – First Auditors and (b) u/s 224(6)(a) – Casual Vacancy for reasons other than resignation of the Existing Auditor. 

3. F’s Appointment not complete:  In the given case, the refusal of F to accept the appointment as Joint Auditor does not create a vacancy either casual or by resignation since F’s appointment has not been become effective.

4. Conclusion.  Hence, the appointment of G by the Board is invalid.

Q. ABC Pvt. Ltd, at its AGM held on 28.9.06 had appointed another firm X & Co., CA’s as the Auditors of the company for the year 2006-07.  However, since the appointment of X & Co. , was not made in accordance with the provisions of Sec. 225, they had refused to accept the appointment made by the Company.  Subsequently, the Company sent a letter to the previous Auditor Z associates requesting to take up the audit of the Company for the year 2006-07.

Comment whether Z Associates can continue as Auditor of the company for 2006-07, since no resolution was passed at the AGM of the company for removal of Z Associates as the Auditors of the Company and they are not otherwise disqualified to be reappointed as such.

Ans. 1. Need for Resolution: The expression “Shall be reappointed at each AGM” postulates some action on the part of the Company resulting in the re-appointment of the retiring Auditor.  Hence, a specific resolution is required to re-appoint the retiring Auditor.  He cannot be deemed to be appointed or re-appointed automatically at the AGM (i.e. without any resolution).

2. Sec. 225(2) Requirements:  For appointing a person other than the retiring Auditor, full compliance with Sec. 225 is necessary.  No compliance would render the appointment of the new Auditor illegal and ineffective.  Hence, in the given case, the appointment of X & Co. CA’s is invalid.

3. Central Government’s Power u/s 224(3) :  Where Auditors are not appointed or reappointed at the AGM in accordance with Sec. 224(2) and Sec. 225 and Sec. 190 the Central Government is empowered to appoint Auditors u/s 224(3)

4. Conclusion:  In the given case, the company has not properly appointed X & Co. or validly re-appointed Z & Associates at its AGM.  Hence, Z Associates cannot continue as Auditors of the Company for the year 2006-07.

 Q. Mr A was appointed Auditor of AAS ltd by the Board to fill the casual vacancy that arose due to death of the Auditor originally appointed in AGM.  Subsequently, Mr. A also resigned on health grounds during the tenure of appointment.  The Board filed this vacancy appointing you through duly passed Board resolution.  Comments.

Ans. 1. Meaning of Casual Vacancy:  Casual Vacancy has not been defined in the Companies Act.  It stands for a vacancy created by the Auditor ceasing to act after he was validly appointed and the appointment was accepted.  This may arise due to variety of reasons like resignation, disqualification, dissolution of the Firm etc.

2. Appointment of Auditors in case of Casual Vacancy:  If the Casual Vacancy is caused due to resignation of existing Auditors, the Company in a General meeting can appoint the Auditor subject to Sec. 224A.  If the Casual Vacancy is due to the reason other than resignation the appointing authority shall be the Board of Directors via Board Resolution.

3. Analysis of the given case:  In the given case Mr. A was appointed to fill the casual vacancy which was caused due to death of the previous Auditor.  Subsequently he resigns due to his health problem as the Auditor of the Company and Board appoints another Auditor through Board Resolution.

4. Conclusion: Considering the above provisions of Companies Act, appointment by Board Resolution to fill the Casual Vacancy caused due to resignation is not legally valid.  The appointment should be made only by a company in a G.M by passing appropriate resolution subject to Sec. 224A.

Q. The existing Auditors re-appointed at the AGM of the Company, refused to accept the appointment.  Is the Board of Directors entitled to fill up the vacancy? Comment.

Ans. 1. Appointment not effective:  When the Existing Auditors who have been re-appointed at the AGM refuse to accept the appointment, it does not create a Casual Vacancy or vacancy by resignation.  The Auditor’s appointment has not become effective due to the refusal.

2. Board not empowered.  Since the Auditors are appointed in the AGM the subsequent refusal of appointment does not empower the Board of Directors to appoint Auditors in the place of those refusing to accept.

3. Conclusion: In the instant case, the Auditors appointment has not become effective.  Hence the appointment should be made properly by the Shareholders at a properly convened AGM/EGM.  It cannot be made by the Directors, since there is no question of casual vacancy.

Q. At the AGM of a Company, in which a Nationalized Bank held 25% of the subscribed Capital, Krishana & Co.., CA are appointed as Auditors by passing an ordinary resolution.  Comment.

Ans.: 1. Principle: Sec. 224A of the Act states that Special Resolution is required for appointing or reappointing at each AGM, the Auditor in the case of a Company in which not less than 25% of the Subscribed Share Capital is held, whether singly or in any combination by-

(a) A Public Financial Institution or a Government Company or the Central Govt. or any State. Govt.

(b) Any financial or other institution established by a Provincial or State Act in which a State Govt. holds not less than 51% of the subscribed Share Capital.

(c) A Nationalized Bank or an Insurance Company carrying on general insurance business.

3. Analysis and Conclusion: Where such company does not appoint an Auditor by a Special Resolution in its AGM the Central Govt. shall have the power to appoint a person to fill the vacancy u/s 224(3)

Q. The First Auditors of Health & Wealth Ltd. a Government Company is made by the Board of Directors.  Comment.

Ans. 1. Analysis:  As per Sec. 619 the Auditor of a Government Company shall be appointed or re-appointed by the Comptroller and Auditor General of India.

2. Even if the appointment is in respect of First Auditors, the power to appoint Auditors of a Government Company vests with the C&AG of India.

3. Conclusion: Hence in the instant case, the appointment by the Board of Directors is Invalid.

Q. PQR & Co, a Firm of CA has three partners viz. P, Q, R is also in whole time employment elsewhere.  The Firm is already holding audit of 40 companies including audit of one foreign company. The Firm is offered the audit of Z Ltd. and its 20 branches.  Comment.

Ans. 1. Restriction u/s 224(1B): No company or its Board of Directors shall appoint or re-appoint any person or Firm as its Auditors if – 

(a) Such person is in full time employment elsewhere or

(b) Such person or Firm holds the office of Auditor of the specified number of companies or more than the specified number of companies.

2. P excluded:  As per the above provision, P cannot be appointed as Auditor; also he shall be excluded for the purpose of computing the ceiling on the number of Audits.

3. Ceiling Limit:  The ceiling limit is 20 company Audits per person.  Of this 20, not more than 10 shall be in respect of Companies having Paid Up Share Capital of Rs. 25 lakhs or more.  However, audit of -

(a) Branches

(b) Corporations which are not companies

(c) Foreign Companies.

(d) Guarantee Companies

(e) Private Companies, &

(f) Sec. 233 A Special Audits. Are excluded while computing ceiling limits.

4.  Analysis:  In view of the above, the position of the Firm is as under:-

Eligible Number of Audits for PBS at 20 each  = 40 

Less Existing Audits (Excl Branch Audit 60-1) = 39

Balance that can be taken



    =    1


4. Conclusion: Hence the Audit of Z ltd. can be taken up, even though it has twenty branches, since audit of branches are excluded in computing the ceiling limits.

Q. PBS & Associates, a Firm of CA has three partners PB & S.  The firm is already having audit of 60 companies, which includes 2 Branch Audits of a Company.  The Firm is offered 3 Company Audits, out of which one is Private Company, Other is a Foreign Company and the third one is a Public company.  Decide and advise whether PBS & Associates will exceed the ceiling prescribed u/s 224 (1B) by accepting the above audit assignments.

Ans 1. Restriction u/s 224(1B): No company or its Board of Directors shall appoint or re-appoint any person or Firm as its Auditors if –

(c) Such person is in full time employment elsewhere or

(d) Such person or Firm holds the office of Auditor of the specified number of companies or more than the specified number of companies.

2. Ceiling Limit:  The ceiling limit is 20 company Audits per person.  Of this 20, not more than 10 shall be in respect of Companies having Paid Up Share Capital of Rs. 25 lakhs or more.  However, the following audits are excluded in while computing ceiling limits -

(a) Branches

(b) Corporations which are not companies

(c) Foreign Companies.

(d) Guarantee Companies

(e) Private Companies, &

(f) Sec. 233 A Special Audits.

3. Analysis:  In view of the above, the position of the Firm is as under:-

Eligible Number of Audits for PBS at 20 each  = 60 

Less Existing Audits (Excl Branch Audit 60-1) = 59

Balance that can be taken



    =    1

4. Conclusion: Of the three audits which are officered now the ceiling limit is not applicable in respect of Private Company and the Foreign Company (in view of point 2 above) Since the Company is eligible to undertake one more company Audit (As per point 3 above) the audit of the Public Company that is offered now can be undertaken.

Q. How may the Company Auditor be removed – (a) On the expiry of his term, (b) Before the expiry of his term of office?

Q. What are the provisions of Companies Act, when it is desired to appoint an Auditor other than the Retiring Auditor?

Q. X Ltd wants to remove their Auditors AB & Co..  Explain in brief the procedure to be (a) Removal on the expiry of their term of office, (b) Removal before the expiry of their term of office.

Can a properly appointed Auditor be removed before the expiry of his term? If Yes, explain the procedure for the same.

XYS & Co. Ltd. wants to remove their existing Auditors before the expiry of their term.  Give your views.

Ans. REMOVAL ON THE EXPIRY OF TERM OF OFFICE: sec. 225 lays down the procedure for removal of the Auditor on the expiry of his term of office, as under: -

1. Special Notice:  Special Notice is required for a resolution at an AGM for -

(a) Appointing as Auditor, a person other than the Retiring Auditor; or

(b) Providing expressly that the Retiring Auditor shall not be re-appointed.

2. Time Period of Notice:  The concerned Member shall give the Company, a special notice about his intention to move a resolution to this effect at the ensuing AGM, at least 14 days before such meeting.

3. Circulation of Notice:  On receipt of such a notice, the Company shall forthwith send a copy thereof to the Retiring Auditor as well as to the members of the Company.  Special Notice is to be sent to all members of the Company at least 7 days before the date of the AGM in terms of Sec. 190(2).

4. Retiring Auditors’ Rights:  The Retiring Auditor has the following rights -

(a) To make a representation of a reasonable length to the Company;

(b) To request that such representation be circulated among the members.

5. Company Duties: (a) State the fact of representations being made, in any notice of the resolution given to members of the Company: (b) Send a copy of the representation to every member of the Company to whom notice of meeting is sent.

6. Situations when representations need not be circulated: (a) When the representations are received too late by the Company (b) If the Central Govt. is satisfied that the right of representation is being misused by the Auditor to secure needless publicity of defamatory matter.

7. Certificate from appointed Auditor: Before any appointment or re-appointment of Auditors is made at an Annual General Meeting, a written certificate is to be obtained from the Auditor proposed to be appointed that his appointment will be in accordance with the limits specified in Sec. 224 (IB).

REMOVAL BEFORE EXPIRY OF TERM OF OFFICE: The provisions as to removal of an Auditor before the expiry of his term of office shall be summarized as under:-

	Particulars
	Removal of the First Auditors
	Removal of Existing Auditor other than First Auditor.

	Provision
	Sec: 224(5) proviso.
	Sec. 224(7).

	Authority to remove
	Company in a General Meeting.
	Company in a General Meeting.

	Approval of Central Govt.
	Previous approval of Central Govt. is Not Required
	Previous approval of Central Govt. is Required

	Procedure
	· Obtain nomination of new Auditor by any member of the Company.

· Send a special Notice at least 14 days to all members and the existing Auditor, intimating the proposed change.

· If the members’ nomination for a new Auditor is accepted a resolution to this effect should be passed.


	· Obtain previous approval of Central Govt.

· Send intimation of the proposal for change in Auditor, to members and the existing Auditor.

· Comply with the procedure given in Sec. 225(2)/ 225(3) outlined above.

· Pass the appropriate resolution at the General Meeting for appointment of new Auditor.


The company may remove the Auditors before the expiry of their term after following the aforesaid procedure.

Q. You have been appointed the Sole Auditor of a Company where you were one of the Joint Auditors for the immediately preceding year and the said Joint Auditor is not re-appointed. State the various steps you would take for ascertaining the compliance of the requirements of the Companies Act before accepting the Audit.

Ans. When one of the Joint Auditor of the previous year is appointed as the Sole Auditor for the next year, it is similar to non-reappointment of one of the retiring Joint Auditors.  The provisions of Sec. 225 are attracted for non re-appointment of the erstwhile Joint Auditor.

	No
	Aspect
	Auditor’s Duties

	1
	Spl. Notice
	· Ensure that Spl. Notice u/s 225(1) was duly received by the Company from a member at least 14 days before the AGM date.

· Ascertain that the Notice contains an express intention of a member of proposing the resolution for appointing a Sole Auditor, in place of both the Joint Auditors who retire at the meeting but are eligible for re-appointment.

	2
	Circulation of Notice
	· Verify whether the said Notice has been sent to all the members at least 7 days before the date of the AGM as per Sec. 190(2)

· See whether the said Notice was also sent to the Retiring auditor as per Sec. 225(2)

	3
	Circulation of Representation
	· See whether the representation, if any, received from the Retiring Auditor was circulated to the Members of the Company as per Sec. 225(3).

	4
	Conduct of Resolution at AGM
	· See that the proposed Resolution as per Special Notice was properly passed

· Ensure that the provisions of the Sec. 224(2) are fully complied with.


Q. The Board of Directors of a Company have filed a complaint with the I.C.A.I. against their Statutory Auditors for their failing to attend the AGM of the Shareholders in which audited accounts were considered.  As an Auditor, comment on the above.

Ans. 1.Right of Auditors:  The Company Auditor has the right to receive notices and to attend AGM u/s 231 of the Companies Act. 1956.  But it is not the duty of the Company Auditor to do so.

2. Judicial Decision: It was decided in Allen Craig & Co. Ltd..  The duty of Auditors, after have signed the Report to be annexed to a Balance Sheet, is confined only to forwarding that Report to the Secretary of the Company.

3. Management Responsibility:  It is the Management’s responsibility to send the Auditors Report to the individual shareholders of the Company, who are all, entitled to receive Notice of the General Meeting of the company.  It is neither the duty nor the responsibility of the Auditor.

4. Conclusion: from the above, the contention of the board of Directors for filing a suit against the Auditor with the ICAI for the reasons that, the Company Auditor being the member of the Institute failing to attend the AGM of the company is not Valid.

Q. The Auditor fails to obtain sufficient information to form an overall opinion on the matters contained in the financial statements.  Comment on the above.

The Company Auditor does not agree with the affirmations in the financial statements. Give your views.

Ans. 1. Requirement:  As per Sec. 227(3), the Auditor’s Report shall state whether he has obtained all the information and explanations, which to the best of his knowledge and belief were necessary for the purposes of his audit.

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

3. Analysis and Conclusion:  If the Auditor has not been able to obtain material information or explanations he may have to qualify his opinion regarding the truth and fairness of the Financial Statements.

Q. The Auditors of ABC Ltd issued a Qualified Opinion about the truth and fairness of the accounts of the Company for the year-ended 31.3.06.  They typed out the matters of qualifications in a bold font so as to invite the attention of the readers to them.  The Board objected to it and required them to be typed out in the same normal font as other paras of the report appear.  Comment.

Ans 1. Provisions of Sec. 227(4) If any of the matters in the Auditor’s Report is answered in negative or with a qualification, the Auditor’s Report shall also state the reason for such an answer.  The qualification is required to be indicated in bold type or in italics type. 

2. Analysis:  In the given situation the Auditors of ABC Ltd. typed out the matters of qualifications in a bold font which is objected by the management.

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

Q. Write short notes on signing of the Audit Report.

1. The members of C Ltd. preferred a complaint against the Auditor stating that he has failed to send the Auditor’s Report to them.  Comment.

Ans. 1. Signing (Sec. 229):  Only the person appointed as the Auditor of the Company or where a Firm is no appointed, only a Partner in the Firm practicing in India may sign the Auditor’s Report or sign or authenticate any other document of the Company which is required by law to be signed or authenticated by the Auditor.

2. Individual CA:  When a single CA is practicing in his own name, there cannot be any question of any Firm Name.  He shall sign only in his individual name (AAS –28)

3. Firm:  If a Firm of CA is appointed as Auditor, only a Partner in the Firm may sign the Auditor’s Report.  The partner concerned should invariably sign in his own hand for and on behalf of the Firm appointed to audit the Company’s accounts.

4. Sending of Reports:  It is the Management’s responsibility to send the Auditor’s Report to the individual shareholders of the Company, who are all entitled to receive Notice of the General Meeting of the Company.  It is neither the duty nor the responsibility of the Auditor to send his Report to the members directly.  His job ends once he has given the Report to the Company. Which should circulate it to members.

5. Reading and Inspection (Sec. 230) :  Auditor Report must be read before the shareholders of the company in General Meeting and should be kept open for the inspection by every member of the Company.

