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AUDIT COMMITTEE & CORPORATE GOVERNANCE
Q.1) what is Corporate Governance? (Nov 2004)
1. Corporate governance is the system by which companies are directed and controlled by the management in the best interest of the shareholders and others ensuring greater transparency and better and timely financial reporting.  The Board of Directors are responsible for governance of their companies.
2. A number of reports and codes of corporate governance have been published internationally.  
3. The Securities and Exchange Board of India (SEBI) had set up a Committee under the Chairmanship of Shri Kumar Manglam Birla to formulate the code of corporate governance.  Based on this report, SEBI has by circular in February 2000 directed stock exchanges to amend the Listing Agreement between them and the entities whose securities are listed on such stock exchanges and include a new Clause 49 in such Listing Agreement.  
4. Various clauses deal with composition of board, setting-up of audit committee including scope thereof, remuneration of directors, meetings of Board, contents of management discussions and analysis report, etc.  
5. Clause 49 also prescribes that there shall be a separate section on Corporate Governance in the annual reports of company, with a detailed compliance report on Corporate Governance. 
6. Non compliance of any mandatory requirement i.e. which is part of the listing agreement with reasons thereof and the extent to which the non-mandatory requirements have been adopted, should be specifically highlighted.  
7. Further, the entity is required to obtain a certificate from the statutory auditor of the entity as regards compliance of conditions of corporate governance as stipulated in that clause.
Q.2) Audit Committee u/s 292A of Companies Act, 1956
=>	Section 292 A of the Companies Act, 1956 provides:

(1) Every public company having paid-up capital of not less than five crores of rupees shall constitute a committee of the Board known as “Audit Committee” which shall consist of not less than three directors and such number of other directors as the Board may determine of which two-thirds of the total number of members shall be directors, other than managing or whole-time directors.

(2) Every Audit Committee constituted under sub-section (1) shall act in accordance with terms of reference to be specified in writing by the Board.

(3) The members of the Audit Committee shall elect a chairman from amongst themselves.

(4) The annual report of the company shall disclose the composition of the Audit Committee.

(5) The auditors, the internal auditor, if any, and the director-in-charge of finance shall attend and participate at meetings of the Audit Committee but shall not have the right to vote.

(6) The Audit Committee should have discussions with the auditors periodically about internal control systems, the scope of audit including the observations of the auditors and review the half-yearly and annual financial statements before submission to the Board and also ensure compliance of internal control systems.

(7) The Audit Committee shall have authority to investigate into any matter in relation to the items specified in this section or referred to it by the Board and for this purpose, shall have full access to information contained in the records of the company and external professional advice, if necessary.

(8) The recommendations of the Audit Committee on any matter relating to financial management, including the audit report, shall be binding on the Board.

(9) If the Board does not accept the recommendations of the Audit Committee, it shall record the reasons therefore and communicate such reasons to the shareholders.

(10) The chairman of the Audit Committee shall attend the annual general meetings of the company to provide any clarification on matters relating to audit.
 (11) If a default is made in complying with the provisions of this section, the company, and every officer who is in default, shall be punishable with imprisonment for a term which may extend to one year, or with fine which may extend to fifty thousand rupees, or with both.”

Q. 3) Audit Committee under Clause 49 of Listing Agreement?
=>	As per the SEBI circular a qualified and independent audit committee shall be set up taking into account the following norms:

(i) The audit committee shall have minimum three directors as members. Two-thirds of the members of audit committee shall be independent directors

(ii) All members of audit committee shall be financially literate and at least one member shall have accounting or related financial management expertise.

(iii) The Chairman of the Audit Committee shall be an independent director

(iv)The Chairman of the Audit Committee shall be present at Annual General Meeting to answer shareholder queries

(v) The audit committee may invite such of the executives, as it considers appropriate to be present at the meetings of the committee, but on occasions it may also meet without the presence of any executives of the company. The finance director, head of internal audit and a representative of the statutory auditor may be present as invitees for the meetings of the audit committee 

(vi)The Company Secretary shall act as the secretary to the committee.

The term "financially literate" means the ability to read and understand basic financial statements i.e. balance sheet, profit and loss account, and statement of cash flows.

A member will be considered to have accounting or related financial management expertise if he or she possesses experience in finance or accounting, or requisite professional certification in accounting, or any other comparable experience or background which results in the individual’s financial sophistication, including being or having been a chief executive officer, chief financial officer or other senior officer with financial oversight responsibilities.

Q. 4) what are the additional requirements are stipulated as per Clause 49 of the Listing Agreement on which Section 292A is silent:
=>
(i) The audit committee may invite such of the executives, as it considers appropriate to be present at the meeting of the committee,
but on occasions, it may also meet without the presence of any executives of the company.

(ii) The company secretary shall act as secretary to the committee.
(iii) The audit committee shall meet at least four times in a year. The gap between two meetings should not be more than four months.

(iv)The quorum of the audit committee shall be two members or one-third of the members of the audit committee whichever is higher and minimum of two independent directors be present.

(v) The powers and role of the audit committee are elaborately contained in Clause 49 II (C) & (D).

(vi)All members of the audit committee shall be financially literate and at least one member shall have accounting or related financial management expertise.

Q. 5) what are the additional requirements are stipulated as per Section 292A the Companies Act, 1956 on which Clause 49 of the Listing Agreement is silent:
=>
(i) The audit committee constituted shall act in accordance with terms of reference to be specified in writing by the Board.

(ii) The recommendations of the audit committee on any matter relating to financial management, including the audit report, shall be binding on the Board.
 
(iii) If the Board does not accept the recommendations of the audit committee, it shall record the reasons thereof and communicate such reasons to the shareholders.

Q. 6) Content of Management Discussion and Analysis [Clause 49 IV (F)] -
=>
(i) As part of the directors’ report or as an addition thereto, a Management Discussion and Analysis report should form part of the Annual Report to the shareholders. This Management Discussion & Analysis should include discussion on the following matters within the limits set by the company’s competitive position:
(i) Industry structure and developments.
(ii) Opportunities and Threats.
(iii) Segment–wise or product-wise performance.
(iv) Outlook
(v) Risks and concerns.
(vi) Internal control systems and their adequacy.
(vii) Discussion on financial performance with respect to operational performance.
(viii) Material developments in Human Resources / Industrial Relations front, including number of people employed.
(ii) Senior management shall make disclosures to the board relating to all material financial and commercial transactions, where they have personal interest, that may have a potential conflict with the interest of the company at large (for e.g. dealing in company shares, commercial dealings with bodies, which have shareholding of management and their relatives etc.)

Q. 7) Information to Shareholders [Clause 49 IV (G)] -
=>
(i) In case of the appointment of a new director or re-appointment of a director the shareholders must be provided with the following information:

(a) A brief resume of the director;
(b) Nature of his expertise in specific functional areas;
(c) Names of companies in which the person also holds the directorship and the
Membership of Committees of the Board; and
(d) Shareholding of non-executive directors as stated in Clause 49 (IV) (E) (v)

(ii) Quarterly results and presentations made by the company to analysts shall be put on company’s web-site, or shall be sent in such a form so as to enable the stock exchange on which the company is listed to put it on its own web-site.

(iii) A board committee under the chairmanship of a non-executive director shall be formed to specifically look into the redressal of shareholder and investors complaints like transfer of shares, non-receipt of balance sheet, non-receipt of declared dividends etc. This Committee shall be designated as ‘Shareholders/ Investors Grievance Committee’.

(iv) To expedite the process of share transfers, the Board of the company shall delegate the power of share transfer to an officer or a committee or to the registrar and share transfer agents. The delegated authority shall attend to share transfer formalities at least once in a fortnight.

Q.8) Mandatory Review of Information by Audit Committee?

The Audit Committee shall mandatorily review the following information as per
Clause 49 II (E):
1. Management discussion and analysis of financial condition and results of operations;
2. Statement of significant related party transactions (as defined by the audit committee), submitted by management;
3. Management letters / letters of internal control weaknesses issued by the statutory auditors;
4. Internal audit reports relating to internal control weaknesses; and
5. The appointment, removal and terms of remuneration of the Chief internal auditor shall be subject to review by the Audit Committee.

Q.9) Proceeds from public issues, rights issues, preferential issues etc Clause 49 IV (D)
=>
1. When money is raised through an issue (public issues, rights issues, preferential issues etc.), it shall disclose to the Audit Committee, the uses / applications of funds by major category (capital expenditure, sales and marketing, working capital, etc), on a quarterly basis as a part of their quarterly declaration of financial results. 

2. Further, on an annual basis, the company shall prepare a statement of funds utilized for purposes other than those stated in the offer document/prospectus/notice and place it before the audit committee. 

3. Such disclosure shall be made only till such time that the full money raised through the issue has been fully spent. This statement shall be certified by the statutory auditors of the company. 

4. The object of this sub-clause is to ensure that in case of diversion of funds from the proceeds of issues, it should be appropriately brought to the notice of audit committee for suitable action to be taken. 


Q.10) Who is an Independent Director as per clause 49 of listing agreement?
As per clause 49 of the listing Agreement, an independent director shall mean a non- executive director of the company who:
i. Apart from receiving director’s remuneration, does not have any material pecuniary relationship or transactions with the company, its promoters, its directors, its senior management or its holding company, its subsidiary and associates which may affect independence of director
ii. Is not related to promoters  or persons occupying management positions at the board level or at one level below the board
iii. Has not been an executive of the company in the immediately preceding three FY
iv. Is not a partner or any executive or was not partner or an executive during the  preceding three FYs of any of the following:
a. The statutory audit firm or the internal audit firm that is associated with the company, and
b. The legal firm and consulting firm that have a material association with the company
v. Is not a material supplier, service provider or consumer or a lessor or lessee of the company which may affect the independence of the director and
vi. Is not a substantial shareholder of the company i.e owning two percent or more of the block of voting shares







PEER REVIEW
Q.1) Peer Review
1. In general, for a professional, the term "peer review" would mean review of work done by a professional, by another professional of similar standing. 

2. ‘Peer Review’ is defined as, a regulatory mechanism for monitoring the performances of professionals for maintaining quality of service expected of them for enhancing the reliance placed by the users of financial statements for economic decision-making.

3. The examination and review of a practice unit would be carried out by a "reviewer", i.e., a member, selected from a panel of reviewers maintained by the Board. The term "practice unit" means members in practice, whether practising individually or as a firm of Chartered Accountants.


4. As per the Statement of Peer Review (ICAI, 2002) “Peer Review” means an examination and review of the systems and procedures to determine whether they have been put in place by the practice unit for ensuring the quality of attestation services as envisaged and implied/mandated by the Technical Standards and whether these were effective or not during the period under review".

5.  The peer review is directed towards maintenance as well as enhancement of quality of attestation services and to provide guidance to members to improve their performance and adherence to various statutory and other regulatory requirements.

6. Accordingly, where a practice unit is not following technical standards, the reviewers are expected to recommend measures to improve the procedures.

7. To elaborate further, the key objective of peer review exercise is not to identify isolated cases of engagement failure, but to identify weaknesses that are pervasive and chronic in nature. For instance, absence of formal planning of an audit represents a serious deficiency that needs to be remedied by the practice unit.

Q.2) Peer Review Board
1. The Council of the institute of Chartered Accountants of India in March 2002 established the ‘Peer Review Board’ for maintaining Quality of Service as well as enhancing the quality of service of professional members engaged in attestation function. 

2. The Board shall consist of maximum of 11 members to be appointed by the Council, of whom at least 6 shall be from amongst the Members of the Council. The balance members of the Board shall be drawn from amongst prominent individuals of high integrity and reputation, including but not limited to, former public officials, regulatory authorities, bankers, senior professional chartered accountants, security industry executives, educators, economists and business executives.

3. The Chairman and Vice-Chairman of the Peer Review Board is appointed by Council from amongst the members of the Council. 

4. At least 2/3rd of Council members on the Board shall hold Certificate of Practice. Casual vacancies on the Board shall be filled in by the council.

5. The term of a member shall be for one year or such period as may be prescribed by the Council. The members of the Disciplinary Committee or the Committee on Ethical Standards and Unjustified Removal of Auditors of the Institute of Chartered Accountants of India shall not concurrently be members of the Peer Review Board as well. 

6. Presently, the Peer Review Board consists of 9 members of which 6 members are members of the Council. 

Q.3) Reporting Stage of Peer Review:- (June 2009)
A. Preliminary Report of Reviewer – 
1. At the end of the on-site review, the reviewer is required to send a preliminary report to the practice unit before making any report to the Board on the areas in case systems and procedures of the practice unit reviewed have been found to be deficient or where non-compliance with reference to any other matter has been noticed by the reviewer during the course of review. 

2. The reviewer has to take care that the report does not contain name of any individual of the practice unit. However, no preliminary report is required in case no deficiencies or non- compliance are noticed by the reviewer.

3. The reviewer while preparing the preliminary report should review and assess the conclusions drawn from the review that indicates the deficiencies to be reported upon. 