6. Non-compliance with Sec. 225 to 231.  The Auditor need not send a copy of his report to or allow inspection thereof by each member of the Company in General Meeting.  For non-compliance with Sec. 225 to 231, the company and every officer of the company who is in default, will be liable to a fine, which may extend up to Rs. 5000/- .

7. Penalty for Non-compliance (Sec. 233):  Non-compliance with Sec. 227(Reporting) and Sec. 229(Signing) the Report shall attract a maximum fine of Rs. 10,000/- if the default is willful. 

Q. Mr. Rajendra, a fellow member of the ICAI, working as Manager of Shrivastav & Co., a CA Firm, signed the Audit Report of Om Ltd., on behalf of Shrivastav & Co. Comment.

Ans. 1. Signing (Sec. 229) Only the person appointed as the Auditor of the Company or where a Firm is to appointed, only a Partner in the Firm practicing in India may sign the Auditor’s Report or sign or authenticate any other document of the Company which is required by law to be signed or authenticated by the Auditor.

2. Firm: If a Firm of CA is appointed as Auditor, only a Partner in the Firm may sign the Auditor’s Report.  The partner concerned should invariably sign in his own hand for and on behalf of the Firm appointed to Audit the company’s accounts.

3. Non-compliance with Sec. 225 to 231:  The Auditor need not send a copy of his report to or allow inspection thereof by each member of the Company in general meeting.  For non-compliance with Sec. 225 to 231, the Company and every officer of the company who is in default, will be liable to a fine, which may extend up to Rs. 5000/-

4. Analysis and Conclusion:  In the given case, the employee of the Audit Firm has signed the Audit Report which is not valid in the eyes of law.  Only a partner of the Firm can sign the Audit Report.

Q. Y is the Auditor of E Pvt. Ltd. in which there are only 4 shareholders, who are also the Directors of the Company.  On account of bad trade and for reducing the expenses in all directions, the Directors asked Y to accept a reduced fee and for that he has been offered not to carry out full audit as he has done in the past.  Y accepted the suggestions of the Directors.  What will be the position of the Auditor in the above case?

Ans. Restriction on Auditors’ Duties:  The duties of the Company Auditor are laid down by law.  The scope of his work cannot be restricted by the Company’s Memorandum and Articles or by Board of Director’s Resolutions or by the entire body of shareholders.

2. Part Audit:  The companies ACT does not deal with any full or part audit u/s 227. Hence, the offer for not carrying out full audit as has been done in the past is of no consequence.  Y should therefore not accept the suggestions of the Directors regarding the scope of his work.  Even Y accepts the suggestions; it would not reduce his responsibility as an Auditor under the law.

3. Auditors’ remuneration:  Sec. 224(8) specifies that the remuneration of the Auditor shall be fixed by the Company in a General Meeting or in such manner as the Company in General Meeting may determine.

4. Conclusion:  Y may agree for temporary reduction in audit fees, if he so whishes, in view of suggestions made by Directors.  However, charging of lower remuneration does not absolve him of his duties under law.

Q. While conducting the audit of a Ltd. Company for the year ended 31st March, the Auditor wanted to refer to the Minutes Books.  The Board of Directors refused to show the Minute Books to the Auditor.  What will be the position of the Auditor?

The Auditors were requested by the Management to accept the draft minutes of the Board, since the Minutes Book had been replaced.  Give your comments on the above.

Ans. 1. Rights of Auditors:  Sec. 227 of the Companies Act lays down the Company Auditor has a right of access at all times to all the books of accounts and vouchers.  This includes all Statutory Records such as Minutes Books, Fixed Assets Register, etc. of the Company, required to be verified for conducting the audit.

2. Role of Minutes Book:  As part of audit work, it is necessary to refer to the Minutes Book and note the decision of the Directors and Shareholders.  This is required to verify the actions of the Company and to vouch specific transactions.

3. Duties of Auditors:  If the Directors have refused to produce the Minutes Books, the Auditor may consider extending the audit procedure and to qualify his Report in any appropriate manner.

4. Conclusion:  The Auditor shall also report whether he has obtained all information and explanations, which to the best of his knowledge and belief; were necessary for the purpose of his audit.  This has to be answered in the negative or with a qualification.

Q. The Management requested your Audit Firm not to comment on valuation of Inventory and realisability of certain Debtors, as they had been covered in the Directors’ Report.  Give your views.

Ans1. Directors’ Report: Sec. 222 of the Companies Act, 1956, provides the following –

(a) Any information, which is required to be given in the accounts, and is allowed by the Act to be given in a statement annexed to the accounts, may be given in the Board’s Report instead of in the accounts.

(b) If any such information is so given, the report shall be annexed to the accounts.  In such case, the duty of an Auditor for making a Report also extends to matters reported upon by the Directors.

2. Auditors’ Duties: The Auditor should -

(a) As regards Inventories and Debtors, ensure that inventories have been valued properly and Debtors shown on the Balance Sheet are actually realizable.

(b) When any matter has to be brought to the Shareholders’ attention, include such matters in Audit Report.

(c) Review the opinion of the Board of Directors as regards Inventory Valuation and realisability of certain Debtors.

(d) Comments upon the non-compliance with AS in his Audit Report, when there is gross non-compliance by the company, the comment given by the Director’s Report does not relieve an Auditor from his duty to express his opinion.

Q. The Auditors are being insisted by the Management, to hand over the letters of confirmation of balances received by the Auditor from Debtors and Creditors.  Give your Comments.

Ans: 1. Principle:  As per AAS-3, working papers are the property of the Auditor.  The Auditor may, at his discretion, make portions or extracts from his Working Papers available to his client.

2. Analysis: In the instant case, the letter of confirmation received by the Auditor from Debtors and Creditors, constitute the Working Papers, of the Auditor.  These Working Papers constitute evidence obtained by the Auditor from third parties directly.

3. Conclusion:  Upon request by the management the Auditor may, at his discretion make portions of his working papers available to his client.  The company Management Cannot demand/ insists these letters of confirmation from the Auditor.

Q. A Company had a Branch office, which recorded a turnover of Rs. 1,99,000 in the earlier year. The Auditor’s Report of earlier year had no reference regarding the Branch although the Branch Audit had not been carried out by the Statutory Auditor.  Comment.

Ans. Exemption:  Under the Companies (Branch Audit Exemptions) Rules, 1961 formulated u/s 228(4) , exemptions are available to Branch Audit having regard to quantum of activity.  A branch shall be exempted from audit if the ‘quantum of activity’ does not exceed – 

(a) Rs. 2 lakhs; or

(b) 2% of the average of the Total Turnover of the Company, whichever is higher. 

2. Analysis:  In the given case, the turnover of the Branch Office is below Rs. 2 lakhs for the earlier year.  However, the other information as to the Total Turnover of the Company has not been furnished.  It may be presumed that the exemption was available to the Branch Office based on quantum of activity.

Q. The Central Government has appointed Mr. Sushil, a retired Finance Director of a reputed company, a non-practicing member of ICAI, as a special auditor of MM Ltd. on the ground that the Company was not being managed on sound business principles.  Mr. Ajay, MD of MM Ltd. feels that the appointment of Mr. Sushil is not valid, as he does not hold a certificate of practice.  Give your views on the above.

Ans. 1. Provisions of Companies Act:  Sec. 233A of the Companies Act provides the power to the Central Govt. to direct that a Special Audit of the accounts of a company.  The Central Govt. appoints any of the following persons to conduct the Special Audit. (a) CA u/s 2(1)(b) of the Chartered Accountants Act, 1949, whether or not he is in practice; or (b) The Company Auditor himself.

Conclusion:  From the above, it can be seen that the contention of Mr. Ajay, MD of MM Ltd. regarding appointment of Mr. Sushil as Special Auditor of the Company on the grounds that Mr. Sushil does not possess a Certificate of Practice, is not correct.

Q. No. 52. Special Audit can be ordered by the Central Government u/s 233A of the Companies Act. 1956 if a Company sustained losses continuously for two years, and the Special Auditor may not be a CA in practice.  State whether True or False.

Ans. 1. Circumstances: Special Audit u/s 233 A can be ordered by the Central Govt., if it is of the opinion –

(a) that the affairs of any Company are not being managed in accordance with sound business principles or prudent commercial practices; or

(b) that any Company is being managed in a manner likely to cause serious injury or damage to the interests of the trade, industry or business to which it pertains; or

(c) that the financial position of any Company is such as to endanger its solvency.

Hence, mere incurrence of loss continuously for two years may not be a valid ground for ordering special audit unless the solvency of the Company is endangered.  Hence the first part of the statement is false.

2. Appointment: The Central Government, may appoint any of the following persons to conduct the special audit – (a) A, CA u/s 2(1)(b) of CA-ACT, 1949, whether or not he is in practice or (b) the Company Auditor himself.  Such person so appointed shall be called as the Special Auditor.  Hence, the second part of the statement is true.

Q. No. 53 What is Cost audit and how is a Cost Auditor appointed?

Ans. General Meaning:  Cost Audit is the audit of cost records.  It is an audit process for verifying the cost of manufacture or production of any article on the basis of accounts as regards utilization of material or labor or other items of costs, maintained by the Company.

2. Examples:  Cost Audit is applicable for industries like Cement, Motor Vehicles, Drugs, Fridges, Fans, Motors, Pumps etc.

3. Cost Auditor: The Cost Auditor shall be conducted by a Cost Accountant within the meaning of the Cost and Work Accountants Act 1959.  However, CA having prescribed qualifications may also be directed, by a notification, to conduct Cost Audit, if the Central Govt. is of the opinion that sufficient number of Cost Accountants are not available. At present, no such notification is in force.

4. Appointment:  The Cost Auditor shall be appointed by the Board of Directors of the company in accordance with the provisions of Sec. 224(1B) and with the previous approval of the Central Govt. A written certificate shall be obtained from the proposed Cost auditor that his appointment, if made, will be within the limits prescribed u/s 224(1B)

5. Disqualifications of Cost Auditor:  The following persons shall not be appointed or re-appointed as the Cost Auditor of the Company -

(a) A person covered by Sec. 226(3) or 226(4) – Disqualifications for Company Auditors.

(b) Auditor of the company appointed u/s 224 (i.e. Company Auditor shall not be the Cost Auditor)

(c) A person who acquires any of the above disqualifications, subsequent to his appointment.

6. Additional Audit: Cost Audit is not a substitute for Annual Financial Audit.  The Cost Audit u/s 233B shall be in addition to the regular Financial Audit conducted by the Auditor appointed u/s 224.  Also the cost audit need not be conducted every year.  It is conducted only for those years or periods specified by the Central Govt.

7. Powers:  The Cost Auditor shall have the same powers and duties in relation to the Cost Audit, as the Company Auditor enjoys under Sec. 227.

8. Duties:  The cost Auditor shall report to the Central Govt. in the form prescribed under the Cost Audit Report Rules 1968. A copy of the Report shall be forwarded to the Company.

9. Company’s Duties:  The duties of the Company in relation to Cost Audit are -

(a) To appoint the Cost Auditor with the previous approval of the Central Govt. – 233B(2)

(b) To give all facilities and assistance to the Cost Auditor – 233B(6)

(c) To give to the Central Govt., full information and explanation on every reservations and qualification contained in the Cost Audit Report, within 30 days from the date of receipt – 233B(7)

Q. 56. Your Firm has been appointed as Auditor of ABC Ltd.  The Company had also appointed a Cost Auditor and therefore, the Management had requested your Firm not to review the Cost Records.  State your opinion on the above.

Ans.  1.Nature of Cost Audit (Sec. 233B):  Cost Audit is not a substitute for Annual Financial Audit.  The Cost Audit u/s 233B shall be in addition to the regular Financial Audit conducted by the Statutory Auditor appointed u/s 224.

2.Reporting requirements of Statutory Auditor:  The Statutory Auditor has to report u/s 227 “whether in his opinion proper books of account as required by law have been kept by the Company, so far as it appears from his examination of those books” The Statutory Auditor’s duties cannot be limited in any way either by the Articles or Directors or Members.

3. Rights of Access to Books of Account: Sec. 227(1) grants the Company Auditor with the right to access at all times the books and accounts and vouchers of the Company.  He derives his powers from the Companies Act, on the consideration that such powers are essential for a proper performance of duties.

4. Conclusion: Hence the Auditors cannot be requested not to review the Cost Records since the Company has appointed a Cost auditor.  The Auditor can, however, review the Report of the cost Auditor to form up his own opinion.

Company Audit.

Q. No. 6 Discuss the provisions of the Companies Act, 1956, regarding the maintenance of ‘Proper books of accounts’ in respect of the following:

(a) What are the items with regard to which the proper books of accounts should be maintained?

Ans. Items for which Books of Accounts should be maintained:  Sec. 209(1) requires that a company shall maintain proper books of account with respect to the following items –

(i) all sums of money received and expended by the Company and matters in respect of which receipt and expenditure take place;

(ii) all sales and purchases of goods by the Company;

(iii) the assets and liabilities of the Company.

Q. Where should these books be maintained?

Ans. Place: Every Company is required to keep proper books of account at its Registered Office. However, all or any of the books of account may be kept at such other place in India as the Board of Directors may decide.  The Company should file a notice to the Registrar of Companies (ROC) giving full address of that other place, within 7 days of this decision.

Q. What are the special provisions, where the Company has a branch?

Ans. Branch Accounts Sec. 209(2):  Where a company has a Branch Office, whether in or outside India the Company shall be deemed to have complied with the above provisions if –

(a) Proper books of account relating to the transactions effected at the Branch Office are kept at that branch and 

(b) Proper summarized returns, made up-to-date at intervals of not more than three months, are sent by the Branch Office to the Company at its Registered Office or the other place where accounts are usually kept.

Inspection:  The books of account and other books and papers shall be open to inspection by any Director of the company during business hours.  However, it shall not be open to the members.

Period of Maintaining Books Sec. 209 (4A) – The Books of Account together with relevant vouchers shall be preserved in proper and good condition for a period of not less than 8 years immediately preceding the current year.

Default and Liability:  When a breach of duty, by any responsible person, causes any default by the Company, he shall be punishable for each offence with imprisonment for a term which may extend to six months and a fine which may extend up to Rs. 10,000 or with both.

Q. 7. A Ltd. has its Registered Office at New Delhi.  During the current accounting year, it has shifted its Corporate Head Office to Indore though it has retained the Registered Office at New Delhi.  The MD of the Company wants to shift its books of account to Indore from New Delhi, as he feels that there is no legal bar in doing so.  As an Auditor comment on the above.

Ans. 1. Provisions of companies Act:  Sec. 209 of the Companies Act, 1956 dealing with books of account provides as under –

(a) The books of account shall be kept at the Registered Office of the Company.

(b) All or any of the books of account may be kept at such other place in India as the Board of Director may decide.  The company shall within 7 days of the decision of the Board, file with the ROC, a notice in writing giving the full address of that other place.  The Notice to ROC shall be given in Form 23AA and shall specify the names of the books of account to be kept at other place.

Q. While conducting the audit of a limited company for the year ended 31st March, the Auditor called for the ledger for ascertaining the details of a particular account.  The ledger could not be made available to him as it was destroyed due to space constraint as per the instruction of the Executive Director of the company.  Comments.

Ans. Effect of Non-Availability:  The non-availability of ledger to ascertain the details of a particular account has two fold implications viz- (a) the Auditor is not able to obtain sufficient audit evidence, and (b) violation of Sec. 209(4A) by the Board of Directors.

2. Violation of Sec. 209 (4A):  The company has violated the provisions since the books of account relating to accounting periods for not less than eight years immediately preceding the current year are to be preserved in good order.

3. Reporting u/s 227(3): The Auditors’ Report shall state -

(a) Whether he has obtained all the information and explanations which to the best of his knowledge and belief were necessary for the purposes of his audit;

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

4. Auditors’ Duties;

(a) The Auditor should extend his audit procedures to obtain sufficient appropriate audit evidence from alternative sources. When unable to obtain such evidence, the Auditor may consider stating that he is unable to form an opinion.

(b) The Auditor may even consider qualifying the Audit Report depending upon the materiality of the amount having regard to the overall impact on the Financial Statements.

Q. 16 – A mis-statement had occurred in the prospectus issued by the Company.  Indicate the precise nature4 of Auditor’s liability in the above situation and support your views with authority, if any.

Ans. 1. Auditor’s Report in a Prospectus: A CA’s certificate or Report may be used in the Prospectus in connection with financial forecasts etc. Hence, he is connected with the issue of the prospectus in his capacity as an Expert.

2. Civil Liability u/s 62

(a) The Directors of a Company and persons connected with the issue of the Prospectus as Experts (whose reports form part of the Prospectus) are liable to pay compensation to aggrieved persons for any misstatement/untrue statement in the prospectus.

(b) If the misstatement could be attributed to the Auditor’s Report in the prospectus, he would be liable to compensation to the persons who have financially suffered due to their having acted on the basis of Auditor’s Report in the prospectus.

(c) The measure of damages u/s 62 is the loss suffered by reasons of the untrue statement.

3. Penalty for False Statements:  Also u/s 628, an Auditor can be held liable for criminal prosecution, if in any return, certificate, Balance Sheet, Prospectus, Statement or other document required by or for the purpose of the Act, he makes a statement – (a) which is false in any material particular knowing it to be false; or (b) which omits any material fact knowing it to be material.  If convicted, he can be punished with imprisonment for a term exceeding to two years and also with fine.

4. Liability under General Law:  The Civil liability under the Companies Act, 1956 is in addition to the liability under the general law enforceable by suit for recovery of manages on the ground of fraud etc.

Q. 22. State how the following investments of a Limited Company should be valued and disclosed in its Balance Sheet – (a) Investments of Reserve Fund; (b) Investment in Subsidiary company for trade purpose; (c) Temporary Investments of idle working capital; (d) Investments pledged with bank as securities for loan.

1. Investments of Reserve Fund:

(a) Valuation: Investment of reserve fund represents an investment of long-term nature.  Hence, they shall be valued at cost.  When there is a permanent decline in the value of such investment, its valued may be reduced to recognize the decline.  Such reduction in the value of long-term investment may be charged either to P&L account or Investment Revaluation Reserve, if any.

(b) Disclosure:  Investment of reserve fund shall be shown under the heading “Investments” on assets side of the Balance Sheet.  A note may be given at the end stating that such investments are held against the Specific Reserve.

2. Investment in Subsidiary Company for trade purpose:

(a) Valuation:  Investments made by a company in its subsidiary for trade purposes represent long term investment and hence, the same should be valued at cost.  Temporary fluctuations in value, if any, may be ignored but permanent decline in the value of investments may be recognized and charged to P&L a/c or Investment Revaluation Reserve, if any.

(b) Disclosure:  These investments should be shown on the asset side of the Balance Sheet as per Schedule VI under the heading “Investments” distinguishing the partly paid shares from the fully paid shares.  The shares of each individual subsidiary Company must be shown separately along with the mode of valuation of these investments.

3. Temporary investments of idle working capital:

(a) Valuation: these investments should be valued at cost or market value, whichever is lower. This provides a prudent carrying amount in the balance sheet and does not result in recognizing unrealized gains in P & L account 

(b) Disclosure: These investments should be shown on asset side of the balance sheet under schedule 6 under heading “INVESTMENTS”. Any Profit or loss on disposal of such investments should be disclosed separately

4.  Investments pledged with bank as securities for loan 

(a) Valuation: such investments are of long term nature and hence, should be valued at cost. The permanent fall in value may be recognized and charged to P& L account or investment revaluation reserve, if any

(b) These investments should also be shown on the asset side of the balance sheet under the heading “ INVESTMENTS” with a note on the face of the balance sheet that these investments have been pledged with bank to raise loan.

Q.29 A manufacturing organization has purchased plant and machinery from a foreign supplier, which has allowed the facility of payment of purchase considerations in installments. The liability has been classified as “Secured Loan” by the organization. You are required to give your opinion how to disclose such deferred payment liability.

A.29 (1) There are no specific disclosure requirements for deferred payment liabilities under schedule 6. The same should be disclosed on the basis of sound accounting principles and practices prevailing in the country considering the general requirements of section 211 

           (2) Deferred payment liability should be disclosed keeping in view the nature of the liability. It is not in the nature of the loan as per common commercial parlance.

    (3) The installments of Deferred payment liabilities payable within twelve months of the balance sheet date must be disclosed as “ Current liabilities” while the other installments i.e. long term liabilities may be disclosed under “ Provisions” in the balance sheet.

     Q.34 The P & L account of a company should disclose certain quantitative information. Comment on the above statement, in view of the requirements of schedule 6, part 2

     A.34   (1) FOR MANUFACTURING COMPANIES

(a) Raw materials consumed, clause 3(ii)(a)(1): Item wise quantities of import raw materials consumed, Intermediaries and components procured from other manufacturers and consumed by the company should be indicated distinctly. If the value of such numerous intermediaries or components is less than 10% of the total value of the raw materials consumed, they may be grouped together for disclosure of money value only and no quantity is required to be shown.

(b) Stocks: Clause 3(ii)(a)(2): Opening and closing stock of goods produced, giving break-up in respect of each class of goods traded by the company and the quantities shall be stated. Here stock items are numerous like spare parts , they may be grouped under suitable headings for disclosure of monetary values only without quantities , if they form less than 10%  of the total turnover.

    (2) FOR TRADING COMPANIES:

          Trading commodities: Clause 3(ii)(b): In respect of each class of goods traded by the company, details of purchases, opening stocks and closing stock are to be stated indicating the quantities.

  NOTE: Imported items, if any, shall be classified according to the classification adopted by the chief controller of imports and exports for granting import licenses.

   (3) FOR MANUFACTURING CUM TRADING COMPANIES: 

         Quantitative details: clause 3(ii)(d): opening and closing stocks, purchases, sales and consumption f raw materials should each be classified and the quantities in each such class are to be disclosed, while disclosing he related amounts and the respective amounts involved. The basis of classification, disclosure of small value items and the quantitative denomination to be used I this case are the same as applicable to the manufacturing and trading companies 

(4) FOR ALL COMPANIES: 

(a) Turnover: clause3(i)(a): Quantities of gods sold for each class of goods dealt with the company shall be indicated separately.. Where sales items are numerous like spare parts , they may be grouped under suitable headings for disclosure of monetary values only without quantities , if they form less than 10% of the total turnover. This is applicable for all companies.

(b) High paid employees- statement u/s 217(2A): the board’s report shall include a statement showing the names of the employees who were in receipt of aggregate remuneration for part or whole of that financial year, in excess of the prescribed amounts.

Q.35 Ganga kaveri project Ltd. was incorporated on 1.7.2006. During the year-ended 31.3.2007,there was no manufacturing acivityexcept raising of share capital, purchase of land, acquisition of plant and machinery and construction of factory sheds. Therefore the chief accountant of the company contends that for the relevant year there was no need to prepare a statement of profit and loss or any other statement except a balance sheet as at31.3.2007. Comment 

A.35 (1) PROVISIONS 

(a) As per the guidance note on Treatment of expenditure during construction period , preparation of profit and loss account during the period of construction might be somewhat misleading as it may give an impression to the ordinary share holder that the company was engaged in revenue operation during the period , but has suffered substantial loss in these operations.

(b) But to meet the requirements of part 2 schedule 6 of the companies act, the relevant items of the expenditure requiring the specific disclosure should be given under the heading DEVELOPMENT Account, or expenditure during construction account, or statement of incidental expenditure during construction period.

        (2) Analysis; Ganga kaveri project Ltd. may prepare a separate statement or account of expenditure during the construction period in accordance with the requirements of part 2 schedule 6 of the companies Act, provided the reason for not preparing the P & L account is disclosed.

(3) CONCLUSION: Hence the contention of the chief accountant apparently appears to be partly right. The fact that a separate statement instead of P & L Account has been prepared shall be disclosed and such a statement should form an annexure to the balance sheet.

Q.36 Z Ltd. had the following items under the head “ Reserves and surplus “in the balance sheet as on 31March 2006-

             SECURITIES PREMIUM Rs. 80 lacks; capital reserves Rs.60lakhs; general reserves Rs.90lakhs

              The company had an accumulated loss of Rs.40lakhs on the same date, which it has disclosed under the head “P&L account” on the asset side of the balance sheet .As an auditor, comment on the above.

A.36 (1) Part B of schedule 6 to company’s act 1956 requires that debit balance I the P &L account should be shown separately. But the above view is appreciable only when there is no any uncommitted reserve on the liabilities side of the balance sheet.

          (2) Items of same nature must be grouped in to one another for better presentation of financial statements. Hence debit balance in the P& L account must be shown as deductions from general reserves to the extent available.

           (3) The above presentation would also enhance the understandability of the financial statements from the reader point of view.

	Liabilities
	
	Rs
	Assets
	Rs.

	Securities premium account
	
	
	80,000
	

	Capital reserve
	
	60,000
	
	

	General reserve: opening balance
	90,000
	
	
	

	DEDUCT: P & L account (Dr.)
	40,000
	50,000
	
	


NOTES:

(1) Debit balance in P & L account should not be adjusted against securities premium account, as Sec.78 does not permit such adjustment.

(2) Debit balance in P & L account should not be adjusted against capital reserve, as it is not available for dividend distribution.

Q.44 The directors of speed way Ltd. declared a final dividend of 30% for 2005-2006 in their meeting held on 11.8.2006. Comment

A.44   (1) Shareholder’s rights: The board of directors can only propose a final dividend, and such dividend shall be declared by he shareholders of he company at the AGM, on the basis of recommendations of the board of directors.

(2) Board’s powers: The board of directors is empowered to declare and pay interim dividend only.

(3) Analysis: The directors of the company cannot declare or pay final dividend. Hence in the instant case, the action of board of directors is not in accordance with the requirements of the companies act.

(4) Conclusion: The auditor should qualify his report and bring the above matter to the attention of the shareholders through his report.

Q.45 During the year under Audit, A Ltd. credited to the P & L account, the entire profit of Rs.5lakhs on the sale of land not required for its use. You are informed that the directors would like to propose dividend out of the above profit. Comment

A.45 (1) Dividend: payment of dividend is subject to the provision of the company’s act and the rules framed under for transfer of profits to reserves in certain cases

           (2) Capital profits: Profit on sale of land is a capital profit, representing the excess of sale value over the original cost of the asset. Hence the question is whether dividends can be declared out of capital profits or not.

            (3) AS-10 requirements: AS-10 accounting for fixed assets requires that any gain arising from the disposal of the fixed assets should be recognized in the P & L account. And section 205 of the companies act does not make any distinction between the capital profit and other profit.


(4) Auditor duties: The auditor has to verify whether the provisions of the companies act as regards provision of depreciation on other fixed assets, Dividend declaration rules, etc. have been complied with. He should also verify whether the conditions pertaining to the distribution of the capital profits are applicable in the given case.

Q.46 The finance manager of the Belt Ltd. is of the opinion that before the acceleration of the dividends it would not be necessary to set off the carried forward amount of debit balance in the P & L account against the current revenue profit but the same could be set off against revaluation reserve. Do you agree?

  A.46 (1) Nature of debit balance in P & L account: The debit balance in the P & L account is a fictitious asset, shown either as a reduction fro uncommitted reserves, or if there are no such reserves, t be shown on the “assets” side of the balance sheet.

             (2) Divisible profits u/s 205(2)(b): In arriving at divisible profits for the purpose of declaration of dividend, the amount of loss or depreciation (contained in the debit balance of the P & L account) whichever is less, should be set off against current revenue profits before declaration of dividends.

             (3) Revaluation reserve: Mere revaluation of assets does not result in any realized gain. The ICAI’s guidance note on treatment of reserve created on revaluation of fixed assets recommends that the accumulated losses should not be adjusted against revaluation reserve, since this would amount to setting of actual loss against unrealized gains. 

              (4) Conclusion: In view of the above, the opinion of the finance manager of Belt Ltd. is not correct.

Q. 47 X Ltd. is good in profits, but suffers temporarily in liquidity.  It proposes to declare dividend of 10% in the AGM.  But the Board of Directors proposes to defer payment of dividend by two months from the date of AGM by passing a resolution of the AGM.  Comment.

Ans. 1. Time Period: Dividends once declared become the liability of the Company and must be paid within 30 days of the declaration.  Any failure to do so attracts penalties under the Companies Act. (Sec. 207)

2. AGM’s Powers: The Shareholders are empowered to pass a resolution on the rate of dividend (i.e.10% in this case) subject to compliance with the applicable Rules.  The AGM has no power to authorize the company to extend the payment dates to two months, since the act cannot be overruled by a resolution of the shareholders, irrespective of the majority.

3. Conclusion: Hence, the Board cannot propose a resolution to extend the due date for payment of dividend beyond what is regulated by law.  The proposal is invalid and cannot be permitted.

Q. No. 48 A portion of Securities Premium has been utilized to declare 40% Dividend.  As an Auditor comment on this proposal.

Ans. A company may issue shares at a Premium and comply with the requirements of Sec. 78 of the Act.  The amount of Premium i.e. the value received over and above the nominal value of securities shall be transferred to a separate account called Securities Premium Account.

2. The provisions of the Companies Act relating to the reduction of Securities Capital shall as if the Securities Premium were Paid-Up Securities Capital of the company.

3. Securities Premium may be applied in (Sec. 78(2) -

(a) Paying up un issued Securities of the Company to be issued to members as fully paid Bonus Securities.

(b) Writing off the preliminary expenses of the company

(c) Writing off the expenses of, or the commission paid or discount allowed on, any issue of securities Debentures of the company.

4. From the above, it is clear that Securities Premium can be used only for the specified purposes.  Declaration of Dividend out of Securities Premium is not permitted by the Act.

5. Declaration of Dividend out of Securities premium Account is not Valid in law.  Hence, the Auditor should qualify his report and bring the violation of Sec. 78 to the attention of Shareholders.

Q. 49. The Directors of D Ltd want to transfer to the P&L A/c , a large sum lying in unclaimed Dividend Account.  The dividends remained unclaimed over the last three years.  As an Auditor, how you would react to the above situation?

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

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

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

2. The proposal to transfer the balance remaining in Unclaimed Dividend A/c to the P&L A/c of the company will violate the provision of Sec. 205 of the Act.

3. (a) The Auditor should advise the board not to transfer the amount in P&L A/c

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

Q. 50.  A Sum of Rs. 15000 per month has been paid as remuneration to a Director, who is not in whole-time employment of the Company.  Comment.

Ans. 1. Manner of Payment:  Under Sec. 309(4), a Director who is not in whole time employment of the Company, may be paid remuneration – (a) on a monthly/quarterly/annual basis with the approval of the Central Govt. or (b) by way of commission if the company passes a special resolution.

2. Limits: The remuneration so paid shall not exceed – (a) Where the Company has a Managing or Whole-Time Director or a Manager – 1% of the Net Profits of the company. & (b) In any other Case – 3% of the Net Profits of the company.

3. Approval:  However, the company with the approval of the Central Govt. in General Meeting may approve payment exceeding these specified percentages.

4. Auditors’ Duties:  The Auditor should examine whether the sums paid to the Director are within the prescribed ceiling limits on Managerial Remuneration.  Also the Auditor should examine compliance with Schedule XIII Part II dealing with (a) ceiling limits on Managerial Remuneration, and (b) remuneration payable by companies having no profits or having inadequate profits.

Q. No. 51. The interest of a Director in a transaction, entered into by the Company has not been disclosed in the records maintained by the Company.  Comment.

AAS Ltd. is procuring packing materials from M/s XY & Co. a partnership Firm consisting of Mr. X and Mr. Y.  Mr. Y is the MD of AAS Ltd. the total value of purchases made from XY & Co. by AAS during the year 2005-06 had been Rs. 38 lakhs.

Ans. A company is required to maintain a register under Sec. 301 in terms of Sec. 297 of the companies Act. 1956 disclosing the contracts entered into with such parties with whom the Directors are interested.

CARO 2003 requires the Auditor to report on the Register maintained u/s 301 of the Act, and also to report whether the prices at which such transactions with related parties have been entered into, are reasonable.

AS-18 requirements: If there have been transactions between related parties, AS-18 requires disclosure of (a) Name, (b) Relationship, (c) Nature of Transactions, (d) Volume of transactions, (e) any other material element, (f) Amount outstanding and provisions for doubtful debts and (g) amounts written-off/written-back.

Q. 54 Defaulter Ltd is a Public Company has defaulted in the filing of annual accounts and annual returns and/or in the repayment of deposits/debentures.  Hari is the Director of that Company.  Can Hari hold the Directorship of (1) Rayon Public Ltd. (2) Nylon Private Ltd.? Would it make any difference if Defaulter Ltd were a Private Ltd. company?

Ans. A person shall not be capable of being appointed Director of a Company, if he is already a Director of a Public Company (u/s 274(1) g) which has not filed the annual accounts and annual returns for any continuous three financial years commencing on and after 1.4.99 and has failed to repay its deposit or interest thereon on due date or redeem its debentures on due date or pay dividend and such failure continues for one year or more.

In the Instant case, it is presumed that the time periods of three-years/one year is applicable to Defaulter Ltd.  Hence, Hari is disqualified from acting as a Director of  (1) Rayon Public Ltd. (2) Nylon Private Ltd. Sec. 274(1) (g) is applicable.

A person who was a director of a public company which had defaulted u/s 274(1)(g) and ceased to be a Director of that public Company would not be disqualified from being appointed as a Director of a Private Company since on the date of appointment, he is not Director of such Public Company.  Also the time period of five years specified in the proviso to Section 274(1)(g) is only applicable to appointment of such Director in another Public Company.

Q. No. 55 How will you deal with the following in the audit of Ltd. Company?

(a) A publishing Company undertook repair and overhauling of its machinery at a cost of Rs. 250 lakhs to maintain them in good condition and capitalized the amount, as it is more than 25% than the original cost of the machinery.