4. The preliminary report is addressed to the practice unit. The report, apart from mentioning the areas where systems and procedures of the practice unit have been found to be deficient, should also contain a paragraph that discusses the scope of the review performed by the reviewer. 

5. If the reviewer draws a conclusion that there existed a limitation on scope of review, the fact, alongwith such limitation on the scope of the review, should also be communicated to the practice unit through the preliminary report.

6. The reviewer should prepare the report on his letterhead. The report should be dated and also contain the reviewer's signature and membership number and reviewer's code number allotted by the Board.
B. Reply to Preliminary Report:- 
	The practice unit has to send its submissions or representations, in writing, to the reviewer, on the areas mentioned in preliminary report. The reply to the preliminary report should be sent by the practice unit within a period of 21 days from the receipt of the preliminary report from the reviewer.
C. Interim Report of the Reviewer:- 
	If the reviewer is not satisfied with the reply of the practice unit, the reviewer has to submit an interim report to the board. The report so submitted should clearly indicate that it is an “interim report”. 
D. Final Report of the Reviewer:-
	If the reviewer is satisfied with the reply of the practice unit, the reviewer shall submit his final report to the board. The final report should incorporate the findings as discussed in the practice unit. 
Q. 4) Off-Site Procedures – 
1. The reviewer would start his review procedures as soon as response of the practice unit to the questionnaire is received. The reviewer should examine the response given by the practice unit. 

2. This examination is done with a view, among other things:
- to determine initial sample of the clients to whom attestation services have been rendered; and
- to obtain basic understanding of the broad framework of quality control policies and procedures under which the practice unit operates.

3. The above examination would provide the reviewer with the knowledge about the practice unit, which would ultimately help the reviewer in developing an appropriate plan for the review. Accordingly, the reviewer would be able to conduct the review in an effective, efficient and timely manner.

4. The reviewer may also, based on his evaluation of the responses given in the questionnaire, frame further questions to seek replies from the practice unit or determine the additional information that may be required for the review. The reviewer would also determine the relevant records/ documentation that may be required to be examined during the course of the review.

5. While conducting off-site reviews, the reviewer would select an initial sample from the complete list of attestation services. This initial assessment of selection of sample may either be further reduced or increased at the execution stage in consultation with the practice unit.
Q.5)On-Site Procedures – 
1. The on-site procedures would begin with the initial meeting with the practice unit. The primary purpose of the initial meeting with the practice unit is to determine the accuracy of the responses given in the questionnaire and seek additional information in respect of those questions which fail to explain all relevant procedures. 

2. Once the reviewer identifies the policies and procedures followed by the practice unit, the reviewer's next task is to perform compliance testing or compliance review. 

3. The primary purpose of the compliance review is to make an evaluation and identification of those control procedures on which it might be efficient to rely upon. Then the reviewer applies substantive procedures.

4. The reviewer should obtain sufficient appropriate review evidence through the performance of compliance and substantive review procedures to enable him to draw reasonable conclusion that the policies and procedures adopted by the practice unit under review have been designed to carry out professional attestation service engagements in a manner that ensure compliance with the technical standards.

5. The reviewer obtains sufficient appropriate review evidence by applying one or more of the following methods:
- Inspection;
- Observation; and
- Inquiry;



				AUDIT OF CO-OPERATIVE SOCIETY
Q.1) Special report to the Registrar – 
During the course of audit, if the auditor notices that there are some serious irregularities in the working of the society he may report these special matters to the Registrar, drawing his specific attention to the points. The Registrar on receipt of such a special report may take necessary action against the society. In the following cases, for instance a special report may become necessary:

(i) Personal profiteering by members of managing committee in transactions of the society, which are ultimately detrimental to the interest of the society.

(ii) Detection of fraud relating to expenses, purchases, property and stores of the society.

(iii) Specific examples of mis-management. Decisions of management against co-operative principles.

(iv) In the case of urban co-operative banks, disproportionate advances to vested interest groups, such as relatives of management, and deliberate negligence about the recovery thereof. Cases of reckless advancing, where the management is negligent about taking adequate security and proper safeguards for judging the credit worthiness of the party.

Q.2) Additional Information required to be given in Schedules by an auditor of Co – operative society.
In addition to the above, the auditor will have to attach schedules to the report regarding the following information:

(1) All transactions which appear to be contrary to the provisions of the Act, the rules and bye-laws of the society.

(2) All sums, which ought to have been, but have not been brought into account by the society.

(3) Any material, or property belonging to society which appears to the auditor to be bad or doubtful of recovery.

(4) Any material irregularity or impropriety in expenditure or in the realisation or monies due to society.

(5) Any other matters specified by the Registrar in this behalf.

In the case of nil report in any of the above matters, the auditor will have to give a nil report.


Q.3) Special Features of co – operative society audit

i. Overdue Interest – 
Overdue interest should be excluded from interest outstanding and
accrued due while calculating profit. Overdue interest is interest accrued or accruing in accounts, the amount of which the principal is overdue. In practice an overdue interest reserve is created and the credit of overdue interest credited to interest account is reduced.

ii. Observations of the Provisions of the Act and Rules – 
An auditor of a co-operative society is required to point out the infringement with the provisions of Co-operative Societies Act and Rules and bye-laws. The financial implications of such infringements should be properly assessed by the auditor and they should be reported. Some of the State Acts contain restrictions on payment of dividends, which should be noted by the auditor. 

iii. Examination of overdue debts: 
Overdue debts for a period from six months to five years and more than five years will have to be classified and shall have to be reported by an auditor. Overdue debts have far reaching consequences on the working of a credit society. It affects its working capital position. A further analysis of these overdue debts from the viewpoint of chances of recovery will have to be made, and they will have to be classified as good or bad. The auditor will have to ascertain whether proper provisions for doubtful debts is made and whether the same is satisfactory.

iv. Certification of Bad Debts: 
A peculiar feature regarding the writing off of the bad debts as per Maharashtra State Co-operative Rules, 1961, is very interesting to note. As per Rule No. 49, bad debts can be written off only when they are certified as bad by the auditor. Bad debts and irrecoverable losses before being written off against Bad Debts Funds, Reserve Fund etc. should be certified as bad debts or irrecoverable losses by the auditor where the law so requires. Where no such requirement exists, the managing committee of the society must authorise the write-off.

v. Verification of Members’ Register and examination of their pass books: 
Examination of entries in members, pass books regarding the loan given and its repayments, and confirmation of loan balances in person is very much important in a co-operative organisation to assure that the entries in the books of accounts are free from manipulation. 

vi. Audit classification of society: 
After a judgement of an overall performance of the society, the auditor has to award a class to the society. This judgement is to be based on the criteria specified by the Registrar. It may be noted here that if the management of the society is not satisfied about the award of audit class, it can make an appeal to the Registrar, and the Registrar may direct to review the audit classification. The auditor should be very careful, while making a decision about the class of society.

Q.4) Powers and duties of an auditor of a Multi-state Cooperative Society:    
Under Section 73 of the Multi-State Cooperative Societies Act, 2002 every auditor of a multi – State Co-operative Society shall have a right of access at all times to the books, accounts and vouchers of the Multi-State Co-operative Society whether kept at the head office of the Multi-State Co-operative Society or elsewhere and shall be entitled to require from the officers or other employees of the Multi-State Co-operative Society such information and explanation as the auditor may think necessary for the performance of the duties as an auditor.
As per section 73 (2) the auditor shall make the following inquiries:
a) Whether loans and advances made by the Multi-State Co-operative Society on the basis of security have been properly secured and whether the terms on which they have been made are not prejudicial to the interests of the Multi-State Co-operative or its members; 
b) Whether transactions of the Multi-State Co-operative Society which are represented merely by book entries are not prejudicial to the interest of the Multi-State Co-operative Society;
c) Whether personal expenses have been charged to revenue account; and
d) Where it is stated in the books and papers of the Multi-State Co-operative Society that any shares have been allotted for cash, whether cash has actually been received in respect of such allotment, and if no cash has actually been so  received, whether the position as stated in the account books and the balance sheet is correct, regular and not misleading.




ENVIRONMENTAL AUDIT
Q.1) Probable format of “Environmental Statement”: 
The following are the main aspects which may be covered in the probable format of Environmental Statement :
a.	Name and address of the owner/occupier of the industry, operation or process.
b.	Date of last environmental audit report submitted.
c.	Consumption of water and other raw materials during current and previous year.
d.	Pollution generated in air and water alongwith the output and the types of pollutants and the deviation from standards.
e.	Generation of hazardous waste in current year and previous year from processes.
f.	Quantity of solid waste generated during current year and previous year and from recycling or reutilisation of waste, etc.
g.	Disposal practice for different type of waste.
h.	Practice in operation for conservation of natural resources.
i.	Additional investment proposal for environmental protection including abatement of pollution.
Q.2) Main areas to be covered in the case of environment audit of an industrial unit
a) Layout and design of the factory to provide for the installation pollution control devices with provision for upgradation of pollution control measures to meet regulatory authorities’ requirements. Areas of deficiency to be included in the report.
b) The use of all resources such as air, water, land, energy, raw material and human resources with minimum waste and interlinking for best results to be looked into and reported.
c) It has to be reported whether all pollution control measures in vogue are effective with reference to the type of industry, nature of working and grade of polluting the environment.
d) Availability of adequate trained staff and safety amenities with provision for constant upgradation to be verified.
e) Availability of adequate health care provisions and medical facilities for the workers to be looked into.
f) Availability of proper system to eliminate industrial unhygienic state. 
g) Availability of adequate safeguard against occupational health hazards depending upon the nature of industry to be verified.
h) Existence of adequate information system and reporting of compliance of statutory legal provisions to the board at regular intervals to be verified.
i) Compliance of regularly mechanism by way of updating the existing environment system with the latest changes in the regulations to be looked into.
j) It has to be verified as to how social aspects are addressed by the industry as they have an obligation to protect the society from pollution hazards of the industry.  
Q.3) Environmental Audit: 
a) Environmental reporting deals with the disclosure by an entity of environmentally related data, regarding environmental risks, environmental impacts, policies, strategies, targets, costs, liabilities or environmental performance to those who have an interest in such information as an aid to enabling/enriching their relationship with the reporting entity via either the annual report; a stand-alone corporate environmental performance report; or some other medium (e.g. staff newsletter, video, CD ROM, internet site).  The reports that are generated after such audits can be either compliance-based reporting or impact-based performance reporting.
b) Environmental audit deals with verification of information contained in such reports with a view to expressing an opinion thereon.  
c) Environmental audit can be performed by external agencies or internal experts (including internal auditors).  In practice, environmental audit is not done by a single agency but by various agencies who are experts in the field.  
d) Since the subject matter of environmental audit involves multi-disciplinary knowledge and skill, it is preferable to form a team of persons drawn from different disciplines who may assist the chartered accountant in performing the task in an effective manner, generally environmental audits are not required by any statute but are sometimes done at the request of the management to address issues like compliance with environmental laws and regulations, etc.
ENERGY AUDIT
Q.1) Key functions of Energy Auditor
Energy auditing is defined as an activity that serves the purposes of assessing energy use pattern of a factory or energy consuming equipment and identifying energy saving opportunities.  In that context, energy management involves the basis approaches reducing avoidable losses, improving the effectiveness of energy use, and increasing energy use efficiency.  The function of an energy auditor could be compared with that of a financial auditor.  The energy auditor is normally expected to give recommendations on efficiency improvements leading to monetary benefits and also advise on energy management issues.  Generally, energy auditor for the industry is an external party.  The following are some of the key functions of the energy auditor:
(i)	Quantification of energy costs and quantities 
(ii)	To correlate trends of production or activity to energy cost.
(iii)	To devise energy database formats to depict to correct picture – By product, department or consumer.

					AUDIT OF NBFC
Q.1) Categories of Non-banking Finance Companies (NBFCs): 
As per Reserve Bank of India Act, 1934, NBFC is one whose principal business is that of receiving deposit or that of a financial institution, such as lending, investment in securities, hire purchase finance or equipment leasing, etc.  Categories of such companies are:
a) Equipment leasing company engaged in equipment leasing or financing of such activity.
b) Hire purchase company engaged in hire purchase transaction or financing of such transaction.
c) Investment company engaged in acquisition of securities and trading of securities to earn a profit.
d) Loan company engaged in providing finance by making loans and advances, or otherwise for any activity other than its own.
e) Residuary non-banking company which receives deposits under scheme or arrangement, by whatever name called, in one lump sum or in installments by way of contributions or subscriptions or by sale of units or other instruments or in any manner.

Q.2) Special points in audit of Equipment Leasing Finance Company
a) Ascertain whether the NBFC has an adequate appraisal system for extending equipment leasing finance.
b) The auditor should verify whether there is an adequate system in place for ensuring installation of assets and their periodical physical verification. In respect of some major transactions, an auditor should arrange for physical verification of the leased assets so as to dispel any doubts that equipment leasing finance was not extended without the corresponding assets being created.
c) Ascertain whether the NBFC has an adequate system for monitoring whether the assets have been adequately insured against and regular maintenance of the leased assets is being carried out by the lessee.
d) Verify the lease agreement entered into with the lessee in respect of the equipment given on lease.
e) An auditor should verify whether the AS issued by the Institute of Chartered Accountants of India in respect of “Accounting for Lease” has been compulsorily followed.