Ans. Expenditure on repair and overhaul of machinery can be capitalized only if it results in an increase in the earning capacity or a reduction in the cost of production.  In the given case, the expenditure has been incurred only to maintain the machinery in good condition and not for increasing the capacity.  Also the amount of expenditure and its relationship with the original cost is not relevant in deciding whether the expenditure should be capitalized or not.  In view of this the treatment given by the Company is not proper.

(b) Inventories of a Car Manufacturing Company include the value of items, which are required for the manufacture of a model, which was removed from the production line five years back, at cost price.

Ans. As per AS-2 Valuation of Inventories, the cost of inventories may not be recoverable if those inventories are (i) damaged (ii) have become wholly or partially obsolete (iii) if their selling price have declined.  The Auditor should examine whether appropriate allowance has been made in respect of such defective/damaged/slow-moving inventories, in determining the net Realisable Value.


From the facts available, it is evident that the items, which have been withdrawn from the production line five year ago, may have a Net Realisable Value much lower than cost.  Hence valuing them at Cost Price constitute overstating the value of inventories and profit.  In view of this the accounting treatment given by the Company is not proper.  In these circumstances, the Auditor should qualify his report.

(c) Interest on Loan borrowed to purchase Machinery, which has been installed two years back, has been debited to Machinery A/c.

Ans. (i) AS-16 permits capitalization of borrowing costs where such costs are directly attributable to the acquisition, construction or production of qualifying asset and (ii) where the asset has been purchased, installed and put to use two years back, interest on loan taken for purchase of such asset cannot be capitalized.  In view of this the accounting treatment given by the company is not proper.  In these circumstances, the Auditor should qualify his report.

(d) Sale Value of Scrap items have been adjusted against miscellaneous expenditure.

Ans. Income by way of sale of scrap constitutes an item of Misc. Income.  As per AS-5 where the items of income and expenses within profit and loss from ordinary activities are of such size, nature or incidence that their disclosure is relevant to explain the performance of the enterprise for the period, the nature and amount such items should be disclosed separately.



In the given case, the company intends to set off Income from Sale of Scrap against Misc. Expenditure, which violates the requirements of AS-5 and the disclosure requirements under the Companies Act.  In view of this the accounting treatment given by the company is not proper.  In these circumstances the Auditor should qualify his report.  

(e) Insurance Claim of Rs. 2 lakhs received stands included under miscellaneous income.

Ans. Money received from Insurance Company is against a specific loss and should be adjusted only against that loss.  The net loss, after setting off the Insurance Claim received should be debited to the P&L A/c.


In the given case, the company intends to include Insurance Claim/Compensation received under Misc. Income.  Such treatment is not permissible under generally accepted accounting principles and the disclosure requirements of extra ordinary items under AS-5.  In view of this the accounting treatment given by the company is not proper.  In these circumstances the Auditor should qualify his report.

(f) Rs. 5 Lakhs paid by a Pharma company to the Legal Advisor defending the patent of a product, treated as Capital Expenditure.

Ans. Expenditure for defending a suit on the patent of the product will not result in any benefit of an enduring nature.  In such situations, the expenditure should be treated only as Revenue Expenditure.  In the above case, the company has treated the payment made to the Legal Advisor for defending the patent of a product, as Capital Expenditure.  The accounting treatment given by the company is not proper and is not tune with the generally accepted accounting principles.

Audit of Share Capital

Q. No. 5 The register of Members of C Ltd. has not been written up-to-date and as result the balances in the register do not agree with the amount of issued Share Capital.  As an Auditor how you would react to the above situation?

Ans. Register of Members is a statutory book, which should be maintained properly and up-to-date by every company. The Auditor should advise the Company to update the register and then examine its agreement with the amount of issued capital.  If the company fails to update the register before completion of audit, he should qualify his report stating that proper books of accounts and records as required by law have not been kept giving the nature of the defect noticed by him.

Q. No. 13 Calls in Arrears included an amount of Rs. 20000 due from Directors of the company.  The Articles of Association provided for charging interest on calls in arrears.  The company did not provide interest on the amount due from Directors.  State your views on the above with reasons.

Ans. Part I of Schedule VI to the companies Act, 1956 requires that the calls due from Directors and by others should be shown separately in the Balance Sheet.  Auditor should verify (a) the amounts due from shareholders towards calls in arrears from the Share Register (b) Since the Company’s Articles require charging interest on calls in arrears, interest due from Directors on account of calls in arrears should be provided for.  Necessary instructions should be given to the company.  In this case the disclosure requirement as per Schedule VI has not been followed.  Also the interest as required by the Articles has not been properly charged.  The Auditor should bring these matters to the attention of members through his Report.

Q. No. 25. Interest on Share Capital was paid to the Shareholders as the company had a long gestation period before it should become operational.  How will you verify?  

Ans. 1. Purposes u/s 208: A company may issue shares for the purpose of raising money to defray the expenses of (a) the construction of any work or building, or (b) the provision of any plant, which cannot be made profitable for a lengthy period.

2. Treatment of Interest:  If shares are issued for the above purpose, the Company may pay interest on the amount paid up subject to the provisions of Sec. 208.  The sum so paid by way of interest is capitalized as a part of cost of the Project.

3. Auditor’s duties:

(a) Examine the Articles of Association to verify whether payment of interest out of capital during construction is authorized

(b) Examine the Directors Minutes Book to ascertain decision and notice sent to Shareholders to pass a special resolution, where the AOA do not permit such payment

(c) Verify whether a copy of the spl. Resolution has been filed with the ROC

(d) Verify the sanction order from the Central Govt. authorizing such payment

(e) Verify whether interest is paid only for the period determined by the Central Govt. not exceeding 6 months after the half-year in which the project has been completed.

(f) Examine whether the amount of interest so paid has been duly capitalized as part of cost of work or building or plant, as the case may be.

(g) Ensure that the above payment has not been shown as a Reduction of Capital.

AUDIT REPORT

Q. No. 20 The Auditor of Trilok Ltd. did not report on the matters specified in Sub-Section (1A) of Section 227 of the Companies Act, as he was satisfied that no comment is required.  Give your opinion on the above.

Ans. 1. Provisions - Section 227(1A) is merely a directive to the Auditor to make certain specific queries. 

2. The Auditor is not required to report on matters specified in section 227(1A) unless he has any special comments to make on any of the items referred to therein.

3. If  he is satisfied as a result of the enquires, he has no further duty to report that he is so satisfied.

4. Conclusion: From the above points, it can be inferred that if the Auditor feels that a particular item is not material enough to include the same in his Report, the auditor may do so.

Q. No. 22 On of the Directors of Hitech Ltd. is attracted by disqualification u/s 274(1) (g) comment

Ans. As per section 227(3) (f) the Auditor’s Report should state whether the Directors of the auditee company are disqualified from being appointed as Directors under Section 274(1) (g) of the companies act.  In this case the Auditor should state in his report the fact of disqualification.  However, it may be noted that the true and fair view of the Financial Statements is not vitiated by the disqualifications of Directors.

Q. 27. JKT ltd. having Rs. 40 lakhs paid up capital, Rs. 9.5 lakhs reserves and turnover of last three consecutive financial years under audit being Rs. 4.90, 4.50 and Rs. 6 crores, but does not have any internal audit system.  In view of the management, Internal Audit system is not mandatory.  As an Auditor, Comment on the above.

Ans. 1. CARO Requirements:- Under Clause 4(vii), having regard to their size and nature of business, the Auditor should Report whether or not the following companies have an internal Audit System – (a) Listed Companies (b) Companies having Paid-up capital and Reserves exceeding Rs. 50 lakhs as at the commencement of the Financial Year concerned, or (c) Companies having an Average Annual Turnover exceeding Rs. 5 crores for a period of three consecutive financial Years immediately preceding the Financial year concerned.

2. Analysis:  The aggregate of paid up capital and reserves of the Company is Rs. 49.50 lakhs (within the lime of Rs. 50 lakhs) however the Average Annual Turnover is Rs. 5.13 crores and hence, the above reporting clause is attracted.

3. Conclusion: (a) CARO does not mandate the above classes of companies to compulsorily have an Internal Audit System. Hence the management’s view that the Internal Audit is not mandatory - is correct. (b) However, the Auditor is required to report the fact the company does not have any internal audit system, in view of CARO reporting requirements.

Q. No. 29 X ltd, to whom CARO 2003 is applicable, has issued 9% Debentures of Rs. 5 Crores, redeemable after 5 years and used the proceeds of issue for payment of sundry creditors and other current liabilities of Rs. 2.80 cr.  As an Auditor, Comment on the above.

Ans Clause 4(xx) and Clause 4(xvi) point 20 & 16 of CARO may be referred.

1. Terms of Issue:  The Auditor must see whether the terms of issue of Debentures contain any specific purpose/project for which the funds raised will be utilized.

2. Analysis:  If the terms of issue specify the end use/purpose of utilization of proceeds of Debentures issue the payment of Sundry Creditors and Current liabilities will not be proper.

3. In such a case, the Auditors has to report that – (a) Term loans have been utilized for purposes other than for which such loans were obtained (b) End use of money raised by way of Debentures Issue has not properly disclosed by the Company.

Q. 30 ABC Ltd has not deposited PF Contributions of Rs. 20 lakhs to the authorities but accounted in the books.  Comment on the above.

Ans. Accrual: PF contributions should be accounted in the books on accrual basis, whether paid or not.  As per Section 209(3) of the companies Act., a company has to maintain proper books of account, on accrual basis of accounting.

2. Under Section 227(3)(d) of the Companies Act, the Auditor shall state whether the Balance sheet and P&L A/c comply with the accounting standards u/s 211(3C)

3. The Auditor is required to report (a) whether the company in depositing undisputed statutory dues like PD, Investor Education & Protection fund, Income Tax, Sales Tax, Wealth Tax, Customs Duty and any other statutory dues with the appropriate authorities. (b) If not paid regularly, the extent of arrears of outstanding statutory dues as at the last day of the Financial year concerned for a period of more than 6 months from the date they became payable shall be indicated in the Auditor’s Report.

4. In this case, even though accrual principles have been followed, disclosure of non-payment is necessary in view of CARO requirements.  The Auditor should disclose the fact of non-payment of Rs. 20 lakhs in his report. 

Q. No. 36. The Auditor of a ltd. company has given a clean report on the Financial Statement on the basis of the Xerox copies of the books of accounts, vouchers and other records, which were taken away by the Income Tax Department in a search u/s 132 of the I.T. Act, 1962.  Comments on the above situation.

Ans: The company auditor should report whether he has obtained all information and explanations required for the purpose of his audit and the company has kept proper books of account. 



In this case the original books of account have been taken away by the IT Dept. and only Xerox copies have been provided to the auditor for the purposes of his audit.  Prima facie, it is not possible for the Auditor to express his opinion on the basis of Xerox copies of the accounts.  However, if the Auditor is able to obtain sufficient appropriate audit evidence on the truth and fairness of financial statements, on the basis of the Xerox copies provided to him, he may also furnish a clean report.



If Auditor is able to form an opinion on the basis of the Xerox copies of books and records produced to him, he shall express his opinion in the Auditors’ Report.  His report should clearly state the fact that only Xerox copies of the books, Accounts, Vouchers and other records have been provided to him for the purposes of his audit.

Q. No. 37 The Auditors of ABC Ltd issued a qualified opinion about the truth and fairness of the accounts of the company for the year-ended 31.3.05.  They typed out the matter of qualifications in a bold font so as to invite the attention of the readers to them.  The Board objected to it and required them to be typed out in the same normal font as other paras of the Report appear.  Give your views on the above.

Ans. 1. Provisions of Sec. 227(4) If any of the matters in the Auditor’s Report is answered in negative or with a qualification, the Auditor’s Report shall also state the reason for such an answer.  The qualification is required to be indicated in bold type or in italics type. 

2. Analysis:  In the given situation the Auditors of ABC Ltd. typed out the matters of qualifications in a bold font which is objected by the management.

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

GOVERNMENT AUDIT

Q. No. 8 As an Auditor, how will you react to an expenditure incurred by a Govt. Dept., which was sanctioned by a fellow officer of the competent authority as the concerned officer was on leave?

Ans. The Auditor should ensure that each item of Govt. expenditure is covered by a sanction, either general or special, of the competent authority. The audit of sanction is directed to ensure that (a) the expenditure is properly covered by a sanction and (b) the sanctioning authority is vested with sufficient powers by law, to do so.  The sanctioning authority may be vested with powers from any of the following (a) The Indian constitution (b) Acts enacted by the Parliament or States (c) Rules or regulations under any enactment or of the Government and (d) Rules of Financial delegation.


If the sanctioning powers have been delegated to the fellow officer of the Competent Authority the expenditure will be considered proper.  Otherwise the same shall be treated as improper.

Q. No. 13 The assessing officer, in order to ensure that there was no loss of revenue, increased the income of all assesses between 50% to 100%.  State your views, if you were entrusted to carry out an audit of receipt of the said Assessing Dept.

Ans. Audit of receipts provides for checking whether debts due to Govt. have been correctly assessed realized and credited to Govt. A/c by the designated authorities.



The main emphasis is on examining the procedure regarding the assessment, collection and refund of all revenue receipts.  The basic principles of audit of receipts are –

(a) Review of the general than on particular individual cases of assessment, demand, collection & refund.

(b) Review of judicial decisions taken by tax authorities to judge the effectiveness of the assessment procedure

(c) Nature of follow up of claims on taxpayers and exercise of due diligence

(d) Satisfying that the claim from taxpayers should not be abandoned or reduced except with adequate justification and proper authority.

Inference: (a) There should be a proper basis for the claim made on the taxpayers.  Arbitrary increase of 50% to 100% will mean that the Assessing Officer has not applied his mind and has derelict from his duty. (b) On the above grounds, it can be inferred that the action of Assessing Officer is unjustifiable, since it is arbitrary and violates the principle of natural justice.

Q. “ It is in no part of the auditor’s duty to familiarize himself with the client’s organization before embarking on an audit. He needs only to study systems of internal control prevailing in the clients business”. Comment.

A. (1) AAS –8 on audit planning states that “ the auditor needs to have the level of knowledge of his client’s business and industry that will enable him to the events, transactions, Practices that, in his judgement may have an significant effect on the financial information.” Otherwise he may not be able to asses the adequacy or otherwise of the internal control system prevailing in the client’s business.

(2) Knowledge of client’s business helps the auditor to –

(a) Prepare the overall audit plan

(b) Identify areas of special audit consideration

(c) Evaluate the reasonableness of accounting estimates and management representations 

(d) Make judgements regarding the appropriateness of accounting policies and disclosures. 

(3) Hence it is a must for the auditor to familiarize himself with client’s business and organization.

Q You have been appointed as an auditor in place of an retiring auditor of a limited company. What initial instructions you will send to the company’s controller of accounts by which your work will not be held up due to the incompleteness of records of documents?

A. The controller of accounts may be instructed to keep ready the following 

(1) Accounts list: a complete list of books of account maintained by the company along with the names of those responsible for their maintenance

(2) Officials list: A list of all-important officials of the company including the directors of the company.

(3) Accounts update status: All books of accounts made up to date, certified up to date returns, received from branches, the trial balance, draft P&L account and the balance sheet.

(4) Voucher’s arrangement: All vouchers to be arranged properly. If some vouchers are missing, a list of such vouchers along with reasons is required.

(5) Schedules: Schedule to the financial statements e.g., Debtors, fixed assets, depreciation, investments etc.

(6) Evidence: Necessary evidence and explanatory statements should be kept ready. For example – (a) Documents relating to important contract; & (b) Confirmation from the Bank and other parties holding investments.

(7) Accounting Policies:  A statement of Accounting policies adopted by the Company.

Q. No. 3   Outline the role of Materiality in auditing as enshrined in AAS –13 - What are the duties of Auditors’ vis-à-vis Materiality? (ii) Materiality being fundamental to the process of accounting is an important and relevant consideration for the Auditor. – Discuss (iii) The Auditor should take into account the aggregate of all uncorrected misstatements including those involving estimates in his assessments of materiality in audit.  Discuss the above statement.  (iv) while auditing the accounts of Public Ltd. Company for the year ended 31st March – an Auditor found out error in the valuation of inventory, which affects the Financial Statement materially.  Comment as per Auditing and Assurance Standards.

Ans.  Significance: The question of materiality arises at various stages during the course of an audit e.g. when – (i) Determining the nature, timing and extent of audit procedures (b) Evaluation the effect of misstatements on the measurement and classification of accounts and (v) Determining the appropriateness of the presentation and relevant disclosure in the Financial information.

2. Audit Planning:  The auditor’s preliminary assessment of materiality helps him decide on (a) what items to examine and (b) whether to use sampling or analytical procedures etc.

3. Materiality helps the Auditor to determine the nature, timing and extent of audit procedures and techniques.

4. In forming his opinion, the Auditor should consider whether the effect of aggregate uncorrected misstatements is material.  Such misstatement comprise – (a) Specific misstatements identified by the Auditor including the net effect of uncorrected misstatements identified during the audit of previous periods (i.e. Past Errors); and (b) The Auditor’s best estimate of other misstatements, which cannot be specifically identified (i.e. Projected errors).

5. When analytical procedures indicate that misstatements might exist, the Auditor should employ other procedures to enable him estimate the aggregate misstatement in the balance or class.

6. Auditor should assess and should consider that (a) Requesting the management to adjust the financial information or (b) extending his audit procedures.  

In appropriate cases, he should express a qualified or adverse opinion. e.g. if the adjustments/corrections are not carried out. 

Q. No. 4 “Auditors assessment of materiality may be different at the time of planning the engagement than at the time of evaluating the results of his audit procedures – comment

Ans. Role of Materiality: Audit Materiality and Audit Risk are closely related to specific account balances and classes of transactions.  This enable auditor – (a) To decide on what items to examine and whether to sue Sampling and analytical Procedures (b) To select Audit Procedures that, in combination, can be expected to support the audit opinion at an acceptably low degree of audit risk. 

Planning Aspects (a) Cover a large number of items and reduce the likelihood of undiscovered misstatements and (b) Provide him with the Margin of Safety when evaluating the effect of misstatements discovered during the course of audit.

Change in procedures: (a) Selection of audit procedures undergoes a change as the audit progresses. (b) The assessment of Materiality and Audit Risk at the stage of evaluating the results of audit procedures would also change because of (i) a change in circumstances or (ii) a change in the Auditor’s knowledge as a result of the audit.

Conclusion: Thus, the assessment of materiality may be different at the time planning the engagement than at the time of evaluating the results of audit procedures.

Q. No. 20 Auditing is concerned with verification, the examination of financial data for the purpose of judging the faithfulness with which to portray events and conditions. Financial data are mainly assertions of intangible facts.  Their verification requires application of auditing techniques and methods” in carrying out his work explain why an Auditor does the following:-

(a) Evaluates the client’s system of internal control

Ans. Evaluation of Internal Control

· Internal Controls are evaluated to assess the reliability of the information in accounting records.

· It is the management’s responsibility to create and operate a system of internal check so as to safeguard its assets and also obtain reliable accounting information.

· In case of an effective system of internal control, the auditor can restrict his audit work in certain areas

· In case of weak areas of control, the Auditor should investigate their potential effect on the Financial Statements.

(b) Examines the client’s system of maintaining accounting records

Ans 

· Accounting records from the basis for compilation of Financial Statements. If the basic records are unreliable the Financial Statements are in agreement with the books and records produced before him for verification.

· The Auditor has to report whether the F.S are in agreement with the books and records produced before him for verification.

· Under the Companies Act, the Auditor should report whether proper books of account, as required by law, are maintained by the Company.

· Therefore the Auditor should examine the system for maintaining the records and test its efficiency.

(c) Examines documents to ensure that they are properly authorized.

Ans.

· Authorization is an integral part of the internal check and internal control system

· Verification of documents to ensure proper authorization will provide evidence that the internal check and internal controls are effective.

· The Auditor should also see that the authorization is being carried out by persons within the scope of their devolved powers as established, by management.

(d) Seek evidence on matters contained in the Financial Statements from sources outside the company.

Ans.

· External Evidence, obtained from independent sources, is more reliable than information obtained from within the entity.

· External evidence confirms that the data and evidence provided by the enterprise is reliable, e.g. a statement of account sent by a customer will provide reliability to the amount shown in the enterprise’s Debtors Ledger.

· External Evidence which are contrary to the available data would cause the Auditor to extend his tests on the records to confirm their accuracy.

(e) Carries out compliance tests and substantive tests in the course of his audit.

Ans.

· Compliance Test seeks to provide evidence that the internal control system is being applied as prescribed.  The auditor thus needs to carry out compliance tests to assess the efficiency of internal control system,

· Substantive Test seeks to provide evidence as to the accuracy of an amount or account balance.  The Auditor must carry out substantive tests on all aspects of the F.S as compliance tests do not provide sufficient, relevant and reliable evidence on which to base his opinion.

· Both compliance and substantive Tests are carried out in order to obtain overall audit assurance on the truth and fairness of F.S.

WORK PERFORMED BY OTHERS

Q. No. 3 The management has obtained a certificate from an actuary on the provision of gratuity payable to its employees. Give your comments in this regard.

Ans. 1. Gratuity provision:  The computation of gratuity liability payable to employees depends upon various factors like (a) age of the employee (b) expected span of service in the organization (c) life expectancy of the employee (d) prevailing economic environment etc. 

2. Auditors’ duties under AAS -9

(a) The Auditor should assess aspects such as (i) Need to use the work of an Expert (ii) Sill and competence (iii) Objectivity, (iv) Data used & (v) Assumptions made, etc.

(b) He should evaluate the work of the Expert, independently to conclude whether or not he can rely upon the Expert’s certificate.

(c) The Auditor should seek reasonable assurance that the Expert’s work constitutes appropriate audit evidence in support of the financial information.

Q. No. 4 Mr. X a partner of X & Co. , CA died of a heart attack on 30th March after completing the entire routine audit work of T Ltd.  Mr. Y one of the partners of the firm therefore signed the accounts of T Ltd. without reviewing the finalization work done by the assistants.  State your views with reasons.

Ans. Provision of AAS

(a) When the Auditor delegates work to assistants or uses work performed by other Auditors and experts, he will continue to be responsible for forming and expressing his opinion on the financial information.

(b) However, he will be entitled to rely on work performed by others, provided he exercises adequate skill and care and is not aware of any reason to believe that he should not have so relied.

(c) The auditor should carefully direct, supervise and review work delegated to assistants.

2. Aspects of Review: The Auditor is responsible for forming and expressing his opinion on the F.S.  He should review the work performed by each assistant on the following aspects.

(a) Audit Programme: Whether the work has been performed in accordance with the audit programme?

(b) Documentation: Whether the work performed and the results obtained have been adequately documented?

(c) Audit Queries: Whether all significant audit matters have been resolved or are reflected in audit conclusions?

(d) Audit Procedures: Whether the objectives of the audit procedures have been achieved.

(e) Audit opinion: Whether the conclusions expressed are consistent with the results of the work performed and support the audit opinion?


3. Analysis:  In the present case, whether Mr. X the deceased partner had reviewed the work performed by assistants or not, is not clearly stated.

4. Conclusion: Hence it shall be the duty of Mr. Y to review the work performed by the assistants before expressing his pinion.  Mr. Y should review the working papers carefully, carry test checks and scrutinize the audit file thoroughly.

Q. No. 12 After completing the audit of a Ltd. company for the first half year of its Financial Year the Auditor dies, and in his place you have been appointed to fill up the casual vacancy.  State the extent to which you would rely on the work performed by the late Auditor, while completing the audit.

Ans. The extent of reliance on the work performed by the late Auditor would depend upon the various factors like thorough scrutiny of work already completed, examination of the late Auditor’s audit programme etc.



The present Auditor cannot deny his responsibility on the ground that first half of the accounts were audited by the late Auditor.  The present Auditor should take the following steps in this regard –

(a) Examine the Audit Programme of the late Auditor to ensure that all areas were well covered.

(b) Note the extent of completion work by the later Auditor

(c) Carry out Test Check of the audit already undertaken so as to determine the nature and extent of audit test to be performed on audit work already completed.

(d) Where required, undertake exhaustive checking of the audit work.

(e) Study the interim Report, if any, submitted by the late Auditor

(f) Check exhaustively the accounts. The ultimate responsibility of any discrepancy in accounts even for the first half of the financial year rests on the present auditor.

Q. No. 16. Bring out the nature of responsibility of Joint Auditors.

The responsibilities of Joint Auditors are joint and several. Discuss

E&S were appointed as Joint Auditors of X and Y Ltd., what will be their professional responsibility in a case where the company has cleverly concealed certain transactions that escaped the notice of both the Auditors.

Ans. Joint and Several Responsibilities.

1. Common Areas of work:  When the audit work is not divided among the Joint Auditors and is carried out by all of them

2. Common Decisions: (a) When decisions are taken by all the Joint Auditors as to the nature, timing or extent of the audit procedures to be performed by any of the Joint Auditors, all of them are responsible only in respect of the appropriateness of the decisions concerning the nature, timing of the audit procedures agreed upon among them. (b) Proper execution of audit procedures is the separate and specific responsibility of the Joint Auditor concerned.

3. Communicated Matters: When matters, brought to the notice of other Joint Auditors by any one of them on which there is an agreement among the Joint Auditors.

4. Disclosure Matters:  To examine compliance of the F.S. of the entity with the disclosure requirements of relevant statute.

5. Reporting Matters: To ensure that the Audit Report complied with the requirements of relevant statute.

6. Management Representations: when all the Joint Auditors share the responsibility as regards obtaining and evaluating information and explanations from the Management.  However, there is no joint and several responsibility if, they agree upon a specific pattern of distribution of this responsibility.

Q. No. 21. An auditor of sagar ltd.  was not able to get the confirmation about the existence and value of certain machineries.  However, the Management gave him a certificate to prove the existence and value of the Machinery as appearing in the Books of Account.  The auditor accepted the same without any further procedure and signed the audit report.  Is he right in his approach?

At the Statutory Audit of TOR ltd., the physical verification of Fixed Assets was conducted. However, the Auditor was not able to confirm the existence of valuables and important machinery.  In this connection, the Auditor obtained a certificate from the management to prove its existence and value and accepted the same blindly without any audit procedures.  As a Statutory Auditor, how will you deal with the above issue?

Ans. Physical Verification of Fixed Assets is the primary responsibility of the management.  The Auditor should examine the verification programme adopted by the Management.  Through his audit procedures the Auditor must satisfy himself about the existence ownership and valuation of Fixed Assets.

2. The Auditor is required to verify the existence of Fixed Assets.  Also, the Auditor should report whether he has obtained all information and explanations which are necessary for the purpose of his audit.

3. In this case the Auditor has not been able to verify the existence and value of some machinery despite the verification procedure followed in routine audit.  He has accepted the Certificate given to him by the Management without making any further enquiry.

4. He should evaluate whether such representations are reasonable and consistent with other evidence and should consider whether individuals making such representations can be expected to be well informed on the matter.

5. If the Auditor is unable to obtain sufficient appropriate audit evidence 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 Auditor’s approach in the above case is not correct.

5. Modified Report – If he expresses a clean opinion on the F.S. based on Management’s certificate only without any further audit procedures, he will be guilty of dereliction of duties statutorily prescribed under the Companies Act.  Hence, he should not express a clean opinion on the F.S in the given case.

Q. No. 16 While auditing the accounts of trading concern you find that (1) Sales have been entered in the Sales Day Book with abnormally large amounts in the last month of the year as compared to previous months, and (2) Purchase amounts entered during the some period are smaller.  How would you satisfy yourself with the genuineness of each entry?

Ans. 1. High Year-end Sales- Auditor should verify the following:

· Ascertain the reason for abnormally high year-end sales e.g. seasonal demand, reduction sale for clearance of stocks, abnormal increase in selling prices etc.

· Examine the Internal control for Sales and see whether it operates effectively.

· Obtain a month-wise schedule of sales for the current year.  Compare the same with that of the previous year, and ascertain reasons for high difference in monthly sales, if any

· Compile a comprehensive list of all sales entries with abnormally large amount in the closing month of the year as compared with previous months

· Calculate and compare the percentage of Gross Profit to Sales for last few years.  Investigate for abnormal variations, if any

· Verify on sample basis, a few items of year-end sales, based on confirmed orders received from customers

· Verify the credit notes and or return inwards of the subsequent period, to ascertain the genuineness of year-end sales.

2. Purchases:

· Ascertain the reason for comparatively smaller purchase amounts e.g. seasonal availability of raw materials, need to reduce stockholdings, general economic condition, anticipation of price reduction in future etc.

· Examine the internal control for purchases and see whether it operates effectively.

· Obtain a month-wise schedule of purchases for the current year.  Compare the same with that of the previous year.  Ascertain reasons for marked differences, if any.

· Identify amount of purchases with abnormally low amounts during the last month of the year and compare it with the purchase amount of the same item in the corresponding month of the previous year.

· Consider whether the Company has any special reasons to record purchases at lower amounts.

· Vouch purchases of the said period in depth with reference to Purchase Book, Order Book, Goods Inward Book, Purchase Invoices, Payments made, etc.

· Check purchases of the subsequent financial year to ascertain that purchases suppressed in previous year to inflate profit have not been entered in the subsequent period.

· See that purchase Return have been correctly recorded with the help of Debit Note, relevant correspondence and Goods Outward Book.

 Q. No. 18 While auditing the accounts of a manufacturing company, you discover that the rate of Gross Profit on Sales has sharply risen than the previous year.  State some possible causes of such increase and the steps you would take to satisfy yourself.

Ans. - The reasons for sharp increase in the rate of Gross Profit on sales as compared to previous year and the Auditors’ duties in each context are –

· Obtain copies of the Company’s Price Lists and compare with previous years

· Compare a number of Sales Invoices in the current year with that of the previous year to ascertain the extent of price changes, if any

· See whether the sales mix is altered, resulting in the sales of more profitable items

· Wage rates generally increase or remain normal over time periods.  Analyze whether there are any major reduction in raw material cost or in other cost elements.

· Examine stocks and purchase records in respect of large purchases of raw material comparing current cost with those in the previous periods.

· Examine whether there is a reduction in labor cost, by comparing wage records with those of previous periods, expressing total labor costs as percentage of total cost of production

· See whether the company has achieved Economies of scale, due to automation process

· Examine the method of valuing stocks and work in progress and see whether they are consistently followed

· Enquire whether Directors have recently decided to include a further element of Works overheads in the value of WIP.  In such case, the effect of this change must be disclosed in the Company’s P&L A/c.

· Examine the Company’s cut-off procedures for closing stock and WIP as any change in the procedure compared with the previous year would cause a difference in the Gross Profit Ratio.

· Investigate the possibility of items, which have been sent to customer on ‘sale or return basis being included in Sales or sales Returns not being recorded.

· Enquire into the possibility of other errors in accounting e.g. purchase returns recorded twice, stocks at other locations valued wrongly, etc.

Q. No. 19 One of your clients, being a general trader, complains that he has incurred a loss during the year as against the profit last year though, the Total Turnover is same and there is no change in the commodities dealt with, no change in the purchase and sale price.  The method of valuation of closing stock and other total expenses are also the same.  There is no defalcation or misappropriation.  Give reasons with suitable example.

Ans. General Reasons for reporting loss – 

1. Increase in Purchase Price or Fall in Selling prices or both

2. Decrease in Total Sale Quantity i.e. the client has not been able to sell the goods.

3. Omission of recording of sales.

4. Increase in total indirect expenses.

5. Change in method of Valuation of Closing Stock.

6. Misappropriation and defalcation of assets.

Reasons excluded herein: In the instant case, we are informed that-

(a) Total Turnover is the Same

(b) There is no change in the products dealt with

(c) Purchase and sale prices are the same

(d) Method of stock valuation is the same

(e) Other total expenses are the same and

(f) There is no defalcation or misappropriation

Effective Reason:  By exclusion noted above, the possible reason for the loss during the current year may be due to unfavorable change in sales mix. i.e. sale of products with lower PV Ratio or Gross Margin.  If products with higher returns were sold in lesser quantities and the Total Turnover was maintained by sale of lower profit yielding or loss yielding items, loss may result. This can be illustrated as under:-










Fig. In Rs.

	Product
	A
	B
	C
	Total

	PV Ratio or Gross Profit Ratio
	40%
	5%
	20%
	

	Turnover in year 1
	5,00,000
	1,00,000
	4,00,000
	10,00,000

	Gross Profit

Less Total Indirect Expenses
	2,00,000
	5,000
	80,000
	2,85,000

1,95,000

	Profit
	
	
	
	90,000

	Product
	A
	B
	C
	Total

	PV Ratio or Gross Profit Ratio
	40%
	5%
	20%
	

	Turnover in year 2
	100,000
	600,000
	300,000
	10,00,000

	Gross Profit

Less Total Indirect Expenses
	40,000
	30,000
	60,000
	1,30,000

1,95,000

	Loss
	
	
	
	65,000


From the above illustration, it can be observed that even if total turnover and total indirect expenses are the same, change in Sales Value Mix can have an effect on the Gross Profit and Net Profit.

Q. No. 21 A sum of Rs. 1,00,000 which is considered material, received as compensation for a breach of contract of sale from a customer, is included in the current year’s Sales Turnover.  How will you, as Statutory Auditor, deal with the above in the audit of a limited company engaged in the manufacture of textiles, for the year ended 31st Dec. in the context of disclosure requirements?

Ans. Part II of Schedule VI requires that the Profit and Loss Account should disclose every material item, which is non-recurring in nature, separately.

2. AS-5 on “prior Period and Extra-ordinary Items and Changes in Accounting Policies” requires that the “nature and amount of each extra-ordinary item should be separately disclosed in a manner that their relative significance and effect on the current operating results of one period can be perceived.