Q.3) Special points in audit of Hire Purchase Finance Company
(i) Ascertain whether the NBFC has an adequate appraisal system for extending hire purchase finance. The system of appraisal is basically concerned with obtaining information regarding the credit worthiness of the hirer, his experience in the field, assets owned, his past track record and future projections of his income.
(ii) Verify that the payment for acquiring an asset should be made directly to the supplier/dealer and that the original invoice has been drawn out in the name of the NBFC.
(iii) In the case of high value hire purchase items relating to machinery/equipment, an auditor should ascertain whether the valuation reports and installation reports are called for. In case of some high value items, he should also physically verify the asset in possession of the hirers, particularly in a situation where he has any doubts as regards the genuineness of the transaction.
 (iv) If the hire purchase finance is against vehicles, check whether the registration certificate contains an endorsement in favour of the hire purchase company.
(v) The auditor should verify whether the NBFC has a system in place for verifying the hire purchase assets periodically to ensure that the hirers have not sold the assets or otherwise encumbered them.
(vi) Check whether hire purchase installments are being received regularly as and when they fall due. Check whether adequate provision has been made for overdue hire purchase installments as required by the NBFC Prudential Norms directions.
(vii) Examine the method of accounting followed by the hire purchase finance company for appropriation of finance charges over the period of the hire purchase contract. Ascertain that there is no change in the method of accounting as compared to the immediately preceding previous year.
(viii) Verify that the assets given on hire purchase have been adequately insured against. 
(ix) In case the goods are repossessed by the hire purchase finance company on account of non-repayment of hire purchase installments, verify that the repossessed goods have been valued on a realistic basis by the hire purchase finance company.
Q.4) Compliance of prudential norms by NBFC
1. The auditor has to verify the compliance of prudential norms relating to
a. Income from investments
b. Asset Classification
c. Provision for bad and doubtful debts
d. Capital adequacy norms
e. prohibition of granting loans against own shares
f. Prohibition of loans and investments for failure to repay public deposits
2. The auditor shall ensure that board of the NBFC shall frame a policy for granting demand/call loans and implement the same
3. The auditor shall verify the classification of advances and loans as standard/Substandard/doubtful/loss and that proper provision has been made in accordance with the directions
4. The auditor should check all NPAs of the previous year to verify whether during the current year and payments have been received or still they continue to be NPA during the current year also.
		AUDIT OF MEMBERS OF STOCK EXCHANGE
Q.1) Type of markets under NEAT
(i)	Normal Market: All orders of regular lot size or multiples thereof are traded in the normal market. Normal market consists of regular lot orders, special term orders, negotiated trade order and stop loss order depending on their order tributes.
(ii)	Odd Lot Market: If the order size is less than the regular lot size such orders are traded in the odd lot market. In an odd lot market both the price and quantity of both the orders (buy and sell) should exactly match for the trade to take place.
(iii)	Spot Market: Spot orders are similar to normal market orders except that spot orders have different settlement periods vis-a-vis normal market.
(iv)	Auction Market: In the auction market, auctions are initiated by the exchange on behalf of trading members, for completing the settlement process.			
Q.2) Contract Notes: 
1. Contract note is a document through which a contractual obligation is established between a member and a client.  
2. Every member of the stock-exchange has to issue contract notes to his clients for the trades executed on their behalf.  
3. The auditor should apply appropriate audit procedure to satisfy himself that:
· Contract notes have been serially numbered
· No serial number has been left blank
· Format is as prescribed by the regulations on the exchange
· Duplicate copies /counterfoils of contract notes are maintained
· Brokerage charged in contract notes is within the permissible limits and is indicated separately including service tax
· It is signed by an authorised person
· It has been issued in respect of all transactions
· Transaction identification trade identification and trade execution time has been printed on the contract note issued
· SEBI Registration No., Settlement No., Settlement Dates have been mentioned
· PAN No. of the member and client has been mentioned on contract note where if required
· All clauses specified by the Exchange have been printed on the reverse of the contract notes. 
Q.3) Margins: 
a) Margin refers to deposit made by members with the stock exchange authorities. There can be wide fluctuations at the time of settlement in the prices of securities since the closing rate of the earlier settlement. 
b) In order to restrict excessive speculation and also to safeguard the interest of the investors, members are required to keep certain deposits with the stock exchange. 
c) The members are required to collect the margin from their clients and deposit the same with clearing house. 
d) Margin is intended to protect the members by providing them with funds to cover anticipated fluctuations in prices of securities, particularly, if the client delays or is unable to meet his commitments. 
e) It also helps prevent excessive speculation, as clients would be required to invest some funds and not indulge in speculations without adequate resource. 
f) Different type of margins which a member is normally required to deposit are: Gross exposure margin, Mark to market margin, Volatility margin, 'Additional Volatility margin, Special margin and Ad-hoc margin etc. 
g) These margins are required to be paid on due dates at stipulated time as decided by the exchange or clearing house of the exchange. The members are required to compute margin payable for all the securities traded by them.
Q.4) Sauda Book:  
a) All members of a stock exchange are required to maintain a ‘Sauda Book’, which contains details of all deals transacted by them on a day to day basis.  
b) This is a basic record, which each member is required to maintain regularly on day-to-day basis.  
c) It contains the details regarding the name of the code of the client on whose behalf the deals have been done, rate and quantity of bought or sold.  These details are maintained datewise. 
d) This register contains all the transactions, which may be of any of the kind mentioned below :
· member’s own business on the Exchange,
· member’s business on the Exchange on behalf of clients,
· member’s business with the clients on principal-to-principal basis,
· member’s business with the members of other Stock Exchanges,
· member’s business on behalf of his clients with the members of other Stock Exchanges, and
· spot transactions, etc.
Q.5)Rolling Settlement: 
a) A rolling settlement is one in which a transaction outstanding at the end of the day have to be settled within X number of business days from the transaction date.  
b) If a transaction is entered on Monday on T+2 rolling settlement, it will be settled on Wednesday when pay in or payout take place. 
c) SEBI has mandated most of the scrips to be settled exclusively on rolling settlement basis. 
d) Value at Risk (VaR) based margin approach has been adopted for transactions done in Compulsory Rolling Settlement.  
e) In the VaR system of margin, historical volatilities of scrips and overall market volatility is considered to arrive at a VaR margin percentage for a scrip. 
f) If a member fails to deliver the shares sold in rolling settlement, the exchange conducts an auction session to meet the shortfall credited by non-delivery of shares. If the auction price / close out price is less than the sale price, the difference is credited to Investor’s Education and Protection Fund. If the sale price is less than the auction price / close out price, the difference is payable by the defaulters.
Q.6) Hit or Take Orders: 
a) Hit or take orders occur in screen-based trading in stock exchange. This is a variation of market orders.  
b) It allows for faster order execution without cluttering up the limit order book.  This method converts the key strokes or mouse clicks of the broker into a limit order at the touch line price for a particular scrip, without his having to place a limit order.  
c) Further all unexecuted orders of this type are automatically killed and are therefore not stored in the order book.
d) A broker interested in a particular scrip would ask the system to display the touch line of that scrip.  He would then operate certain predefined keys or mouse clicks which would be different for buy and sell orders.  
e) The system would ask the broker to identify the client (may be skipped) and to quantify the order.  
f) The system, would then convert his buy or sell order for the quantity specified into a limit order and attach the touchline offer price for a buy order or a touchline bid price for a sell order.  This order will be matched against jobber quotes and the order book for the quantity can be executed.  The unexecuted quantity ,if any, will be killed and removed from the system.
Q.7) Circuit Filters
a) Circuit filters or Circuit Breakers are the price bands that set the upper and lower limit within which a stock can fluctuate on any particular day. A price band for a day is a function of previous trading day’s closing
b) SEBI has directed the exchanges to apply circuit filters on scrips traded in rolling settlement if their prices fluctuates more than 20% of closing price of scrip on previous day in any direction
c) Market wide Circuit breakers do the same job for entire market what circuit filter do for individual scrips
d) SEBI has introduced MWCB at 10-15-20% of the movements in these indices whichever is breached earlier
e) The trading halt on exchange shall be as per following regulations:-
1. If movement in index is 10%
	Time
	Duration

	Before 1.00 pm
	1 Hour

	After 1.00pm before 2.30 pm
	½ Hour

	On or after 2.30 pm
	No trading hault


2. If movement in index is 15%
	Time
	Duration

	Before 1.00 pm
	2 Hour

	After 1.00pm before 2.30 pm
	1 Hour

	On or after 2.30 pm
	For remaining period of day


3. If Movement in index is 20%
The trading shall hault for remaining period of day

Q.8) Purposes of Audit and Investigations of Member of Stock Exchange/Mutual fund?
1. To ensure that the books of account are being maintained by the Mutual fund, the trustees and AMC in the manner specified in these regulations.
2. To ascertain whether the provision of act and these regulations are being complied with by the mutual fund, trustees and AMC
3. To ascertain whether the systems, procedures and safeguards followed by the mutual fund are adequate
4. To investigate into complaints received from the investor or any other person on any matter having a bearing on the activities of the mutual fund, trustees and AMC
5. To ascertain whether the provision of the act or any rules or regulations made there under have been violated.
6. To Suo moto ensure that the affairs of the mutual fund, trustees and AMC are being conducted in a manner which is in interest of the investors or the securities market.














			INVESTIGATIONS & DUE DILIGENCE
Q.1) Investigation on behalf of an incoming partner? (Nov 03)
Broadly, the steps involved are the following:
a) Ascertainment of the history of the inception and growth of the firm.
b) Study of the provisions of the deed of partnership, particularly for composition of partners, their capital contribution, drawing rights, retirement benefits, job allocation, financial management, goodwill, etc.
c) Scrutiny of the record of profitability of the firm’s business over a suitable number of years, with usual adjustments that are necessary in ascertaining the true record of business profits. Particular attention should, however, be paid to the nature of partners’ remuneration, which may be excessive or inadequate in relation to the nature and profitability of the business, qualification and expertise of the partners and such other factors as may be relevant.
d) Examination of the asset and liability position to determine the tangible asset backing for the partner’s investment, appraisal of the value of intangibles like goodwill, know how, patents, etc. impending liabilities including contingent liabilities and those for pending tax assessment. Position of orders at hand and the range and quality of clientele should be thoroughly examined, which the firm is presently operating.
e) Position and terms of loan finance would call for careful scrutiny to assess its usefulness and implication for the overall financial position; reason for its absence should be studied.
f) It would be interesting to study the composition and quality of key personnel employed by the firm and any likelihood of their leaving the organisation in the near future.
g) Various important contractual and legal obligations should be ascertained and their nature studied. It may be the case that the firm has standing agreement with the employees as regards salary and wages, bonus, gratuity and other incidental benefits. Full import of such standing agreements would be gauged before a final decision is reached.
h) Reasons for the offer of admission to a new partner should be ascertained and it should be determined whether the same synchronises with the retirement of any senior partner whose association may have had considerable bearing on the firm’s success.
i) Appraisal of the record of capital employed and the rate of return. It is necessary to have a comparison with alternative business avenues for investments and evaluation of possible results on a changed capital and organisation structure, if any, envisaged along with the admission of the partner.
j) It would be useful to have a first hand knowledge about the specialisation, if any, attained by the firm in any of its activities.
k) Manner of computation of goodwill on admission as also on retirement, if any, should be ascertained.
l) Whether the incomplete contracts which will be transferred to the reconstituted firm will be a liability or a loss.

Q.2)Areas to be examined in order to investigate hidden liabilities?  (Nov 05)
The auditor should pay his attention to the following areas:
· Any show cause notice, which have not matured into demands but may be material and important.
· Contingent liabilities not shown in books
· Letters of comforts given to banks and financial institutions
· Company may have sold some subsidiaries / businesses and may have agreed to take over and indemnify all liabilities and contingent liabilities of the same prior to the date of transfer.
· Product and warranty liabilities, product returns & discounts, liquidated damages, etc.
· Tax liability under direct and indirect taxes.
· Long pending sales tax assessment.
· Cases of custom duty where only provisional assessment has been made and final assessment is yet to completed.
· Agreement to buy back shares at a stated price.
· Future lease liabilities.
· Claims against the company including third party claims.
· Unfunded retirement benefit of employees.
· Labour claims under negotiations.

Q.3)Areas to be examined for Overvalued assets: (Nov 05)
The auditor shall have to specifically examine the following areas:
· Uncollectable receivables.
· Obsolete, slow and non-moving inventories and inventories valued above net realizable value, if any.
· Obsolete and unused plant and machinery and their spares.
· Assets value which have impaired due to sudden fall in market value.
· Assets shown in books above market value due to capitalization of expenditure / foreign exchange fluctuation or capitalisation of revenue expenditure.
· Assets under litigation.
· Investment shown at cost whose market value is much lower.
· Investment carrying very low rate of return.
· Infructuous project expenditure.
· Intangibles of no value.

Q.4) Investigation on Behalf of the Bank for Advances:(May 03)
A bank is primarily interested in knowing the purpose for which a loan is required, the sources from which it would be repaid and the security that would be available to it, if the borrower fails to pay back the loan.  On these considerations, the investigating accountant, in the course of his enquiry, should attempt to collect information on the undermentioned points:
(i)	Purpose for which the loan is required and the manner in which the borrower proposed to invest the amount of the loan.
(ii)	Schedule of repayment of loan submitted by the borrower, particularly, the assumptions made therein as regards amounts of profits that will be earned in cash and the amount of cash that would be available for the repayment of loan to confirm that they are reasonable and valid in the circumstances of the case.
(iii)	Financial standing and reputation for business integrity enjoyed by the directors and officers  of the company.
(iv)	Authorisation under Memorandum or the Articles of Association to borrow money for the purpose for which the loan will be used.
(v)	History of growth and development of the company and its performance during the past five years.
To investigate the profitability of the business for judging the accuracy of the schedule of repayment furnished by the borrower, as well as the value of the security in the form of assets of the business already possessed and those which will be created out of the loan, the investigating accountant would be concentrating on the following points:
(a)	Preparation of a condensed income statement from the Profit and Loss Accounts for the previous five years, showing separately therein various items of income and expenses, the amounts of gross and net profits earned and taxes paid annually during each of the five years. The amount of maintainable profits determined on the basis of foregoing statement should be increased by the amount by which these would increase on the investment of borrowed funds.
(b)	Computation of under-mentioned ratios separately and then include them in the statement to show the trend as well as changes that have taken place in the financial position of the company
(c)	Break-up of annual sales product-wise to show their trend.
(d)	Schedule of assets and liabilities of the borrower including the particulars stated below:
(i)	Fixed assets: A full description of each item, its gross value, the rate at which depreciation has been charged and the total depreciation written off.  In case the rate at which depreciation has been adjusted is inadequate, the fact should be stated.  In case any asset is encumbered, the amount of the charge and its nature should be disclosed.  
(ii)	Stocks: The value of different types of stocks held (raw materials, work-in-progress and finished goods) and the basis on which these have been valued.  Details as regards the nature and composition of finished goods should be disclosed.  Slow-moving or obsolete items should be separately stated along with the amounts of allowances, if any, made in their valuation. If any stock has been pledged as a security for a loan the amount of loan should be disclosed.
(iii)	Sundry debtors, including bills receivable: Their composition should be disclosed to indicate the nature of different types of debts that are outstanding for recovery; also whether the debts were being collected within the period of credit as well as the fact whether any debts are considered bad or doubtful and the provision if any, that has been made against them.  Further, the total amount outstanding at the close of the period should be segregated as time-period wise.
(iv)	Investments:- The schedule of investments should be prepared.  It should disclose the date of purchase, cost and the nominal and market value of each investment.  If any investment is pledged as security for a loan, full particulars of the loan should be given.
(v)	Secured Loans: Debentures and other loans should be included together in a separate schedule. Against the debentures and each secured loan, the amounts outstanding for payments along with due dates of payment should be shown.  In case any debentures have been issued as a collateral security, the fact should be stated.  Particulars of assets pledged or those on which a charge has been created for re-payment of a liability should be disclosed.
(vi)	Provision of Taxation: The previous years up to which taxes have been assessed should be ascertain. If provision for taxes not assessed appears in be inadequate, the fact should be stated along with the extent of the shortfall.
(vii)	Other Liabilities : It should be stated whether all the liabilities, actual and contingent, are correctly disclosed.  Also, an analysis according to ages of trade creditors should be given to show that the company has been meeting its obligations in time and has not been depending on trade credit for its working capital requirements.
(viii) Contingent Liabilities: By making direct enquiries from the borrower company, from members of its staff, perusal of the files of parties to whom any loan has been advanced those of machinery suppliers and the legal adviser, for example, the investigating accountant should ascertain particulars of any contingent liabilities which have not been disclosed.  In case, there are any, these should be included in a schedule and attached to the report.
(x)	The impact on economic position of the company by economic, political and social changes that are likely to take place during the period of loan.
Q.5) Audit vs. Investigation? (Nov 01 – 04)
	Basis of Diff
	Investigation
	Audit

	Objective
	An investigation aims at
establishing a fact or a
happening or at assessing a
particular situation.
	The main objective of an audit is to verify whether the financial statements display a true and fair view of the state of affairs and
the working results of an entity.

	Scope
	The scope of investigation may be governed by statute or it may be non – statutory. 
	The Scope of audit is wide and in case of statutory audit the scope of work is determined by provision of relevant law.

	Periodicity
	The work is not limited by rigid time frame. It may cover several years, as the outcome of the same is not certain
	The audit is carried on
either quarterly, half-yearly
or yearly

	Nature
	Requires a detailed study and examination of facts and figures
	Involves tests checking or sample technique to draw evidences for forming a judgement and expression of opinion

	Inherent limitations
	No inherent limitation owing to its nature of engagement
	Audit suffers from inherent
Limitation

	Evidences
	It seeks conclusive evidences
	Audit is mainly concerned
with prima- facie evidence

	Observance of Accounting policies
	It is analytical in nature and requires a thorough mind capable of observing, collecting
and evaluating facts.
	Is governed by compliance
with generally accepted
accounting principles, audit
procedures and disclosure
requirements.

	Reporting
	The outcome is reported to the person(s) on whose behalf investigation is carried out.
	The outcome is reported to
the owners of the business
entity.



Q.6) Contents of a Due Diligence Report? (May 07)
Briefly, the contents of a due diligence report can be discussed under:
· Terms of reference and scope of verification
· Objective of due diligence
· Brief history of the company including shareholding pattern
· Assessment of management structure
· Assessment of financial liabilities with special emphasis on Interlocking investments and financial obligations with group/associates companies, amounts receivables subject to litigation, any other likely liability which is not provided for in the books of account.
· Assessment of valuation of assets including comments on properties, terms of leases, lien and encumbrances including status of charges, liens, mortgages, assets and properties of the company.
· Assessment of operating results
· Assessment of taxation and statutory liabilities
· Assessment of possible liabilities on account of litigation and legal proceedings against the company and suggestion on ways and means including affidavits, indemnities, to be executed to cover unforeseen and undetected contingent liabilities.
· Assessment of net worth
· Suggestions on various aspects to be taken care of before and after the proposed merger / acquisition.
· Status of franchises, license and patents.

Q.7) Areas in which due diligence can take place? (May 08)
I. Commercial or Operational Due Diligence: -
It is generally performed by the concerned acquire enterprise involving an evaluation from commercial, strategic and operational perspectives. For example, whether proposed merger would create operational synergies.

II. Financial Due Diligence: -
It involves analysis of books of accounts and other information pertaining to financial matters of entity. It should be performed after completion of commercial due diligence.
III. Tax Due Diligence: -
It is a separate Due diligence exercise but since it is an integral component of financial status of a company, it is general included in financial due diligence. The accountant has to look at the tax effect of the merger & acquisition
IV. Information System Due Diligence: -
It pertains to all computer system and related matter of entity.
V. Legal Due Diligence: -
This may be required where legal aspects of functioning of entity are reviewed, for example – legal aspects of property owned by entity or compliance with various statutory requirements under various laws.
VI. Environmental Due Diligence:-
It is carried out in order to study the entity’s environment its flexibility and adaptiveness to acquirer entity.
VII. Personnel Due Diligence: -
It is carried out to ascertain that entity personnel policies are in line or can be changed to suit the requirement of restructuring

Q.8) Frauds through suppliers’ ledger 
(i) Adjusting fictitious or duplicate invoices as purchases in the accounts of suppliers and subsequently misappropriating the amounts when payments are made to the suppliers in respect of these invoices.

(ii) Suppressing the Credit Notes issued by suppliers and withdrawing the corresponding amounts not claimed by them.

(iii) Withdrawing amounts unclaimed by suppliers, for one reason or another by showing that the same have been paid to them.

(iv) Accepting purchase invoices at prices considerably higher than their market prices and collecting the excess amount, paid in cash, from the suppliers.

Q.9) Investigation on behalf of an individual or firm proposing to buy a business? (May 2002)
In case of proprietary concerns or partnerships -
(i) Reasons for the sale of the business and the effect on turnover and profits that there would be on retirement of the present proprietor (or partners).

(ii) The length of lease under which the premises are held; the prospects of its renewal or extension.

(iii) The unexpired period of any patents owned by the vendors.
(iv) The age of the present managerial staff and the prospects of continuing in service under the new proprietorship and the possible liability, not already provided for that would arise as regards payment of pensions or gratuities in case of old and aged employees and those retrenched.

(v) If the bulk of sales are made to customers whose number is small, the profitability of the business would be greatly shaken on withdrawing their support. This would be an element of weakness which should be investigated as it might affect future profitability.

(vi) The valuation that could be placed on goodwill to determine whether that appearing in the book is less or more; if none is included to determine the amount that should be included, if at all.

Q.10) Fraud in Cash Receipts? (Nov 07)

(i) Issuing a receipt to the payee for the full amount collected and entering only a part of the amount on the counterfoil.

(ii) Showing a larger cash discount than actually allowed.

(iii) Adjusting a fictitious credit in the account of a customer for the value of goods returned by him.

(iv) Adjusting a cash sale as a credit sale, and raising a debit in the account of the customer.

(v) Writing off a good debt as bad and irrecoverable to cover up the amount collected which has been misappropriated.

(vi) Short-debiting the customer’s account in the ledger with an intention to withdraw the difference when the full amount payable by him is collected.

(vii) Under-casting the receipts side of the Cash Book or over-casting the payment side; carrying over a shorter total of the receipts from one page of the Cash Book to the next or over-carrying the total of the payment from one page of the Cash Book to the next with a view to covering up misappropriation; either short banking of cash collection or apart of the amount withdrawal from the bank.

Q. 11) Steps in conduct of Investigations? (Nov 99) (5marks)
As investigation involves a variety of situations, it is not possible to lay down any standardized procedure. However, usually, an investigation requires the following steps in order of sequence:
1) Determination of objectives and establishment of scope of investigation – 
Investigation should be a systematic function and must be methodically planned.  Detailed instructions on the objectives and scope of investigation enable the investigator to plan the work purposefully and to determine the extent, manner aid the area of checking. Unless clear instructions are received from the client, it may not be advisable for the investigator to undertake the work because the investigator may face problems later either from the client himself or from any other interested party. Even he may be charged with negligence for failure to do the work properly.

2) Formulation of the investigation programme – 
The investigation programme should be drawn up having regard to the nature of the business, the structure of business, the instructions from the client embodying the objectives, the consequent scope and depth and the necessity to extend the investigation into books and records belonging to others. The programme should also be flexible so that knowledge gained with the progress of work can be used to extend, reduce or modify the extent and areas of checking.

3) Collection of evidence – 
Through examination, the investigator would be gathering relevant evidence connected with the matters to be investigated. In the course of examination of the documents and records, the investigator may require to obtain oral explanations from various personnel of the concerned business. In case his client is a person external to the business, it may be necessary for the investigator to get the matter formally agreed to by the business through the client. 

4) Analysis and interpretation of findings – 
Careful analysis and correlation of facts and figures will be necessary before the investigator can reach his conclusion. The conclusion should be well reasoned and backed by established facts and data. He must analyse the data objectively on the basis of evidence gathered by him and should not draw conclusions according to pre-conceived notions. 

5) Reporting of findings – 
Like all other work of an accountant, an investigation results in a report. It is submitted and addressed to the party at whose instance the investigation has been carried out. The nature of the report is governed mainly by two factors. First, the instructions given by the client as regards the special aspects of the business which are required to be investigated; and second, the findings of the investigating accountant. 