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

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

5. Where the Compensation is of a Revenue Nature, it shall be taken to P&L A/c, when it is of a Capital Nature, it shall be treated as Capital Reserve.

Q. No. 3. In the Audit of a Limited Company, it is observed that – (a) Purchases totaling Rs. 7,54,000 are not supported by vouchers and (b) Certain advances given to suppliers amounting to Rs. 2,50,000 still continue to be shown as advances although the final bills of such suppliers have been settled after deducting such advances.  State how you will deal with the above mentioned matters.

How will you vouch/verify advances given to suppliers?

Ans. Auditors Duties as regards Non-Availability of Vouchers:

1. Materiality:  Determine whether the amount of Rs. 7,54,000 is substantial and material from the viewpoint of the accounts as a whole.

2. Details:  From the Audit Notebook obtains the particulars of purchases viz. name of the party, goods purchased, date of purchase, cash or credit purchase etc.

3. Explanations: Peruse the explanations given by the management for their inability to produce supporting vouchers.  See whether such purchases have been properly authorized or whether they constitute a failure of the Internal Control System.

4. Controlled Items:  See whether the items purchased are controlled items, which are purchased in the open market without the backing of any document.

5. Fictitious Purchases:  Ensure that the purchase entries are not accommodation entries for a sister concern.  Sometimes, it is possible that there are fictitious entries made for the benefit of some related party.

6. Stock Registers: Examine whether goods have actually been received by the Company.  This can be done by tracing entries into the stock records, their subsequent utilization or inclusion in the stock sheets, etc.

7. Year End Purchases:  In case of purchases made at the year-end, it may be possible that invoices are received only in the next financial year.  Ensure that suitable cut-off procedures are followed in this regard.

8. Management Representation: Obtain Management representation to the extent that such purchases have actually been made and the Company has received the goods.

Auditors Duties as regards suppliers Advance:

Non –adjustment of previous advances may be due to (a) inadvertent omission or (b) intentional act.

1. Examine the nature of advance made to supplier.  In case of long term supply contract, an advance of quasi-permanent nature may have been paid.

2. Suppliers ledger: Scrutinize the Suppliers ledger to study the mode of settlement of bills, i.e. extent of adjustment against advances and the amount paid towards full and final settlement.

3.  Examine the receipts issued by the Creditors against balance payments on the bills and see that they confirm a full and final settlement.

4. Obtain confirmation from the concerned parties that they are not holding any advance as regards the matter under reference.

5. Where non-adjustment of advances was due to an inadvertent omission or a mistake, instruct the management to correct the same in the accounts.  To that extent, suppliers’ balances (liabilities) and Advances (Assets) stand reduced.

6. Sometimes, frauds may be committed by taking fictitious credits in the P&L A/c while debiting the suppliers’ accounts.

Q. No. 6  A trader is worried that in spite of substantial increase in sales as compared to the earlier year there is considerable fall in Gross Profit.  After satisfying himself that sales and expenses are correctly recorded and that the valuation of inventories is an consistent basis he wants you to ensure that the purchases have been truthfully recorded.  In the circumstances, how would you proceed with the assignment?

While conducting the audit of accounts of a manufacturing Company, you discover that the rate of Gross Profit on Sales has sharply decreased in comparison to the previous year.  State the steps you would take to satisfy yourself.

Ans.  To ensure that purchases have been truthfully recorded in the books of accounts the following may be adopted.

1. General Duties:-

(a) Examination in depth- Evaluate the Internal Control System relating to purchases thoroughly, right from the stage of initiating purchase orders till the stage of making of disbursements.  Performing compliance procedure may reflect weaknesses at a particular stage e.g. recording aspects that would require a closer observation.

(b) Ensure observance of Cut-Off procedures so that purchases pertaining to a specific accounting period are not mixed up with purchased of next accounting period.

(c) Perform substantive Procedures to establish authenticity of a transaction recorded in books of account.

2. Vouching Aspects:

(a) Examine purchases recorded in the books with reference to Purchase Invoices and underlying documents like Purchase Requisition Note, Inspection Report, Goods Received Note, Delivery Challans etc.

(b) Ensure that invoice has been properly classified and correctly recorded.

(c) Where invoices run into several pages, see whether casting and carry forward are done correctly.

(d) Check entries recorded in Purchase Returns Book with reference to copies of Debit Notes issued.

(e) Special care should be taken that the same invoice should not be entered more than once on the basis of duplicate or triplicate copies

3. Analytical Review:

(a) See whether there is any increase in the cost of Purchases and if so, verify whether the price charged in the invoices/bills is the agreed price or otherwise in line with the market price.

(b) Perform analytical procedures to obtain audit evidence as to overall reasonableness of purchase.  Compare purchases on a quarterly/monthly basis in the accounting period to note unusual fluctuations, actual purchases with budgeted purchases and work out product-wise purchases for previous years.

4. Special Considerations:

(a) Ensure that goods purchased for personal or for non-trading purposes are not taken into account.

(b) See that goods purchased but not received and taken into financial accounts at the end of the year is included in the inventory.

(c) See whether Statements of Account have been sent to suppliers and the same have been confirmed and received.

Q. No. 7. You are the Internal Auditor of JJ Manufacturing ltd.  The MD has asked you to enquire into the cause of abnormal wastage of raw materials during the months of April.  The wastage percentages for the preceding months are January – 1.2%, Feb. 1.1%, March – 1.3%, April – 3.6%.  How will you proceed to carry out the assignment?

Ans. Abnormal Wastage:  The rate of wastage in the month of April is about 3 times than that of the previous months.  Hence it may be considered as abnormal.  In respect of audit of abnormal wastage, the Auditor should proceed on the following lines.

1. General:

(a) Procure a list of Raw Materials, showing the names and detailed characteristics of each Raw Material.

(b) Enquire whether there is any change which will affect material wastage e.g. changes in – (i) source of supply of raw materials (ii) methods or process

(c) Enquire whether any new production line was taken up during the month in respect of which standard input-Output Ratio is yet to be set up 

2. Wastage Figures:

(a) Obtain the standard consumption figures, and ascertain the basis on which normal wastage figures have been worked out.

(b) Examine whether the basis adopted for wastage calculation for the month of April is the same as that adopted for the other three months.

(c) Examine the breakup of normal wastage into those arising in process and arising in storage & handling.

(d) Obtain a statement showing breakup of wastage figures in storage, handling and process for the four months under review and compare the results o the analysis for each the four months.

3. Consumption Records: Examine the following to find out material variances/deviations if any.

(a) Purchase of various lots.

(b) Identification of each lot with actual material consumption, and

(c) Ascertaining actual wastage figures.

4. Abnormal Process Loss:

(a) Examine laboratory reports and inspection reports to find out if raw material purchased are of poor quality or sub-standard.  This will be most useful if it is possible to identify the wastage out of each lot that has been purchased.

(b) Machine breakdown, power failure, etc. may also result in loss of materials in process.  Check Machine Utilization Statements.

(c) A high rate of rejection the finished lots may also be responsible for abnormal wastage; therefore, examine the Inspection Reports for the inspection carried out on the completion of each stage of work or process.

(d) Compare the wastage figures of April this year with that of April last year and see whether there are any correlation.

5. Abnormal Storage and Handling Loss:  This can happen due to–

(a) Write-offs on account of reconciliation of physical and book-stocks.  Incase of periodical physical stock taking such write offs will be reflected only in the month in which reconciliation takes place

(b) Accidental theft or fire losses in storage.  The Auditor should examine such possibilities also.

Q. No. 13. An assistant of X & Co. C.As wanted to verify the Cash in Hand and investments of T ltd.  The GM(Finance) of T Ltd. suggested to the assistant of X & Co. that it was not necessary as his staff had done the same only few days back and no discrepancies were noted.  Comment on the above.

Ans. The Auditor assesses the reliability and sufficiency/adequacy of the information contained in accounting records by 

(a) Evaluating the Accounting and Internal Control System.

(b) Testing the Controls to determine the nature, extent and timing of other audit procedures, and

(c) Carrying out audit steps, enquiries and vouching & verification procedures of accounting transactions and account balances, in a manner he considers appropriate in the given situation.

(d) Cash and Investments should be physically verified since they constitute a significant proportion of the Total Assets of an entity

(e) When verification on the Balance Sheet date is not feasible, surprise checks shall be conducted on other date(s) during the year.

(f) For investments in the custody of third parties, a confirmation shall be obtained

(g) The auditor has to verify the Cash in Hand and Investments even though personnel of the Finance Dept. of T Ltd have verified the same.

(h) The actual date of physical verification by the Company’s personnel and the fact that no discrepancies were noted, are irrelevant and do not restrict the Auditor’s duty.

Q. No. 14 The Cash Book showed a huge Cash Balance on hand consistently throughout the year.  Give your comments.

Ans. Cash is the most liquid form of all assets and is highly susceptible to misappropriation.  The Auditors’ Duties cannot be restricted by the Management, in any manner, particularly in verification of Cash Balances.  The Auditors’ duties in case of huge cash balances are:-

· Cash balance is maintained to meet day-to-day operational needs of an organization.

· Obtain explanations regarding the necessity for such large balances having regard to the normal working requirements of the entity.

· Carry out surprise verification of cash more frequently to ascertain whether the actual cash on hand agrees withy the balance shown in the books of accounts

· For any material difference not satisfactorily explained, state such fact appropriately in the Audit Report.

· Advise the entity to deposit the whole or the major part of the cash balance in the bank at reasonable intervals.

Q. No. 29 You have been requested by the secretary of a wholesale confectionery company to assist in the preparation of written instruction to the persons who will be concerned in the physical stock taking of the year-end.  List the main points that you consider should be contained in these instructions.  You are not required to deal with matters of valuation.

Ans. 1. Stock – Taking Team:

(a) A stock Taking Team should be formed consisting of required number of persons representing different departments who are not connected with the maintenance of stock in trade

(b) The team will be divided into small groups consisting of at least two persons.

(c) Each group will be assigned an independent area and they are responsible for taking stock in that area.  The area will be opened only to the groups verifying the stock

2. Preliminary Activities before commencement:

(a) The Stores Dept. will be informed in advance about the stock-taking

(b) The valuable and important items and similar items shall be stored in the same place

(c) The method of identifying stock, say terms of weight (kg) or in units shall be clearly marked.

(d) Perishable goods are to be kept separately.

3. Stock Verification Statement:

(a) The Stock verification statement shall consist of the following details (i) S.No. (ii) Product Number (iii) Name of the item, (iv) Stock as per the Bin Card or Stock Book (v) Stock physically available (vi) Difference in Stock (Excess or deficit) and (vii) Reasons for the difference.

(b) The Stock verification statement shall be serially numbered.

4. Tock Taking Procedure:

(a) The stock taking team will have the right to weigh all items or count the numbers

(b) The Stores Asstt. Shall assist the Stock-Taking Team to identify and count the stock.

(c) The quantity of verified items shall be recorded in the Stock Verification statement.

5. Special Items List:

(a) The stock not belonging to the company (say owned by third parties) shall be counted, recorded and stored separately.

(b) In respect of Goods-in-Transit which have been included in Purchases ensure that these goods are considered in stock and also included in liability as creditors.

6. Stock Lying with Outside Parties:

(a) Confirmatory Certificates shall be received from the outside parties.

Stock Inventory verification.

Q. No. 31. SK Ltd has fully computerized its accounting operations.  The stock records are maintained up to date with timely entries passed for all receipts and issues.  The Company has hired a professional security agency, which monitors and implements a close vigilance over the operations of the company.  As such the company had dispensed with the practice of taking stock of their inventories at the year end as in their opinion the exercise is redundant, time consuming and intrusion to normal functioning of the operations.

Ans. 1. In relation to Audit of Inventories, the Auditor should carry out appropriate substantive procedures, which may include the following:-

(a) Examination of Records

(b) Attendance of Stock –Taking

(c) Examination of valuation and disclosure of inventories

(d) Carrying out analytical procedures; and

(e) Obtaining confirmations from third parties and representations from management.

2. CARO Requirements – Auditor has to report on the following aspects.

(a) Whether physical verification of stock has been conducted by the Management at reasonable intervals?

(b) Whether the procedures of physical verification of stocks followed by management are reasonable and adequate in relation to size of the company and nature of its business?

(c) Whether the company is maintaining proper records of inventory?

(d) Whether material discrepancies, if any, notices in physical verification have been properly dealt with in the books of account?

3. Conclusion:

(a) The Auditor should require the management to conduct physical verification of stocks at the end of the year or thereabouts, to comply with control requirements.

(b) If the management does not accept the Auditors’ view, the Auditor may make a suitable modification in his Audit Report.

Q. No. 32 The Auditors of M/s Fortune India (p) ltd. was changed for the accounting year 2004-05.  The closing stock of the company as on 31.3.04 amounting to Rs. 100 lakhs continued as it is and became the closing stock as on 31.3.05.  The Auditors of the Company propose to exclude from their audit programme the audit of closing stock of Rs. 100 lakhs on the understanding that it pertains to the preceding year, which was audited by another Auditor.  Give your views on the above.

Ans. 1.  AAS – 34 Requirements:

(a) Physical verification of inventories is the responsibility of the management of the entity.

(b) When inventory is material to the Financial Statement, the Auditor should obtain sufficient appropriate audit evidence regarding its existence and condition by attendance at the physical inventory counting unless it is impracticable to do so.

2. CARO Requirement: The Statutory Auditors of a Pvt. Company to which CARO, 2003 is applicable is required to report whether the management has physically verified all the inventories at suitable intervals, whether the procedure for verification is adequate.

3. AAS – 22 Requirements:  Opening Balances relates only to closing balances of the preceding period which are brought forward to current period.  It does not apply to the given situation, where the Closing stock of the current year under audit is to be verified by the Auditor.

4. Possibility of Deterioration:  Since it is given that the opening stock has continued as it is and became the Closing Stock, it is quite possible that the stock may have deteriorated become obsolete.  The Auditor should examine this aspect.

5. Conclusion:  Considering the above, the contention of the Auditor to exclude the verification of closing stock from the audit programme is not correct.  The Auditor should conduct the required tests and verification in respect of closing stock.

Q. No. 33. You are the Auditor of a large manufacturing company and have included the observation of your client’s year-end stocktaking in your verification programme.  List the factors, which you would carefully consider prior to accepting the valuations, based on physical inventories, on grounds that the amount of which the stocks are stated in Balance Sheet could be materially affected thereby.

Ans. Factors to be considered for verifying the stock:-

1. Procedure adopted:  The Auditor has to verify whether the management is following the perpetual inventory system or cut off procedures or test checking of stock.

2. Stock Reconciliation Statement:  The records of purchases, sales, purchase returns and sales returns should be reconciled with stock registers and physical stock in hand on the date of Balance Sheet.

3. Obsolete and slow moving items:  The obsolete and slow moving items shall be identified on the basis of material turnover ratio and the same may be valued after making necessary adjustments from the regular method of valuation.

4. Valuation of perishable or deteriorable stock:  The value/quantity of stock may deteriorate due to factors like lapse of time, change in temperature or atmosphere. Necessary adjustments may be made at the time of stock valuation.

5. Goods Received or sent on sale or return basis:  These goods shall be identified correctly and final stock shall be considered after identifying real ownership.  The goods sent on sale or return basis is to be valued at lower of cost or market price unless confirmation is received before valuation date.

6. Goods held by others: Goods with dealers/distributors/ agents/consignees are to be identified and the same should be included in the value of stock along with details of its physical location, time of dispatch and date of purchase or manufacture.

Q. No. 36 As an Auditor of a large manufacturing organization you observe that a substantial amount of capital expenditure is incurred from its stores and own labor.  How would you proceed with regard to the audit of the above?

Ans. In case of utilization of own materials and labor for asset creation, correct allocation between capital and revenue should be made.  The Auditors’ duties involve the following – 

· Observe in details the Internal Control for authorization of capital expenditure.

· Enquire into the levels of authorization of capital expenditure and ascertain whether budgets are properly prepared for individual items

· Verify whether actual capital expenditure is periodically compared with budgets.

· Enquire into controls exercised at site or at shop floor when capital expenditure is incurred for constructing new assets such as buildings or fabrication of machinery.

· Verify whether time sheets are maintained for workers on such jobs to enable allocation of wages between Capital and Revenue.

· Verify the rates at which such costs are transferred to Fixed Assets/Capital WIP account

· Enquire whether proper proportion of supervisory costs and other overheads have been transferred to Capital Expenditure account.

· Examine whether there exists a reasonable relationship between the quantum of labour and materials utilized and the costs thereof, which have been, capitalized vis-à-vis overall capital cost incurred in construction.

Q. No. 40 The Management tells you that WIP is not valued since it is difficult to ascertain the same in view of multiple processes involved and in any case the value of opening and closing work-in-process would be more or less the same.  As an Auditor, give your views on the above:

Ans. Under Clause 3(iii) of Part II of Schedule VI to the Companies Act disclosure should be made “in the case of all concerns have work-in-process, the amount for which such works have been completed and the commencement and at the end of the accounting period”.