Q. 12) Key Areas to be covered in a Due Diligence Review? (May 03)

(1)	Historical Background: The accountant should begin the financial due diligence review by looking into the history of the company and the background of the promoters. The details of how the company was set up and who were the original promoters has to be gone into, before verification of financial data in detail.  An eye into the history of the company may reveal its turning points, survival strategies adopted from time to time, the market share enjoyed by and changes therein, product life cycle and adequacy of resources.
(2)	Significant Accounting Policies: The accounting policies being followed by the company and the appropriateness thereof is another key area.  The impact of the recent changes in the accounting policies in the recent past keeping in view its intention of offering itself for sale. The accountant has to look at the main effect of accounting policies on the overall profitability and their correctness. Finally, examine whether the financial statements of the company have been prepared in accordance with the governing statutory requirements. 
(3)	Review of Financial Statements:  An evaluation of the profit reported by the company would be largely based upon its operating results.  Any extraordinary item of income or expense that might have affected the operating results would require close examination. It is important that the trading results for the past four to five years are compared and the trend of normal operating profit arrived at. The normal operating profits should further be benchmarked against other similar companies.  Besides the above, and based on the trend of operating results, the accountant has to advise the acquiring enterprise, through due diligence report, on the indicative valuation of the business.  
(4)	Cash Flow: It is important to know if the company is able to meet its cash requirements through internal accruals or does it have to seek external help from time to time. It is necessary to check:
(a)	Whether the company is able to honour its commitments to its creditors, to the banks, to government and other stakeholders;
(b)	How well is the company able to turn its debtors and stocks;
(c)	How well does it deploy its funds; and
(d)	Whether any funds are lying idle or is the company able to reap maximum benefits out of the available funds.
(5)	Financial Projections: The projections for the next five years with detailed assumptions and workings and the appropriateness of assumption used in the preparation and presentation of financial projections.  If the accountant is of the opinion that as assumption used by the company are unrealistic, the accountant should consider its impact on the overall valuation of the company.
(6)	Human Resources: In the Indian context, the status of work force, staff and employees is a complex problem.  It is important to work out how much of the labour force has to be retained.  It is also important to judge the job profile of the administrative and managerial staff to gauge which of these match the requirements of the new incumbents.
 (7)	Statutory Compliance: This is one area that has to be examined in detail.  It is important to make a list of laws that are applicable to the entity as well as to make a checklist of compliance required from the company under those laws.  If the company has not been regular in its legal compliance, it could lead to punitive charges under the law. The impact on such violations be quantified and assessed in respect of entity; financial status and even on its governing concern status.































					COST AUDIT

Q.1) True and Fair Cost of Production: (may 01 – 03)(Nov 02
i. A cost auditor checks the cost accounting records to verify that the cost statements are properly drawn up as per the records and that they present a true and fair view of the cost of production and marketing of various products dealt with by the undertaking.  
ii. The Cost Audit (Report) Rules, 1996 prescribe the rules regarding the cost audit report.  The prescribed format of the report contains assertions regarding whether cost accounting records have been properly kept so as to give a true and fair view of the cost of production/ processing/ manufacturing/ mining activities and marketing of the product under reference.  
iii. It may be noted that unlike in the case of audit of financial statements, the cost auditor does not have to state whether the cost statements reflect a true and fair view.  
iv. In any case, the true and fair concept is known to us in the context of financial accounts.  Based on that knowledge, it may be assumed that the following are the relevant considerations in determining whether the cost of production determined is true and fair:
(a)	Determination of cost following the generally accepted cost accounting principles.
(b)	Application of the costing system appropriate to the product.
(c)	Materiality.
(d)	Consistency in the application of costing system and cost accounting principles.
(e)	Maintenance of cost records and preparation of cost statements in the prescribed form and having the prescribed contents.
(g)	Elimination of material prior-period adjustments.
(h)	Abnormal wastes and losses and other unusual transactions being ignored in determination of cost.
Q.2) Reconciliation of Cost and Financial Accounts (Nov 99)
i. A cost auditor is ultimately required to express an opinion as to whether the company has maintained proper cost accounting records so as to give a true and fair view of cost of production etc.  
ii. In arriving at this opinion, the cost auditor is required to ascertain about multitude of information such as cost of raw materials consumed, cost of power and scrap fuel cost of stock, employer costs, provision for depreciation, royalty and technical payment, abnormal cost, etc. 
iii. Annexures to the cost audit reports requires detailed information in respect of financial position including capital employed, net worth, profit, net rates, operating profit, unit cost of power and fuel, total wages and salaries etc.  
iv. It is obvious therefore that cost audit cannot be done without reference to financial books, more so in the context of the statutory requirement to have a statement of reconciliation with financial accounts as part of cost audit report.  
v. Further the cost statements are to contain a summary of all expenditure incurred by the company and the share in such expenditure attributable to the activities covered by Cost Accounting Records Rules; Overhead expenditure also needs allocation between activities covered by rules and activities not so covered.  Naturally this can be done only with reference to financial ledger.  
vi. Under Part II of Schedule VI to the Companies Act, 1956, quite a few matters which are to be mentioned in the Profit and Loss Account of the company are also to be covered in cost statements such as consumption of raw materials in quantity and value, sale of finished goods under classified headings in quantity and nature, actual production quantity of value, inventory in quantity of value for each class of goods, etc. 
vii. A correlation between consumption of raw materials as per cost records and financial records may throng up the need for inquiry into errors, mistakes and manipulation.  Material discrepancy between financial records and cost records will be highlighted in the reconciliation statement which would required that the cost auditor may examine deviation before reporting on the same. Thus it is imperative for the cost auditor to refer to financial records.
Q.3) Advantages of Cost Audit to Stakeholders? (May 2007) 
I. To Management -
(i) Management will get reliable data for its day-to-day operations like price fixing, control, decision-making, etc.
(ii) A close and continuous check on all wastages will be kept through a proper system of reporting to management.
(iii) Inefficiencies in the working of the company will be brought to light to facilitate corrective action.
(iv) Management by exception becomes possible through allocation of responsibilities to individual managers.
(v) The system of budgetary control and standard costing will be greatly facilitated.
(vi) A reliable check on the valuation of closing stock and work-in-progress can be established.
(vii) It helps in the detection of errors and fraud.

II. To Society -
(i) Cost audit is often introduced for the purpose of fixation of prices. The prices so fixed are based on the correct costing data and so the consumers are saved from exploitation.
(ii) Since price increase by some industries is not allowed without proper justification as to increase in cost of production, inflation through price hikes can be controlled and consumers can maintain their standard of living.

To Shareholder - Cost audit ensures that proper records are kept as to purchases and utilisation of materials and expenses incurred on wages, etc. It also makes sure that the valuation of closing stocks and work- in-progress is on a fair basis. Thus the shareholders are assured of a fair return on their investment.

Advantages of Cost Audit to Government (Nov 2004) 
Some of the specific advantages which can be reaped by the Government are:
(i)	It helps in the fixation of selling prices of essential commodities and thereby avoiding undue profiteering.
(ii)	In the case of cost plus contracts of Government, it helps to fix the price at reasonable level.
(iii)	It enables the Government to focus the attention on inefficient units.
(iv)	It enables the Government to lay down policies in favour of protecting certain industries.
(v)	It facilitates the settlement of disputes brought to the Government.
(vi)	It creates healthy competition in the industry.
















				AUDIT OF PSUS & PROPRIETY AUDIT
Q.1) Propriety Audit/ principles regarding Propriety audit? (May 2001 – 2003)
i. Propriety Audit stands for verification of transactions on the tests of public interest commonly accepted customs and standards of conduct.  
ii. E.L. Kohler has defined the term propriety as "that which meets the tests of public interest, commonly accepted customs and standards of conduct, and particularly as applied to professional performance, requirements of law, government regulations and professional codes".  
iii. Thus propriety audit is concerned with scrutiny of executive actions and decisions bearing on financial and profit and loss situation of the company with special regard to public interest and commonly accepted customs, and standards of conduct.  
iv. Propriety requires the transactions, and more particularly expenditure, to conform to certain general principles.  These principles are:
(i)	that the expenditure is not prima facie more than the occasion demands and that every official exercises the same degree of vigilance in respect of expenditure as a person of ordinary prudence would exercise in respect of his own money;
(ii)	that the authority exercises its power of sanctioning expenditure to pass an order which will not directly or directly accrue to its own advantage;
(iii)	that funds are not utilised for the benefit of a particular person or group of persons and 
(iv)	 that, apart from the agreed remuneration or reward, no other avenue is kept open to indirectly benefit the management personnel, employees and others.
Q.2) Propriety Elements in Sec 227(1A) of companies act? (May 2004)
Section 227(1A) of the Companies Act, 1956 requires the auditor to make an enquiry into certain specific areas.  In some of the areas, the auditor has to examine the same from propriety angle as to:
(i)	whether loans and advances made by the company on the basis of security have been properly secured and whether the terms on which they have been made are not prejudicial to the interests of the company or its members;
(ii)	whether transactions of the company which are represented merely by book entries are not prejudicial to the interests of the company;
(iii)	where the company is not an investment company within the meaning of section 372 or a banking company, whether so much of the securities have been sold at a price less than that at which they were purchased by the company;
(iv)	whether personal expenses have been charged to revenue 

Q.3) Propriety elements in CARO, 2003– (Nov 2006)

a) If the company has given or taken loans, secured or unsecured, to/from companies, firms or other parties listed in the register maintained under section 301 of the Companies Act, whether the rate of interest and other terms and conditions of such loans are prima-facie prejudicial to the interest of the company. 

b) If the overdue amount of the loan given to or taken from companies, firms or other parties listed in the register maintained under section 301 of the Companies Act is more than rupees one lakh, what reasonable steps have been taken by the company for recovery/payment of the principal and interest. 

c) Whether the transactions needed to be entered in a register in pursuance of section 301 of Companies Act have been made at prices which are reasonable having regard to the prevailing market prices at the relevant time. 

d) Is the company regular in depositing undisputed statutory dues including Provident Fund, Investor Education and Protection Fund, Employee State Insurance, Income-Tax, Sales Tax, Wealth Tax, Custom Duty, Excise Duty, cess and any other statutory dues with the appropriate authorities and if not, the extent of the arrears of outstanding statutory dues as at the last day of the financial year concerned for a period of more than six months from the day they became payable, shall be indicated by the auditor.

e) Whether the company has made any preferential allotment of shares to parties and companies covered in the register maintained under section 301 of the companies Act and if so whether the price at which shares have been issued is prejudicial to the interest of the company.

Q.4) Comprehensive Audit of Public Enterprises (Nov 2001)
a) The scope and extent of audit of public sector enterprises is determined by the Comptroller and Auditor General of India.  Audit of public enterprises in India is not restricted to financial and compliance audit; it extends also to efficiency, economy and effectiveness with which these operate and fulfil their objectives and goals.  
b) Another aspect of such audit relates to questions of propriety; this audit is directed towards an examination of management decisions to see whether these have been taken in the best interests of the undertaking. 
c) Comprehensive audit involves assessing efficiency and effectiveness of public enterprises in its entirety to be conducted on the basis of certain standards and criterion.
d) The starting point of a comprehensive audit of a public enterprise, which covers aspects of economy, efficiency and effectiveness, is the preparation of an audit programme based on the study of decisions relating to the setting up of the enterprise, its objectives, the areas of operation, organisation, financial and operational details available in the annual reports and accounts, capital and operational budgets, deliberations of the board of directors, material in the earlier audit inspection reports on the enterprise and other relevant available papers.
e) The areas covered by comprehensive audit are those of investment decisions, project formulation and management, organisation, delegation of powers and management information systems, organisational effectiveness, capacity utilisation, management of equipment, plant and machinery, production performance, use of materials, productivity of labour, idle capacity, costs and prices, development of complementary ancillary small scale industries, materials management, sales and credit control, budgetary and internal control systems, etc. 
f) Some of the broad areas are listed below:
· Comparison of overall capital cost of the project with the approved planned costs.
· Production or operational outputs vis-a-vis under-utilisation of the installed capacity.
· Systems of project formulation and implementation.
· Cost control measures.
· Research and development programmes.
· System of repairs and maintenance.
Q. 5) Public Accounts Committee – 

The Public Accounts Committee satisfies itself :
· that the moneys (shown in the accounts) were disbursed legally on the service or purpose to which they were applied.
· that the expenditure was authorised.
· that re-appropriation (i.e. distribution of funds).
It is also the duty of the PAC to examine the statement of accounts of autonomous and semiautonomous bodies, the audit of which is conducted by the Comptroller & Auditor General either under the directions of the President or by a Statute of Parliament.

Committee on Public Undertakings – 
The Committee on Public Undertakings exercises the same financial control on the public sector undertakings as the Public Accounts Committee exercises over the functioning of the Government Departments. 
· The functions of the Committee are -
i. to examine the reports and accounts of public undertakings.
ii. to examine the reports of the Comptroller & Auditor General on public undertakings.
iii. to examine the efficiency of public undertakings and to see whether they are being managed in accordance with sound business principles and prudent commercial practices.
The examination of public enterprises by the Committee takes the form of comprehensive appraisal or evaluation of performance of the undertaking. It involves a thorough examination, including evaluation of the policies, programmes and financial working of the undertaking.

		

















			AUDIT OF GENERAL INSURANCE COMPANIES 
Q.1) Verification of Premium Received. (May 2001) (Nov 2002)
a) Before commencing verification of premium income, the auditor should look into the internal controls and compliance thereof as laid down for collection and recording of the premiums.
b) The auditor should ascertain that all the cover notes relating to the risks assumed have been serially numbered for each class of business. The auditor should also verify that there is an adequate internal check on the issue of stationery comprising of cover notes, policy documents, stamps, etc. 
c) The auditor should also see whether the premium received during the year but pertaining to risk commencing in the following year has been accounted for under the head ‘Premium Received in Advance’ and has been disclosed separately.
d) In case of co-insurance business, where the company is not the leader, The auditor should see that the company’s share of the premium has been accounted for on the basis of the available information on nature of risk and the provisional premium charged by the leading insurer. 
e) Where the company is the leader, the auditor should obtain a reasonable assurance that only the company’s own share of premium has been shown as income and accounts of the other companies have been credited with their share of the premium collected.
f) The auditor should also check that in case of cancellation of policies/cover notes issued, no risk has been assumed between the date of issue and subsequent cancellation thereof.
g) Where premium originally received has been refunded, the auditor should verify whether the agency commission paid on such premium has been recovered.
h) The auditor should verify whether service tax has been charged from the insured, at the rates in force, on the total premium for all classes of business.

Q.2) Verification of Claims Paid
a) that in case of co-insurance arrangements, claims paid have been booked only in respect of company’s share and the balance has been debited to other insurance companies.
b) that the claims payments have been duly sanctioned by the authority concerned and the payments of the amounts are duly acknowledged by the claimants;
c) that the salvage recovered has been duly accounted for in accordance with the procedure applicable to the company and a letter of subrogation has been obtained in accordance with the laid down procedure;
d) that the amounts of the nature of pure advances/deposits with Courts, etc., in matters under litigation/arbitration have not been treated as claims paid but are held as assets till final disposal of such claims. In such cases, full provision should be made for outstanding claims;
e) that payment made against claims partially settled have been duly vouched. In such cases, the sanctioning authority should be the same as the one which has powers in respect of the total claimed amount ;
f) that in case of final settlement of claims, the claimant has given an unqualified discharge note, not involving the company in any further liability in respect of the claim; and
g) that the figures of claims, wherever communicated for the year by the Division to the Head Office for purposes of reinsurance claims, have been reconciled with the trial balance-figure.

Q.3) Provisions regarding Management Expenses: 
a) Section 40C of the Insurance Act, 1938 read with Rule 17E lays down the provisions regarding limit on expenses of management in general insurance business.  
b) It requires that no insurer shall, in respect of any class of general insurance business transacted by him in India, spend in any calendar year as expenses of management including commission or remuneration for procuring business an amount in excess of the prescribed limits and in prescribing any such limits regard shall be had to the size and age of the insurer.  
c) However, any excessive amount over the permissible limits may be approved by the Insurance Regulatory Development Authority after consultation with the Executive Committee of the General Insurance Companies.  
d) Such expenses mean all charges, wherever incurred whether directly or indirectly, including commission payments of all kinds and, in the case of an insurer having his principal place of business outside India, a proper share of head office expenses, which shall not be less than such percentage as may be prescribed, of his gross premium income  written direct in India during the year, but in computing the expenses of management in India the following, and only the following, expenses may be excluded, namely:
(i)	In the case of an insurer who has his principal place of business in India, a share of head office expenses in respect of general insurance business transacted by him outside India not exceeding a prescribed percentage of his gross direct premium written outside India.
(ii)	Any expenses debited to the profit and loss account relating exclusively to the management of capital and dealings with shareholders and a proper share of managerial expenses calculated in the prescribed manner.
Q.4) Verification of Re-insurance outward:
1.	Verify that re-insurance underwriting returns received from the operating units regarding premium, claims, paid, outstanding claims, tally with the audited figures of premium claims paid and outstanding claims.
2.	Check whether the pattern of re-insurance underwriting for outward cessions fits within the parameters and guidelines applicable to the relevant year.
3.	Check whether cessions have been made as per the stipulation applicable to various categories of risk.
4.	Verify whether the cessions have been made as per the agreements entered into with the various companies.
5.	See whether the outward remittances to foreign re-insurance have been done as per the foreign exchange regulations.
6.	Ascertain whether the commission has been calculated as per the terms of the agreement with the re-insurance.
7.	Verify the computation of profit commission by various treaty arrangements in the figure of the periodical accounts rendered and in relation to outstanding less pertaining to the treaty.
8.	Examine whether the cash loss recoveries have been claimed and accounted on a regular basis.
9.	Verify whether the claims paid items appearing outstanding claims list by ever.  This can be verified at least in respect of major claims.
10.	See whether provisioning for outstanding losses recoverable on cessions have been confirmed by the re-insurers and in the case of major claims, documentary support was insisted and verified.
11.	Accounting aspects of the re-insurance cession premium commission recoverable, paid claims recovered and outstanding losses recoverable on cessions have to be checked.
12.	Check percentage pattern of gross to net premium, claim paid and outstanding claim to ensure comparative  justifications.





Q.5) Verification of Agents’ Balances: 
The following are the audit procedures for verification of outstanding agents’ balances:
(i)	Scrutiny and review of control accounts debit balances and their nature should be enquired into.
(ii)	Examination of inoperative balances and treatment given for old balances be looked into.
(iii)	Enquiring into the reasons for retaining the old balance.
(iv)	Verification of old debit balances which may require provision or adjustment.  Explanation be obtained from the management in this regard.
Q.6) Audit of Receipts and Payments Account: 
Section 11(1A) of the Insurance Act, 1938 provides that every insurer, in respect of insurance business transacted by him and in respect of his shareholders’ funds, should prepare at the end of each financial year, a Balance Sheet, a Profit and Loss Account, a separate account of receipts and payments and a Revenue Account in accordance with the Regulations made by the IRDA.  Since receipts and payments account has been made a part of financial statements of an insurer, it is implied that the receipts and payments account is also required to be audited.
The IRDA (Preparation of Financial Statements and Auditor’s Report of Insurance Companies) Regulations, 2002 require that the auditor of an insurance company should:
(i)	report whether the receipts and payments account of the insurer is in agreement with the books of account and returns;
(ii)	express an opinion as to whether the receipts and payments account has been prepared in accordance with the provisions of the relevant statutes; and
(iii)	express an opinion whether the receipts and payments account give a true and fair view of the receipts and payments of the insurer for the financial year/period under audit.
Q.7) Solvency Margin in case of an insurer carrying on general insurance business: 
In case of an insurer carrying on general insurance business, the solvency margin should be the highest of the following amounts :
(i)	fifty crore rupees (one hundred crores of rupees in case of reinsurer), or
(ii)	a sum equivalent to twenty percent of the net premium income; or
(iii)	a sum equivalent to thirty percent of net incurred claims.
Subject to credit for reinsurance in computing net premiums and net incurred claims being actual but a percentage, determined by the regulation but not exceeding fifty percent. It may be noted that conditions regarding maintenance of the above mentioned solvency margin may be relaxed by the authorities in certain special circumstances.
If, at any time, an insurer does not maintain the required solvency margin, the insurer is required to submit a financial plan to the authority indicating the plan of action to correct the deficiency in the solvency margin. If, on consideration of the plan, the authority finds it inadequate the insurer has to modify the financial plan.
Sub-section (2c) of Sec 64 A states that if an insurer fails to comply with the requirements of the insurance Act, 1938, it shall deemed to be insolvent and may be wound up by the court.

Q.8) Facultative Reinsurance – 
a) It is that type of reinsurance whereby the contract relates to one particular risk and is expressed in the reinsurance policy.
b) This is the oldest method of reinsurance and it necessitates consideration of each risk separately. 
c) Each transaction under facultative reinsurance has to be negotiated individually. Each party to the transaction has a free choice, i.e., for the ceding company to offer and the reinsurer to accept. 
d) The main drawbacks of this type of insurance are the volume of work involved and time taken to cover the risk. It is, however, still used even today, mainly when:
(i) automatic covers have already been exhausted.
(ii) the risk is excluded from the Treaties.
(iii) the insurer does not want his reinsurance treaties overburdened with particularly heavy and abnormal risks.
(iv) the insurer has no automatic cover at his disposal in a particular branch, where he issues policies rarely.


	







	



				AUDIT OF BANKS

Q.1) What is the income recognised in the case of ‘non-performing’ assets of bank? 	
a) The Reserve Bank of India has issued guidelines to be followed by all scheduled commercial banks excluding RRBs for income recognition, asset classification, provisioning and other related matters.  
b) Conceptually speaking, a credit facility becomes non-performing when it ceases to generate income for a bank.  The guidelines require that in the case of Non-performing Asset (NPA) accounts, the income should be recognised only on realisation irrespective of the system of accounting followed by the bank.  
c) The guidelines further provide that if interest income from assets in respect of a borrower becomes subject to non-accrual, fees, commission and similar income with respect to the same borrower that have been accrued ceases to accrue in the current period should be reversed or provided for with respect to past period, if uncollected.  
d) Where interest is partly realised on any non-performing asset, such interest can be taken to the profit and loss account.  However, it should be ensured that the credits in the account towards interest are not out of fresh/additional credit facilities sanctioned to the borrower concerned.
e) Advances secured against term deposits, national saving certificates eligible for surrender  Indira Vikas Patras, Kisan Vikas Patras and life insurance policies have been exempted from the above guidelines.  Thus, interest on such advances may be taken to income account on due dates provided adequate margin is available in the respective accounts.
Q.2) what special points are to be borne in mind in the audit of compliance with “Statutory Liquidity Ratio” (SLR) requirements?	 
Banking companies are required to maintain in India cash, gold or unencumbered approved securities on account as determined by RBI from time to time of total of their demand and time liabilities in India as on last Friday of the second preceding fortnight is known as “Statutory Liquidity Ratio (SLR)”.  Central statutory auditors have been asked by RBI to verify the compliance of SLR on 12 odd dates in different months not having Fridays. 
Special points required to be followed in this regard are:
(i)	Composition of items of DTL as per circulars/instructions of RBI.
(ii)	Verification of trial balance and cash balance for 12 selected dates by Branch auditors.
(iii)	Inclusion of demand and time liabilities in Consolidated Statement regarding DTL position based on the returns received from the branches.
(iv)	Net credit balance in Branch Adjustment Account including these relating to foreign branches, interest on deposits reversed in the next half, have been included in liabilities.
(v)	In computation of liquid assets, deposits maintained with RBI,cash balance with itself or RBI, excess balance maintained with RBI under section 42, net balance in current account are all treated as cash.
(vi)	Price of gold taken does not exceed market price.
(vii)	Number of unaudited branches.
Q.3) Verification of Contingent Liabilities: 
The auditor, in general, has to ensure that all contingent liabilities are identified and properly valued and thus, review the internal control system, subsequent events and obtain management representation.  In respect of different items, the procedure is given below:
(i)	Claims against the bank not acknowledged as debts: In this case, the auditor should examine the relevant evidence, i.e., correspondence with lawyers, claimants, workmen’s unions, etc.  The auditor should also review the minutes of the meetings of the board of directors, audit committees, contracts, list of pending legal cases, any show cause notices received, and correspondence relating to payment of taxes, duties, etc.
(ii)	Liability on account of partly paid investments: If the bank is holding any partly paid shares, or any other investments, the auditor should examine whether the uncalled amounts are shown as contingent liability.
(iii)	Liability on account of outstanding foreign exchange contracts: The auditor will have to verifiy the register maintained for the net position in relation to each foreign-currency and find out whether the position is generally squared and not uncovered by a substantial amount.  The net position as reported in the financial statements may also have to be verified with reference to the foreign exchange position report prepared by the back-office.
(iv)	Guarantees given on behalf of constituents: The auditor should examine the guarantee register and whether the amounts of guarantees that are still outstanding are shown as a contingent liability.  The guarantees outstanding should be disclosed separately for guarantees within India and outside India.
(v)	Acceptances, endorsements and other obligations: This includes letters of credit opened by the bank on behalf of its customers and bills drawn by the bank’s customers and accepted or endorsed by the bank.  The auditor should in such cases evaluate the adequacy of internal controls over issue of letters of credit, over custody of unused forms, etc.    
(vi)	Bills for Collection: Bills held by a bank for collection on behalf of its customers are to be shown as a contingent liability in the balance sheet.  These bills are generally bills of exchange accompanied by documents of title to goods.  