2. Under AS-2 on Valuation of Inventories” the value of the opening and closing work-in-process should be disclosed in the financial statements.

3. Where the Company has difficulties in determining the exact quantity of WIP proper technical estimates should be obtained.  Difficulty in measurement or the fact that the WIP remains the same on an average at all points of time is sufficient excuses for non-disclosure.

4. The Auditor should advise the company to obtain a technical estimate for disclosure of WIP in the Financial Statements.

Q. No. 43. The Company has sent semi-finished goods to third parties for further processing, which is lying with them at the end of the year.  What is the duty of the Auditor with regard to the above? 

Ans:

	Document to be seen
	Aspect to be verified/Auditor’s duties

	Delivery challan and excise records
	Verify the quantity of the goods dispatched to the third party to know the value of the goods sent at the time of dispatch

	GRN of Contractor
	Confirm whether the goods dispatched have been actually received by them.

	Confirmation from processor
	Verify the quantity lying withy the processor at the year-end, by obtaining a confirmation 

Showing quantity of materials and date of receipt and (b) Confirm whether goods sent have been received back within reasonable time and are in accordance with the agreed specifications. 

	Valuation and Disclosure
	Ensure that the goods are valued properly at each stage of completion in respect of WIP inclusive of expenses incurred in sending the goods for processing and (b) Where the amount is material, disclose the same separately as “Stock in hands of processors or contractors”


Q. No. 52 The sale and purchase of investments of Z ltd. was controlled through a committee.  Mr. S sold some of the investments without discussing with other members of the committee as they were out of station and Mr. S believed that its price would fall and the Company would surer a loss if it is not sold.  Z ltd. earned a profit of Rs. 1 lakh from such sale.  Comments on the above situation.

Ans. The formation of a Committee by Z ltd to control sale and purchase of investments is a good aspect of company’s internal control system.  It will eliminate the possibility of manipulation in sale and purchase of investments.

2. Here Mr. S had sold the investments without discussing with the other committee members.  This constitutes an act of bypassing the internal control system.  This should be viewed seriously even if the company had made a profit of Rs. 1 lakh since there could have been a possibility of earning more profits.  Also, the belief of Mr. S that the prices would fall and the company would suffer a loss is not good enough for him to act as per his discretion, particularly when investments are controlled through the committee.

3. The Auditor should (a) bring the fact of deviation from internal control to the attention of General Management (b) examine the basis of sale and verify the basis of accounting (c) examine the profit of Rs. 1 lakh made, to determine whether they are in the nature of revenue or capital profits and accordingly accounted for.

Q. No. 65 During the course of your audit of the accounts of a large manufacturing company for the year ended 31st March 2006, you find the following:-

(a) The sale proceeds of some Machinery have been credited to the Plant and Machinery A/c 

(b) An amount of Rs. 5lakh in respect of insurance of machinery for the period from 1st Jan 06 to 31st Dec. 06 has been shown as insurance premium in the P&L A/c

State whether you consider the treatment satisfactory or not with reasons for your opinion.

Ans. 1. Credit of Sale Proceeds to Plant and Machinery A/c

(a) Generally, “Plant & Machinery A/c” must show the original cost of assets, while depreciation thereon must be recorded in a separate account called “Accumulated depreciation account” alternatively, the entries for depreciation may be recorded in the asset account to reflect the written down value.

(b) Credit of Sale proceeds of machinery without further adjustment entries is not proper as per accounting principles

(c) Crediting the sale proceeds of machinery sold to the Plant and Machinery A/c is acceptable only when the amount is insignificant and (ii) when the original cost of machinery sold cannot be ascertained without unreasonable expense and delay.

2. Treatment of prepaid insurance premium:

(a) The period of insurance is 1st Jan 06 to 31st Dec.06.  But accounting year ends on 31st March 2006, hence the entire amount of premium cannot be debited to P&L A/c

(b) Premium relating to the un expired period i.e. 1st April 2006 to 31st Dec. 2006 should be treated as prepaid Insurance.  Hence amount transferred to prepaid insurance a/c will be Rs. 50000*9/12 = 3,75,000.  This amount will be shown on the asset side of the Balance Sheet under the heading “Loans and Advances”

(c) The balance amount of Rs. 1,25,000 should be debited to P7L A/c for the period.

Q. No. 67 The Company entered into “Agreement of Sale” to purchase an office space in a commercial complex.  The company with the consent of the promoters, started operations from the said place upon signing of the said agreement and included under Fixed Assets, the total consideration payable.  As an Auditor, how would you react to the above situation?

Ans.  Fixed Assets are included in the Balance sheet at their cost less depreciation.  As per AS-10, cost of Fixed Assets included all expenditure incurred to bring the asset to its working condition for its intended use.

2. In the context of Fixed Assets verification, the Auditor shall verify inter-alia, whether the client has a proper title and ownership of the assets.

3. In this case, the company has entered into an “Agreement of Sale” only; Merely an agreement to sell does not confer transfer of title from seller to buyer.  The agreement to sell only reflects intention of parties to perform the agreement.

4. Occupancy and operation from the said office space also does not confer ownership, unless the transfer of the asset is effected through a conveyance deed duly registered, the company does not become the owner of the said asset.

5. In the present case, the consideration will be payable only upon transfer of title.  Hence it would be incorrect to show the same under Fixed Assets.  The company must change the manner of disclosure otherwise the Auditor must qualify his report.

Q. No. 73. One customer from whom Rs. 5 lakhs are recoverable for credit sales gives a Motor Car in full settlement of the dues.  The directors estimate that the market value of the motorcar transferred is Rs. 5.25 lakhs.  As on the date of the Balance Sheet the car has not been registered in the name of the auditee.  Discuss the duty of the Auditor.

Ans. When a fixed asset is acquired in exchange for another asset, its cost is usually determined by reference to (i) Fair market Value of the consideration given or (ii) Fair Market value of the asset acquired, whichever is more clearly evident.



In the given case, the company has acquired a Motor Car by exchange of an amount due from a customer.  To determine the ownership of the car, proof of payment of consideration by the customer and the possession of the asset with him is sufficient.  Registration is only a permission given to the vehicle under the Motor Vehicle Act to ply on the road and it does not determine the ownership.


The car shall be valued at a cost Rs. 5,00,000 due to the reason that the value of the asset given up (i.e. debt receivable) is more clearly evident than the Fair Market Value of the asset acquired.


 (ii) The Asset Account should be debited at Rs. 5 lakh and the customer account should also be credited at Rs. 5 lakh. And (iii) in case the Director revalues the asset at Rs. 5.25 lakh then the excess of Rs. 25,000 shall be treated as revaluation reserve. However, it is prudent to recognize the asset only at Rs. 5 lakhs

Q. No. 75 How would you value Machinery received on approval but not yet accepted while auditing the accounts of a limited company? State how it will appear in the Balance Sheet.

Ans. Machinery received on sale or return basis is prima facie not the property of the company.  The Auditors should (a) verify the agreement between the company and the supplier and (b) examine the time limit given for acceptance.  If as per the agreement after the expiry of the prescribed time limit, the Machinery vests with the Company then it should be valued at cost to the company, including freight, insurance and other expenses incurred.



If as per the agreement, after the expiry of the prescribed time limit, if the machinery does not vest with the company, then it should neither be valued not disclosed in the Balance Sheet.

Q. No. 80 The method of depreciation on Plant & Machinery is to be changed from SLM basis to WDV basis from the current year.  How will you deal with the above situation? Can a company change the method of providing depreciation?

Ans.  The depreciation method selected should be applied consistently from period to period.  Consistency is essential to provide comparability of the results of the operations of the enterprise from one accounting period to another.



   A change from one method of providing depreciation to another should be made only (a) if adoption of the new method is required by statute or for compliance with an Accounting Standard or (b) if it is considered that the change would result in a more appropriate preparation or presentation of the Financial Statements of the enterprise.



   When such a change in the method of depreciation is made, depreciation should be recalculated under the new method with retrospective effect. i.e. from the date of the asset coming into use.  The deficiency of surplus arising there from should be debited or credited respectively in the P&L A/c of the year in which the method of depreciation is changed.



   The Auditor should ensure that the change in method of depreciation is made after satisfying the above condition and he has to see that the change in the method of depreciation is treated as a change in accounting policy and its effect is properly quantified and disclosed in the Financial Statements.

Q. No.81 No depreciation has been charged for the year ended 31st March 2001, in respect of a spare bus purchased during the year and kept ready by the company for use as a stand by on the ground that it was not used during the year.  State the duty of an Auditor with regard to the above.


The Company has not used the asset at all during the year.  What is the duty of the Auditor in respect of the above situation?

Ans. As per AS-6, Depreciation is a measure of the wearing out, consumption or other loss of value of depreciable asset arising from use, efflux of time or obsolescence through technology and market changes. 


2. Depreciation also arises due to efflux of time and therefore, should be provided irrespective of whether the assets were put to use at all during the year.


3. It would be necessary to deduct depreciation in respect of idle assets since depreciation arises also due to efflux of time (Circular issued by Department of Company Affairs)


4. If there is an intention to use an asset, it is considered as a constructive or passive use.


5. Hence, non-utilization of assets is not an acceptable ground to exclude/omit depreciation charge.

Q. No. 82 The management of a company does not want to provide for depreciation on its assets in a particular year for the following reasons:

(a) Big appreciation in the market value of the assets;

(b) The Company does not intend to declare any dividend;

(c) The company has suffered a huge trading loss in the current year.

Give your comments on the above.  Will there be any qualification in the Audit Report in the above cases? 

Ans. (a) Appreciation in Market Price:

1. As – 6 states that the depreciable amount of a depreciable asset should be allocated on a systematic basis to each accounting period during the useful life of the asset.

2. Fixed Assets are acquired for carrying on the business to earn profit and not to sell them at profit.

3. The utility of assets decreases on account of war and tear, use and other factors.  The market value does not have any relevance to depreciation.

4. Without charging depreciation, it will not be possible to ascertain the correct cost of production and correct amount of net profit.

5. Hence, depreciation should be provided irrespective of market price movements.  The company’s argument as to big appreciation in the market value of the asset is not acceptable.

(b) Non-Declaration of Dividend:

1. Sec. 205 of the Companies Act, provides that a Company cannot declare dividends in any year except-

· Out of profits for the year arrived at after providing for depreciation as per section 205(2) or

· Out of the undistributed profits of the company for any previous year or years arrived at after provided for depreciation in the manner aforementioned and remaining undistributed or

· Out of the balances of profit mentioned in (a) or (b) above

2. The general rule is “no depreciation – no dividend” The only exception to this rule is u/s 205(1)(c) where the Central Govt., in public interest, may allow any company to declare or pay dividend for any financial year out of the current or accumulated profits without providing for depreciation.

3. Strictly speaking the management of company need not provide depreciation in a particular year if the company does not intend to declare any dividend.

4. However, schedule VI Part II required that if no provision is made for depreciation, the fact that no provision has been made and the quantum of arrears of depreciation as per Sec. 205(2) should be disclosed.

5. Hence the mere fact that the company has not provided for depreciation in the accounts so as to maintain the same rate of dividend as declared in earlier years is not accepted under law.

(C) Insufficiency of Profits:

1. It is a normal business expenditure representing the value of asset consumed in the process of business operation which should be charged against the profit and loss account, irrespective of whether there arises a profit or not.

2. In accordance with normal accounting requirements, depreciation should be provided even when where there is a loss.  Insufficiency of profits is not a valid ground for excluding depreciation in the accounts.

3. Non-provision of depreciation will attract qualification in the Auditors’ report.

Q. No. 83. How will you, as Statutory Auditor, deal with the following which come across during the audit of a limited company engaged in the manufacture of textiles, for the year ended 31st Dec., in the context of disclosure requirement;

1. The Company has placed an order with London Machinery Ltd. Mumbai for a machinery costing Rs.10 lakhs for delivery against cash payment during the month of April next year

Ans. (a) An order has been placed by the Company with London Machinery Ltd. for the purchase of a machinery costing Rs. 10 lakhs for delivery against cash payment during the month of April next year.  This represents a capital commitment for which no provision has been made as on 31st Dec.

(b) Part I of Schedule VI required that contingent liabilities should be disclosed by way of a footnote to the Balance Sheet, specifying the General nature and the amount of each contingent liability.

(c) Hence, the company should add a footnote to the Balance Sheet showing separately that a contract has been entered into which requires the payment of Rs. 10 lakhs in cash in the following year.

2. Closing stock as on 31st Dec. has been valued at Rs. 4,40,000/- at Selling Price which is 10% above cost, whereas in the past the valuation of closing stock was at cost.

Ans.(a) AS-2 on valuation of Inventories requires that inventories be valued at “Cost or Net Realiasable Value, whichever is lower” In this case inventories have been valued at selling price i.e. 10% above cost and hence not in tune with the Accounting Standard.

(b) The Company has changed the basis of valuation of inventories from cost to selling price, during the current year.  This involves change in the basis of accounting principle.

(c) Part II of Schedule VI requires disclosure of the amount, if material by which any item shown in the profit and loss account is effective by any change in the basis of accounting.

(d) Therefore the Auditor should see that the overstatement of profits of the year to the extent of Rs. 40,000 (i.e. Rs. 4,40,000 divided by 110%) is rectified in the accounts.  Also, the audit report should be qualified for non-compliance with AS-2.

3. On 2nd an. Next year, the Factory Godown of the book value of Rs. 1,00,000/- has been destroyed by fire.

Ans. (a) The given case is an example of an Event occurring after the Balance Sheet date.  However, no adjustment is required to be made for this event, in the Financial Statements for the year ending 31st Dec., as the building was intact on that date and it got destructed only after the year was over.

(b) However, as it is a material loss, as per AS-4, disclosure is required to be made in the report of the approving authority describing the nature of event and an estimate of the effect on the financial position of the company.

Q. No. 84  A company has not provided depreciation on machinery on the plea that the machinery has been maintained in excellent condition and is as good as new.

Ans. As per AS-6, Depreciation is a measure of the wearing out, consumption or other loss of value of depreciable asset arising from use, efflux of time or obsolescence through technology and market changes. 


2. Depreciation also arises due to efflux of time and therefore, should be provided irrespective of whether the assets were maintained very well during the year.


3. The contention of the management that the machinery is as good as new and hence depreciation need not be provided on the same is not acceptable.

Q. 82(2) A company whose accounting year ends on 31st March has placed an order with GML, Mumbai, for a machinery costing Rs. 20 lakhs against cash payment during the month of June next Financial year.  The company has added a footnote to the Balance Sheet as at 31st March showing separately that a capital contract has been entered into which requires the payment of Rs. 20 lakhs in cash.

Ans. An order has been placed by the Company with GML Mumbai, for the purchase of machinery costing Rs. 20 lakhs for delivery against cash payment during the month of June next year.  This represents a Capital Commitment for which no provision has been made as on 31st March.

(b) Part I of Schedule VI required that contingent liabilities should be disclosed by way of a footnote to the Balance Sheet, specifying the general nature and the amount of each contingent liability.

(c) The amount of advance paid, if any should be disclosed on the Assets side of the Balance Sheet.

(d) The amount of the order i.e. Capital Commitment less the advance paid, if any, should be disclosed in the notes under the heading “Commitments for Capital Expenditure”

(e) Therefore the treatment accorded by the company is correct.

Q. 84 (3) – A company has scrapped a semi automatic part of a machine (not entirely written off) and replaced with a more expensive fully automatic part which has doubled the output of the machine.  At the same time the machine was moved to a more suitable placed in the factory that involved the building of a new foundation in addition to the cost of dismantling and re-erection.  The company wants to charge the whole expenditure to revenue.

Ans. The written down value of the Semi-automatic part is required to be written off to revenue, as terminal depreciation since the item is presently scrapped.

(b) An expenditure, which leads to benefits in the future periods by increasing the earning capacity of the machine, shall be considered as Capital Expenditure.  The output of the machinery has doubled and the machinery has been moved to a more suitable place.  The expenditure incurred in purchasing the fully automatic part and in repositioning the machine shall be treated as Capital Expenditure as the amount incurred has increased earning capacity of the machine.

(c) therefore, the Company’s proposal to write-off the entire expenditure to revenue is not justifiable.

Q. 84 (4) A company has made additions to its factory buildings by its own workmen, at a cost of Rs. 450000 for wages and materials.  The lowest estimate from an outsider was Rs. 6,00,000 for the same work.  The directors contend that as they were fully entitled to employ an outside contractor, it is reasonable to debit the Building A/c with Rs, 6,00,000.

Ans. Fixed Assets, which are held for the purpose of earning income and not for resale, shall be valued at cost.  It cannot be carried in the Balance Sheet at a notional amount above cost, i.e. in excess of the amount, which has been paid for it.



AS-10 on accounting for fixed assets states that the Gross Block of self-constructed Fixed Assets should be computed on the basis of actual cost incurred/allocated.  Internal profits, if any, shall be eliminated in arriving at such costs.