Q.4) Principal Enactments Governing Bank Audit: 
There is an elaborate framework governing the functioning of banks in India.  The whole of banking sector can be categorise into several sectors such as commercial banks, cooperative banks, foreign banks, etc.  The principal enactments which govern the functioning of various types of bank are as under:
(a)	Banking Regulation Act, 1949;
(b)	Banking Companies (Acquisition of Transfer of Undertakings) Act, 1970;
(c)	Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980;
(d)	State Bank of India Act, 1955;
(e)	State Bank of India (Subsidiary Banks) Act, 1959
(f)	Regional Rural Banks Act, 1976;
(g)	Companies Act, 1956; and
(h)	Cooperative Societies Act, 1912 or the relevant State Cooperative Societies Acts.
Q.5) What are the exceptions to the general rule of treating advances as Non-performing Assets (NPAs)?
 (i)	Temporary deficiencies, e.g., non availability of current drawing power due to non-receipt of latest stock statement, temporary delay in renewals of limits on due date, etc.
(ii)	Natural Calamities: Where, in the wake of natural calamities, short-term agricultural loans are converted into term loans or there is rescheduling of repayment period or fresh short-term loans are sanctioned, the term loan as well as fresh short term loan may be treated as current dues and need not be classified as NPA.
(iiii)	Facilities Backed by Central Government Guarantees: Credit facilities backed by guarantee of the Central Government though overdue should be treated as NPA only when the government repudiates its guarantee when invoked (this exemption is only for the purpose of asset classification and provisioning and not for the purpose of recognition of income).
(iv)	Advances to “On Lending” arrangements are also exempted under this category.
Q.6) Valuation of Investments “Held to Maturity”:
The banks are required to classify their entire investment portfolio into three categories: held to maturity (HTM), available for sale (AFS), and held for trading (HFT).  Securities acquired with the intention to hold them up to maturity should be classified under HTM category.  Thus, this category will comprise only debt securities (e.g., debentures, redeemable bonds, government securities), preference shares and similar securities having a defined period of maturity, except that equity shares of subsidiaries/joint ventures have also to be included in HTM category.
(i)	These investments need not be Marked to Market and will be carried at acquisition cost unless it is more than the face value, in which case the premium should be amortized over the period remaining to maturity.  For instance if a bond is acquired at say Rs.90 and it is redeemable at Rs.100 after three years, the discount, i.e., Rs.10 should also be amortised as income over the next three years unless there is significant uncertainty of receipt of full face value on maturity.
(ii)	Any diminution, other than temporary should be recognised in the value of their investments in subsidiaries/JVs and provided for. Such diminution should be determined and provided for each investment individually. 
Q.7) Scope of concurrent audit of banks with reference to RBI guidelines:
a) Daily cash transactions with reference to abnormal receipts and payments. This will include currency chest transactions, major expenses met by cash, high value receipts and disbursements.
b) Purchase and sale of shares securities etc. Physical verification of investments and rates at which they are entered into.
c) Verification of procedure and documentation to open new current, savings, term deposit accounts, etc. Unusual operations noticed have to be thoroughly examined.
d) Verification of advances, overdrafts, temporary OD, Cash credit accounts, term loans, bills purchase, letters of credit etc. Procedure for sanction and documentation to be verified.  Any deviation noticed to be examined in great detail.
e) Foreign exchange transactions to be verified with reference to RBI guidelines.
f) Revenue leakage to be detected.
g) Special efforts to be made in all fraud prone areas. The attempt should be to ensure that all effective measures are taken to prevent frauds.
h) Verification of high value transactions.
i) Whether all procedures for tax deduction at source are followed and the tax so deducted are deposited into Government Account within the time fixed.
j) Verification of returns, statements, calculation of capital adequacy ratio and compliance with requirements of government business.
k) Study of RBI and Internal Inspection reports statutory auditors report and compliance thereto.
l) Whether the customers’ complaints are dealt with promptly.             

Q.8) Advances to DOT COM Companies
(1)	Evaluate the efficacy of internal control system in general to ascertain whether an advance is made only after satisfying itself as to the credit worthiness of the borrower and after obtaining sanction from the appropriate authorities of the bank.  
(2)	Examine loan documents such as certificate of commencement of business (in the case of public limited companies), resolution of board of directors, and resolution of shareholders (in cases covered by section 293(1)(d) of the Companies Act, 1956).
(3)	Verify the business plan of the company especially where the revenue model is in place.  Verify whether the company depends only on outside funding or can self generate funds.
(4)	Examine in case the security is in the form of mortgage, apart from mortgage deed (in the case of English Mortgage) or letter of intent to create mortgage (in the case of Equitable Mortgage), the evidence of registration of the charge with the Registrar of Companies.
(5)	Review the operation of advance account to see that limit is not generally exceeded; that the account is not becoming stagnant; that the customer is not drawing against deposits which are not free from lien; that the account is not window-dressed by running down overdrafts at the year end and again drawing further advances in the new year, etc.
(6)	Examine whether there is a healthy turnover in the account.  It should be seen that the frequency and the amounts of credits in the account are commensurate with the sanctioned limit and the nature and volume of business of the borrower.  Any unusual items in the account should be carefully examined by the auditor.  If the auditor's review indicates any unhealthy trends, the account should be further examined.  
(7)	Review periodic statements, cash flow statements, latest financial statements, etc. to assess the recoverability of advances.
(8)	Verify whether the advance is secured and determine whether the security is legally enforceable, i.e., whether the necessary legal formalities regarding documentation, registration, etc., have been complied with; whether the security is in the effective control of the bank; and to what extent the value of the security, assessed realistically, covers the amount outstanding in the advance.
(9)	Ensure that proper provisioning norms have been applied in view of non-observance of terms, coupled with irregular payment of interest and default in repayment of instalments, if any.




































					TAX AUDITS

Q.1) State with reasons whether an auditor conducting tax audit ‘certifies’ or ‘reports’ on information contained in the statement of particulars attached to the tax audit report under Section 44 AB of Income-tax Act, 1961.
a) Section 44AB of the Income-tax Act, 1961 requires the auditor to submit the audit report in the prescribed form and setting forth prescribed particulars. 
b) The audit report is in two parts.  The first part requires the auditor to give his opinion as to whether or not the accounts audited by him give a true and fair view and the second part of the report is in the form of an “Annexure” containing statement of particulars in respect of certain specified matters.  The tax auditor has to report whether particulars are true and correct.
c) In this context, it is important to appreciate the distinction between the terms “report” and “certificate”.  Briefly speaking, the term “certificate” is used where the auditor verifies the accuracy of facts while the term “report” is used in case the auditor is expressing an opinion.  
d) Strictly speaking, having regard to the usage of the word true and correct, these particulars require definitive information compiled from the books of account.  Hence, it can be said that an auditor conducting tax audit ‘certifies” the information contained in the statement of particulars.  
e) However, having regard to the distinction, it is significant to examine whether all thirty two clauses included in the statement of particulars are capable of being simply certified on the basis of books of account or there are some clauses in respect of which different auditor(s) may hold different opinion.  
f) there are several matters on which the auditor is required to exercise judgement while giving his report on various amounts included in the statement of particulars.  
g) No doubt that the auditor obtains the statement of particulars in Form No.3CD duly authenticated by the assessee, it does not merely involve checking the corresponding figures with the documents and books of account but requires the auditor to exercise his judgement which may at times lead to different figures by different persons reporting thereon.  
h) There can also be situations leading to difference of opinion between the tax auditor and the assessee.  Therefore, it can be said that an auditor conducting tax audit “reports” on certain information, apart from certifying certain factual information contained in the statement of particulars annexed to the tax audit report under section 44AB of the Income-tax Act, 1961.
Q.2) which are the accounting ratios required to be mentioned in the report in case of manufacturing entities?  Explain in detail any one of the above ratios and how does it help the tax auditor in his analytical review.	
a) The ratios which are to be calculated for manufacturing entities are:
· Gross profit / Turnover
· Net Profit / Turnover
· Stock-in-trade/Turnover
· Material consumed / Finished goods provided
b) Ratio analysis constitutes a substantive auditing procedure designed to obtain evidence as to the completeness, accuracy and validity of the data produced by the accounting system.  
c) Such assessment is necessary in organisation having large volumes of transactions and in the organisation following mechanised accounting system where it is not possible to check each and every transaction.  
d) It has the merit of bringing to focus the abnormal deviations and unexpected variations which the normal routine checking in auditing may fall to reveal.  Ratios highlight only symptoms and that too as of a particular day and the auditor should study these symptoms properly, correlate them and reach definite conclusions or identify areas for further enquiries.  
e) The auditor should by relating sales with the net profit, various items of direct and indirect costs and gross profit gather information about the profitability and operating efficiency of an enterprise; variations in any of these ratios in a particular year should be inquired by the auditor.  
f) The fall in the gross profit ratio and profitability ratio should alert the auditor who should ask the management for the reasons thereof and which should be carefully examined by him.
g) These ratios have to be given for the business as a whole and not product wise.  While calculating these ratios, the tax auditor should assign a meaning to the terms used in the above ratios having due regard to the generally accepted accounting principles all the ratios mentioned in the clause are to be calculated in terms of value only.


Q.3) Labour charges paid on which tax is deducted at source at an inappropriate rate.
a) Section 40(a) of the Income-tax Act, 1961 specifies that amounts payable to a contractor or sub-contractor, being resident, for carrying out any work (including supply or labour for carrying out any work) on which tax is deductible under Chapter XVII-B and such tax has not been deducted or after deduction has not been paid during the previous year or in the subsequent year before the expiry of the time prescribed under sub-section (1) of section 200, shall not be deducted in computing the income.  
b) Therefore, if tax is deducted at an unappropriate rate, the amount is disallowable u/s 40(a)(ia) of the Income-tax Act.  
c) This fact needs to be reported in Clause 17(f) of Form 3CD where all amounts unadmissible u/s 40(a) are to be reported.  In case, the assessee submits that the rate is proper, though in the auditor’s view it is improper, the tax auditor should exercise his judgement and accordingly report in Clause 17(f) of Form 3CD.
Q.4) Deferred Taxation: 
a) AS 22, Accounting for Taxes on Income, prescribes the accounting treatment for taxes on income.  The amount of taxable income for a period and the amount of profit (or loss) as shown by the profit and loss account for that period are seldom the same.  
b) The difference between accounting income and taxable income arise due to the fact that taxable income is calculated in accordance with tax laws whose requirements regarding computation of taxable income differ from the accounting policies applied to determine accounting income.  
c) The difference between taxable income and accounting income can be classified into ‘permanent differences’ and ‘timing differences’.  
d) ‘Permanent differences’ are the differences between taxable income and accounting income for a period that originate in one period and do not reverse subsequently.  
e) Timing differences, on the other hand, are those differences between taxable income and accounting income for a period that originate in one period and are capable of reversal in one or more subsequent periods.  
f) The standard requires that deferred tax should be recognized for all timing differences, subject to the consideration of prudence in respect of deferred tax assets.  
g) Deferred tax represents the future tax effects of timing differences.  Some timing differences are such that their reversal in future year(s) would result in the taxable income for the year(s) of reversal being higher than the accounting income for that year (or those years).

Q.5) Accounting Standards and the Income-tax Act(Sec 145) 
a) As per section 145 of the Income-tax Act, 1961 incomes chargeable under the head “Profits and Gains from Business or Profession” or “Income from other sources” has to be computed in accordance with either the cash or the mercantile system of accounting as regularly employed by the assessee.  
b) If the said system of accounting is not followed, the assessing officer has the power to reject the books of account and complete the assessment to the best of his judgement.  
c) For this purpose, the Central Government also had the power to issue accounting standards to be followed.  Accordingly, the government notified two Accounting Standards, called AS(IT).  
d) These are to be followed by all assessees following the mercantile system of accounting.  Those assessees who are following cash system of accounting need not follow the Accounting Standards.  These AS(IT) notified were:
AS(IT)–1 	Disclosure of Accounting Policies
AS(IT)–2	Disclosure of Prior period and Extraordinary Items and Disclosure of   
		Accounting Policies.
e) Section 145 provides that the AS(IT) notified under that section should be followed by the assessees to whom they are made applicable.  It should be noted that the tax auditor auditing accounts under section 44AB is not computing the income but is – (a) reporting on accounts, and (b) reporting on the relevant information furnished in Form No.3CD.  
f) Now, the revised Form No.3CD vide cause 11(d) requires reporting of the details of deviation, if any, in the method of accounting employed in the previous year from accounting standards prescribed under section 145 and the effect thereof on the profit or loss.  Further, it may be noted that there is no material difference between AS(IT)-1 and AS(IT)-2 notified by the Government and the corresponding AS-1 and AS-5 of the ICAI respectively.