In this case, the cost of Fixed Assets shall be determined at Rs. 4.5 lakhs being the amount actually incurred.  The notional amount of Rs. 6 lakhs shall be ignored.  Hence the contention of the Board of Directors is not correct.

 Q. No. 85 Due to Fire in the Factory the Plant and Machinery got damaged.  The estimated cost of repairs was nominal i.e. Rs. 5,000.  However a suggestion was received that if the design of the plant and machinery during such repair shut down could be modified, the production would increase substantially.  The cost of such repairs together with modification suggested was Rs. 1 lac.  The suggestion was accepted and Rs. 1 lakh spent for the said purpose.  The company charged the entire expense to P&L A/c.  Do you agree with the company’s treatment? State your views.

Ans. As per AS-10 if any item of expenditure has the effect of enhancing the life of an asset or improving the earning capacity, the cost of the expenditure should be capitalized.  Expenses resulting in creation of an asset or adding to its value or achieving higher productivity, are regarded as expenditure of a capital nature.


Expenses of revenue nature, which is not expected to have any change in future benefits of the Fixed Assets shall be charged to P&L a/c.


In this case, due to the modification expenditure of Rs. 1 lakhs the design has changed and consequently, the production has increased substantially.


Major repair of Rs. 1 lakh, which has the effect of adding to the life of the asset and increasing the earning capacity of the asset, should be capitalized.  The company is not justified in debiting the entire expenditure to P&L A/c.

Q. No. 86 Cost of Structural alternations amount to Rs. 60,000 to self owned factory premises has been charged to Building Repairs.  State briefly the duty of an Auditor in this regard.

Ans. Any expenditure on Fixed Assets, which increase the life of the asset, and also the future benefits, shall be treated at Capital in nature.  The benefit may be distributed over a period or more than one year or the benefit is beyond the previous efficiency.



Structural alterations provide more strength to the building or it may be an expansion of capacity of the existing building.  Therefore, the cost of Rs. 60,000 incurred may increase the life the asset and so it shall be added to the cost of the building and the depreciation shall be provided accordingly.

Q. No. 87 (1) Sundry Debtors include charges made for returnable packing cases.

Ans.  Cost of returnable packing cases has been included in the accounts of Sundry Debtors.  The packing cases are with the customers and are returnable.  If the customers do not return the packing cases within the stipulated time, their accounts shall be debited with the cost of such items.


The cost of packing cases should be shown in the Balance Sheet on the Assets side as “Packing Cases with Customers” and should be valued at Cost Price less Depreciation.  It should not be included in the account of the Sundry Debtors.


The treatment given by the Company in the accounts is not correct and shall be rectified in the above manner.

Q. No. 87(2) The value of land and building was not separately disclosed.  Also a major repair of the roof amounting to Rs. 1 lakh was carried out during the year, without which the building would have become unusable. – Comment

Ans. (a) Facts: The value of Land and Building was not separately disclosed.  Also a major repair of the roof amounting to Rs. 1 lack was carried out during the year, without which the building would have become 7unusable.

(b) Segregation:  The value of Land & building should be separated for purposes of calculation of depreciation.  If such segregation is not possible from available documents, the assistance of a value should be taken to ascertain the same.

(c) Treatment of Roof Exp. The amount of Rs. 1 lac paid for repair of the roof has added to the life of the building and its utility.  Hence, it should be added to the cost of the building and not charged off as revenue expenditure.

(d) Conclusion:  The treatment given by the Company in the accounts is Not Correct and shall be rectified in the above manner.

Q 87 (3)  Assets Purchased under Hire-Purchase system were reflected at their full value and the outstanding installments payable have been included under Sundry Creditors. 

Ans. Assets acquired on hire purchase system:

(a) Facts: Assets purchased in the hire-purchase system were reflected at their full value and the outstanding installments payable have been included under sundry creditors.

(b) Accounting treatment: For assts acquired under HP system, the capital portion of the installments paid up to the balance sheet should be debited to the asset account and the interest included in each installment and the penal interest, should be charged off to interest account.

(c) Depreciation: Depreciation should be provided on the full cash purchase price of the asset. The net book value should be shown in the balance sheet.

(d) Conclusion: The treatment given by the company in the accounts ids not correct and shall be rectified in the above manner.

Q.88 One of the manufacturing units of B Ltd. equal to 40% of the total assets destroyed in the fire for which there was no insurance cover. The company’s chief accountant contends that the destruction of the unit took place only after the balance sheet date and so there was no need to make disclosure of loss in the annual accounts as at the balance sheet date. As an auditor, how you would react to the above situation?

A.88 (1) Adjusting events: according to AS-4 assets and liabilities should be adjusted for events occurring after the balance sheet date that provide additional evidence to assist the estimation relating to the conditions existing at the balance sheet date or indicate that the fundamental accounting assumption of going concern (i.e. the continuance of existence or substratum of the enterprise) is not appropriate.

           (2) Auditor’s duties:

(a) Materiality analysis: Having regard to the quantum of loss, the auditor has to consider whether it is material enough to affect the very existence of the enterprise.

(b) Effect on going concern assumption: If destruction of 40% of total assets without insurance cover affects the very existence of B Ltd., then the annual account would have to be prepared not following the fundamental Going concern assumption, even if the event has occurred after the balance sheet date. Also the auditor should consider the provisions of the AAS-16, Going concern in this regard.

(c) Disclosure: Alternatively the disclosure stating nature of event and estimate of the financial effect or a statement that such an estimate cannot be made will have to be made in the report of the Board of directors.

Q. No. 89 ABC Ltd. had acquired an asset from USA at a cost of US $1,00,000.  Immediately after acquisition of the asset, the Indian Rupee was devalued by 10%.  The company transferred the additional liability to exchange fluctuation reserve account. State your views on the above with reasons.

Ans. AS-11 on “The effect of changes in Foreign Exchange Rules” requires that exchange difference arising on repayment of liabilities incurred for the purpose of acquiring Fixed Assets, which are carried in terms of historical cost, should be written off as an expense to the P&L A/c.

2. However, under Schedule VI to the Companies Act, in case any Fixed Asset has been acquired from a country outside India, the original cost is required to be changed in consequence of a change in the rate of exchange, if there has been increase or reduction in the liability as expressed in Indian currency (a) for making payment towards the whole or part of the cost of the asset or (b) for repayment of the whole or a part of monies borrowed by the company in foreign currency.

3. In the present case the transfer of the additional liability to Exchange Fluctuations Reserve Account is incorrect.  The company has to write off this amount to the P&L A/c as per AS-II or add to the cost of the asset as per Schedule VI.  In a case where the provisions of AS and law are not compatible, the provisions of law will prevail.

Q. No. 90 Fixed Asset have been revalued and the resulting surplus has been adjusted against the brought forward losses.  Give your Comments.

Ans.  Revaluation of Fixed Assets may involve writing up the book value of fixed Assets.



Creation of Revaluation Reserves does not result into any cash inflows and represents unrealized gain.  They are in the nature of Capital Reserves and are not available for se off against revenue losses.



As-10 requires that “an increase in net book value arising on revaluation of Fixed Assets is normally credited directly to owner’s interests under the heading of Revaluation Reserves and is regarded as not available for distribution”



Brought forward Revenue losses cannot be set off against Revaluation Reserves.

Q. No. 91 A Company had acquired a 10 Ton delivery van valued at Rs. 6.5 lakhs on installment basis from a dealer.  During the year, the Company paid Rs. 1.5 lakhs being the installment for the year and provided depreciation on the said amount paid.  As an Auditor, comment on the above situation.

Ans. 1. Property/Title:  In installment system, the property in goods passes on to the Purchaser immediately whereas in the case of Hire-Purchase basis, property in goods passes only after payment of last installment.

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

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

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

Q. No. 7. A company received a subsidy of Rs. 1 Cr. Fro establishing an undertaking in the backward/notified area.  What are the Auditors’ duties in this connection?

 Ans. The Accounting treatment of each subsidy shall depend upon the nature and purpose for which it has been given.  AS-12 on “Accounting for Government Grants” the grant given for the acquisition of fixed assets is in the nature of Promoter’s Contribution.



In this case the company had received a subsidy of Rs. 1 cr. for establishing an undertaking in the backward/notified area.  The grant has been given by way of contribution towards its total capital outlay for the establishment of the undertaking.



The grant has similar characteristics to those of Promoter’s contribution.  They should be treated as Capital Reserve, which can neither be distributed as dividend nor considered as deferred income.



On the above arguments, the amount of Rs. 1 cr. Should be kept in a separate Capital Reserve a/c and treated as a part of Shareholders’ funds.

Q. No. 8 RT Ltd received Rs. 50 lakhs as grant from the State Govt. towards the part cost of a specific machinery. The company credited the above sum of Rs. 50 lakhs as income in its P&L A/c for the year.  What are your views on the accounting treatment of the above receipt of Rs. 50 lakhs.?

Ans. Under AS-12 where the grant relates to a specific depreciable Fixed Asset, the company can follow the following method-

(a) Grant is shown as a deduction from Gross Value of related asset (i.e. Machinery) in arriving of its book value

(b) The Grant is indirectly recognized in the P&L statement, over the useful life of the asset, by way of a reduced depreciation charge.

(c) Where the grant equals the whole, or virtually the whole of the cost of the asset, the asset is shown in the Balance Sheet at a nominal value, say Rs. 100/-

In the given case, the company has wrongly considered a capital grant relating to specific machinery, as a Revenue Grant and credited it to the P&L A/c.  The accounting treatment given by the Company is not proper and violates AS-12 requirements.  The Auditor should require the Company to rectify the accounts on the lines indicated under AS-12, or otherwise qualify his report, for non-compliance with Accounting Standards.

Q. No. 9 A Public Ltd. Company has issued debentures, which are guaranteed by the Govt. of India both as to the repayment of the principal, and interest but not secured by any charge on the assets of the company and disclosed the same as “Secured Loans” in the Balance Sheet.  Give your views on the above.

Ans. Secured Loans covers only those loans, which are secured by way of a change on tangible assets, whether or not belonging to the borrower.

2. Debentures guaranteed by the Govt. are not “Secured Loans” as they are not supported by security of tangible assets.  In spite of greater security for debenture-holders. I.e. guarantee by Govt. such debenture are not “Secured Loans”

3. Schedule VI Part I requires that the nature of security should be specified in case of Secured Loans, which include debentures.  In the Instant case there is no security created out of an asset that can be described as a security.

4. Hence, the debentures in this case should be classified as “Unsecured Loans” in the Balance Sheet, with a disclosure of the fact of the Government guarantee.

Q. No. 11 The amount payable to Suppliers of Machinery under Deferred Payment arrangements has been shown as current liabilities.  The Company accepted the bills drawn by the supplier and offered its other Fixed Assets as collateral security.  Your client has sought your opinion to correctly account for and /or disclose the above matter.  State your views with reasons.

Ans. The machinery has been purchased under deferred payment arrangements with the supplier.  The company accepted the bills drawn by suppliers and offered its other fixed assets as a collateral security.



If Fixed Assets are offered as primary security, then the loan has to be shown under “Secured Loans” Since the Fixed Assets are only collateral security and also this liability is long term in nature, it should be shown separately after “Unsecured Loans” with appropriate description.



The installments payable within 12 months or the date of the Balance Sheet should be shown as Current Liabilities.



As the company has accepted the bills drawn by the supplier and also offered its Fixed Assets as Collateral Security, this should be indicated by way of a note.



Hence the treatment given by the Company is not correct and should be rectified.

Q. No. 14.Included under Sundry Creditors was fees payable to the legal counsel for suits filed against the Company.  The Company is not aware of the status of the suits and hence did not want to provide for the same.

Ans. The Management of the enterprise is responsible for assessing the liability on account of final outcome of the legal suits.

(a) When there is probability that liability has been incurred on the Balance Sheet date and a reasonable estimate of the amount of the resulting loss can be made.

(b) When they very basis of obligation is being contested, it should be disclosed as a Contingent Liability stating its nature, uncertainties affecting it and an estimate of the financial effect.


The Auditor should exercise his judgment as to the outcome of contingencies as determined by the Management based on – 

(a) Information available up to the date of approval of Financial Statements.

(b) Review of events occurring after Balance Sheet

(c) Experience of similar transactions

(d) Reports from legal counsel

The status of each suit would have to be assessed very carefully and accordingly provision or disclosure would have to be made wherever required.


The Auditor should examine each case/situation and verify whether the entity has satisfied the conditions prescribed in AS-29 in respect of (a) recognition and disclosure of provision; and (b) disclosure of contingent liability.

Q. No. 15.  You are the Auditor of A Ltd. and have come across the following transactions:

(a) A Ltd which is the Holding Company of B Ltd, has guaranteed the loan given by a Bank to B Ltd.

(b) A ltd holds 50,000 equity shares of Rs. 50 each (Rs. 40 paid up), in B Ltd.

Your are required to state –

(A) The audit procedures you would like to carry out to verify their correctness

(B) The disclosure requirements, if any, you will insist on before issuance of your report.

Ans. Audit Procedures:-

A- To verify guarantee given

(a) Ensure that A Ltd is empowered to give such guarantee as per its Memorandum and Articles.

(b) Peruse the Minutes Book to ensure that proper resolution has been passed, authorizing the guarantee.

(c) Verify the contract stating the nature and quantum of guarantee given by the Company.

(d) Scrutinize the repayment schedule and actual payments made by B Ltd., if any, to determine the exact amount of contingent liability.

(e) Obtain a certificate from A Ltd that no other guarantee has been given in this regard.

B- To verify Partly Paid Shares

(a) Ensure that A Ltd is empowered to invest in share of other Companies, as per its Memorandum and Articles of Association.

(b) Peruse the Board of Directors Meeting Minutes Book to see that Investment in Equity Shares of B Ltd. was properly authorized.

(c) Verify the Shares Issued Register and Share Certificates to see application and allotment money paid.  Ascertain the uncalled amount of shares.

(d) Ensure that no further call has been made by B Ltd. in respect of these shares during the year.

2. Disclosure Requirements:

A- Companies Act: - Schedule VI requires disclosure of a contingent liability by way of a Footnote to the Balance Sheet of A Ltd. The disclosure of the following is required -

(a) Estimated Liability for guarantee given for Bank Loan to B Ltd; and

(b) Uncalled Liability on Partly Paid Shares of B ltd., specifying the general nature and the amount of each contingent liability.

B – AS-29 – Unless the possibility of any outflow in settlement is remote the following should be disclosed for each class of Contingent Liability, as on the Balance Sheet date –

(a) Brief description of the nature of contingent liability; and

(b) Where practicable –

· An estimate of its financial effect, measured under paragraphs 35 – 45 of AS-29

· An indication of the uncertainties relating to any outflow: and

· The possibility of any reimbursement.

Q. No. 16 Z ltd. gave a guarantee to the Court for payment of excise dues of Rs. 10 lakhs for one of its subsidiaries.  According to the Company, since the guarantee was given on behalf of its subsidiary, no disclosure was required.  Comment.

Ans. Z Ltd has given a guarantee of Rs. 10 lakhs to the Court for payment of excise dues of its subsidiary.  If the Subsidiary failed to meet its obligation, Z Ltd would be required to pay Rs. 10 Lakhs to the authorities concerned.  Thus the amount of guarantee constitutes a Contingent liability.


AS-29 requires that unless the possibility of any outflow in settlement is remote the following should be disclosed for each class of contingent liability, as on the Balance Sheet date 0-

(a) Brief Description of the nature of Contingent Liability; &

(b) Where practicable –(i) An estimate of its financial effect, measured under Para 35-45 of AS-29;(ii) An indication of the uncertainties relating to any outflow; and (iii) the possibility of any reimbursement. 

CARO, 2003: Where the company has given any guarantee for loans taken by others from bank or financial institutions, the Auditor should see whether the terms and conditions are prejudicial to the interests of the company. However this clause is not applicable in the instant case, since the guarantee is given to the court.


The amount of any guarantee given by a company on behalf of its subsidiary’s liability is required to be stated and where practicable, the general nature of such contingent liability, if material shall be specified.


Inference: he disclosure requirements under the Companies Act require disclosure of such items under the head contingent liabilities as “Other moneys for which the company is contingently liable” as a footnote to the Balance Sheet.

Q. No. 17 The debit balance in the P&L A/c is shown as a deduction from Investment Allowance Reserve on the Liability Side of the Balance Sheet.  Your Client has sought your opinion to correctly account for and/or disclose the above matter.  State your views.

Ans. The debit balance in the P&L A/c has been shown as a deduction from Investment Allowance Reserve on the liability side of the Balance Sheet.



Schedule VI, Part I, read with the instructions for preparation of the Balance Sheet, clearly stipulates that the Debit Balance in the P&L A/c should be shown as a deduction from then General Reserves or any other uncommitted reserve.  In case such reserves are not sufficient, it shall be shown in the Assets side of the Balance Sheet.



The treatment given by the Company in the accounts is not correct and has to be rectified.
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