Q.6) whether tax audit report can be revised and if so state those circumstances? (nov 08)

Normally, the report of tax auditor cannot be revised later.
However, when accounts are revised in the following circumstances, the tax auditor may have to revise his audit report also
a. Revision of accounts of a company after its adoption in annual general meeting
b. Change in law with retrospective effect
c. Change in interpretation of law e.g CBDT circulars, notifications, judgements, etc
The tax auditor should state it is a revised report, clearly specifying the reasons of such revision with reference to earlier report
Q.7) Steps for Audit under State level VAT? (Nov 07)
The following steps have to be taken by auditors while auditing under VAT
1. Knowledge of Business: - The auditor should familiarize himself with the business of Auditee.
2. Knowledge about VAT law and Allied Laws:- The auditor should study VAT law particularly definitions, procedures to be adopted, provision regarding issue of invoices, claiming of input tax credit.
3. Major Accounting policies:- The auditor should ascertain major accounting policies with regard to sales, purchase and valuation of inventory.
4. Accounting records maintained by Auditee: - The auditor should obtain complete list of all accounting records relating to sales/purchase of goods, stock, various register, ledgers, etc maintained in which transactions are recorded.
5. Evaluation of internal controls: - The auditor should evaluate the internal control prevalent in entity with respect to sales, purchase, production and accounting. He must examine the adequacy and effectiveness of controls in order to plan nature and timing of audit procedures.
The following provisions need to be understood:-
· Credit for inputs
· Credit in case of capital goods
· Utilizing VAT credit for set off
· Valuation of inventories/capital goods
· VAT on sales
· Credit for goods lying in stock at inception of VAT scheme

Q.8) Audit of Indirect Taxes: 
1. The components of central indirect tax which form a part of the materials cost could be basic customs duty, additional duty of customs, special additional duty, excise duty (Cenvat), special excise duty, additional duties of excise, etc. 
2. The various components have a relationship with each other and also with central and local sales tax. The audits of in this area are redirected to the audit under sections 14A and 14AA of the Central Excise act, 1944.
3. All these audits are conducted by or on behalf of the Government. The steps involved in conducting indirect tax audit are as under :
1.	Evaluate the internal control systems in general with specific weight given to the strength of the systems in aiming at the quantification and discharge of the indirect taxes. The auditor should ensure that the accounting system and related internal control in this area are covered in terms of AAS-6. Internal control questionnaire may be designed specifically for the area of indirect taxation.
2.	Obtains information about the company and the industry. Specific information on amount of imports, percentage of customs, amount of removals, quantum of cenvat-proportion of credit could also be calculated. The walk through of the process from the point of ordering of materials till the receipt of the payment from the customer is advisable. 
3.	Formulating an audit programme to assist in the actual conduct of the audit. The actual extent of verification would be dependent on the results of the evaluation of the internal controls.
5.	Prepare a report on the indirect tax audit providing specific comments on the statutory  information, material matters reported by way of an executive summary and the assertion/qualification that the acceptable accounting policies are in vogue.
Q.9) Areas of concern in Audit of Indirect Taxes: 
Some areas of concern in an audit of indirect taxes would be:
(i)	Non availment or short / excess availment of control or expert incentives.
(ii)	Goods imported duty free or payment at concessional rates without properly complying with conditions.
(iii)	Valuation Issues – valuation not in line with customs rules.
(iv)	Applicability of the relevant control excise exemptions.
(v)	Valuation of goods not removed in normal course using valuation methods not in line with Central Excise Valuation Rules.
(vi)	Ignoring Liability under Service Tax on services provided or availed.
(vii)	Procedural non-compliance.
(viii)	Passing on of duty suffered on imported goods and of locally manufactured goods in excess of actual.



			MANAGEMENT & OPERATIONAL AUDIT

Q.1) Objectives of Operational Audit: 
(i)	Appraisal of controls: The most significant gain an organisation can derive from operational auditing is probably in the area of appraisal of controls.  Internal controls, because of their unobtrusive omnipresence in the organisation, provide the essential hinges to ensure proper performance in each functional or organisational area for accomplishing the desired organisational objective.   
(ii)	Evaluation of performance: In performance appraisal, the operational auditor is basically concerned not so much with how well technically the operations are going on, but with accumulating information and evidence to measure the effectiveness, efficiency and economy with which the operations are being carried on.  The principal basis of performance evaluation can be productivity, personnel, workload, cost and quality.  In the area of productivity, the operational auditor can undertake such tests as input-output ratios for materials and labour in quantitative terms.
(iii)	Appraisal of objectives and plans: Everything in an organisation is the product of basic plans and objectives set by the management.  If the management policy favours installation of controls or specifies the extent of controls whether satisfactory or not, controls would have to stay within the policy frame.  Therefore, the basic thing that should be evaluated is management policies, plans and objectives.  Operational auditor may look into the aspects like whether objectives are clearly spelt out and properly communicated to the personnel responsible for implementation and whether the personnel have understood the objectives in the sense meant by the management.  Also, he can take note of any apparent conflict in the objectives for its effect on operations.
(iv)	Appraisal of organisational structure: Organisational structure provides the line of relationships and delegation of authority and tasks.  This is an important element of the internal control design.  Therefore, this is also another important area for appraisal by the operational auditor.  In evaluating organisational structure, the aspects that may be considered by the operational auditor whether the organisational structure in conformity with management objectives and is drawn up on the basis of matching of responsibility and authority.

Q.2) Management Audit Questionnaire: 
a) A management audit questionnaire is an important tool for conducting the management audit.  It is through these questionnaires that the auditors make an inquiry into important facts by measuring current performance.  Such questionnaires aim at a comprehensive and constructive examination of an organisation’s management and its assigned tasks.  
b) Overall it is concerned with the appraisal of management actions in accomplishing the organisation’s objectives.  Its primary objective is to highlight weaknesses and deficiencies of the organisation.  It includes a review of how well or badly the management functions of planning, organising, directing and controlling are being performed.  
c) In addition it evaluates how effective the decision-making process is accomplishing the stated organisation objectives. Within this framework, the questionnaire provides a means for evaluating an organisation’s ongoing operations by examining its major functional areas.  
d) There are three possible answers to the management audit questions: “Yes”, “No” and “N.A.”, (not applicable). 
e) A “Yes” answer indicates that the specific area, function, or aspect under study is functioning in an acceptable manner; no written explanation is needed in that case. On the other hand, a “no” answer indicates unacceptable performance and should be explained in writing. 
f) Questionnaire comments on negative answers not only provide documentation for future reference, but, more important, provide background information for undertaking remedial action. Those questions that are not applicable and should be ignored in the audit are checked in the “N.A.” column.  
g) The management audit questionnaire does not give answers, but simply asks questions. If all questions are answered with a ‘yes’, operations are proceeding as desired. On the other hand, if there are one or more ‘no’ answers, difficulties are being experienced and must be explained in writing. 
h) If the question does not apply, the N.A. (not applicable) column is checked. Thus, management audit questionnaire for this part of the audit not only serves as a management tool to analyse the current situation; more importantly, it enables the management auditors to synthesise those elements that are causing organisational difficulties and deficiencies.








Q.3) Differences between Financial and Operational Auditing 

The major differences between financial and operational auditing can be described as follows:
(i) Purpose - The financial auditing is basically concerned with the opinion that whether the historical information recorded is correct or not, whereas the operational auditing emphasizes on effectiveness and efficiency of operations for future performance.
(ii) Area - Financial audits are restricted to the matters directly affecting the
appropriateness of the presented financial statements but the operational auditing covers all the activities that are related to efficiency and  ffectiveness of operations directed towards accomplishment of objectives of organization.

(iii) Reporting -The financial audit report is sent to all stock holders, bankers and other persons having stake in the Organisation. However the operational audit report is primarily for the management.

(iv) End Task - The financial audit has reporting the findings to the persons getting the report as its end objective, however, the operational auditing is not limited to reporting only but includes suggestions for improvement also.

Q.4) Behavioural aspects encountered in a Management Audit 

1. Financial auditors deal mainly with figures. Management auditors deal mainly with people.  There are many causes for behavioural problems arising in the review function of management audit. 
2. Particularly, when management auditors performs comprehensive audit of operations, they cannot be as well informed about such operations as a financial auditor in a financial department. Operating processes may be unfamiliar and complex. 
3. The operating people may be speaking a language and using terms that are foreign to the auditor’s experience.  
4. The nature and causes of behavioural problems that the management auditor is likely to face in the discharge of the review function that is expected of him and possible solutions to overcome these problems are discussed below:
(1)	Staff / Line conflict: Management auditors are staff people while the members of other departments are line people.  Management auditors tend to discount the difficulties the line staff may face, if called on to act on the ideas of management auditors.  Management auditors are specialists in their field and they may think their approach and solutions are the only answers. 
(2)	Control: The management auditor is expected to evaluate the effectiveness of controls, there is an instinctive reaction from the auditee that the report of the auditor may affect them.  There is a fear that the action taken based on the management audit report will affect the line people.  It breeds antagonism.  The causes are as under:
(i)	Fear of criticism stemming from adverse audit findings.
(ii)	Fear of change in day to day working habits because of changes resulting from audit recommendations.
(iii)	Punitive action by superior prompted by reported deficiencies.  
(iv)	Insensitive audit practices.
(v)	Hostile audit style.
Solution to behavioural problems: The following steps may be taken to overcome the aforesaid problems:
(i)	To demonstrate that audit is part of an overall programme of review for protective and constructive benefit.
(ii)	To demonstrate the objective of review is to provide maximum service in all feasible managerial dimensions.
(iii)	To demonstrate the review will be with minimum interference with regular operation.
(iv)	The responsible officers will be involved in the process of review of the findings and recommendations before the audit report is formally released. 














					EDP Audit
Q.1) Problems in Implementation of Internal Control in EDP System: 
The following problems normally arise in implementation of internal control in an EDP system:
(i)	Separation of duties: In a manual system, separate individuals are responsible for initiating transactions, recording them and the custody of the assets.  This separation of duties helps in preventing or detecting errors and other irregularities.  In the EDP environment, this traditional segregation of duties may not always apply. 
(ii)	Delegation of authority and responsibility: Normally a clear line of authority and responsibility is essential aspect of control in any system.  In a computer system, however, delegating authority and responsibility may prove difficult because some resources are shared among multiple users.  When multiple users have access to the same data, it is not always easy to trace or find out who is responsible for any corruption of the data and for identifying and correcting errors. 
(iii)	Competent and trustworthy personnel: A good EDP system requires competent and trustworthy personnel for its flawless operation.  Highly skilled personnel are needed to develop, modify, maintain and operate the computer systems.  Getting competent and trustworthy personnel for working in the EDP environment is, however, difficult as well-trained and experienced people in this field are normally in short supply.
(iv)	System of authorizations: Any good system of internal control has a system of authorizations at various levels. General authorizations establish policies for the organization to follow; In a computer system, however, the procedures are often embedded within a computer program.  In such a case when evaluating the adequacy of authorisation procedures, auditors will not only have to examine the work of the employees but also find out the veracity of program processing.
(v)	Adequate documents and records: In a manual system, adequate documents and records are necessary to provide an audit trail of the various activities within the system.  In a computer system, however, documents may not be used to support the initiation, execution and recording of some transactions.  There would be therefore no visible audit trail to trace a transaction.  
(vi)	Physical control over assets and records: Physical control over access to their assets and records is critical in both manual systems as well as computer systems.  In computer systems, however, there is a concentration of the data processing assets and records of an organisation.  This means that in such an environment, if any fraud is to be perpetrated, the person does not have to go to long distances but only have access to the computer systems. 
(vii)	Adequate management supervision: In a manual system, the management supervision of employee activities is relatively simple because the managers and employees are often at the same physical location.  In computer systems, however, the employees handling the data processing may be remotely located.
 (vii)	Comparing recorded accountability with assets: In any good system, the data and their assets that the data purports to represent should be compared to determine the completeness and accuracy of the data.  In a manual system, there is normally an independent staff to prepare the basic data for such comparison.  
Q.2) Characteristics of an effective computer audit program system:  
Normally, the computer audit program developed for general purposes shall have to customised according to needs of the organisation.  However, an examination of following features is necessary to ensure that it is effective:
1.	Simplicity: The system should be simple to use and eliminate the need for remembering countless details normally required in writing or revising computer programs.
2.	Understandability: The system should be readily understandable by members of the audit staff, even those with little computer expertise. The capabilities of the system should be known and it should be easy to use.  Coding forms provided should not be difficult to understand.
3.	Adaptability: The system should be capable of writing computer audit programs for the various types of computers used in the company or expected to be acquired.  Thus the package will be usable if the equipment is changed in the future.
4.	Vendor technical support : In considering the types of package to be acquired, it is important that the vendor provides adequate support.  This includes assisting in the initial installation and providing adequate documentation. In addition, training provided for the audit staff is important.  Also, maintenance service should be furnished, and provision made for future revisions in the programs.
5.	Statistical sampling capability: Since statistical sampling is an important application in auditing, the package should be able to perform the various statistical routines. This should include the selection of items on a random basis, determination of sample size, and evaluation of results at different confidence levels. In addition to simple random sampling and stratified sampling, it should have routines for more complex sampling such as cluster and multistage sampling.
6.	Acceptability: The system should be acceptable to both the auditors and to computer centers. For the auditors the programs should be easily carried to the site and practical to use.  For the computer center the programs should be compatible with the system and be capable of minimum interference with normal routines.
7.	Processing Capabilities: The package should be able to process many different types of applications. For example, it should accept all common file media and process multiple file input. It should have the capability for extended data selection and stratification.  It should have the ability to operate under multiprogramming situations. It should have powerful, generalized audit commands.
8.	Report Writing: The package should have a strong report writing function. This should include the ability to prepare multiple reports in a single program run and to generate flexible output report formats.

Q.3) Tagging and Tracing: 
a) It is a technique better than Integrated Test Data Facility.  It involves tagging the client’s input data in such a way that relevant information is displayed at key points.  
b) It uses the actual data, and so the question of elimination of ‘special entries’ test data designed under Integrated Test Data Facility does not arise.  
c) The hard copy, so produced is available only to the auditor and may describe such inputs as hours worked in a pay period in excess of 50; or sales orders processed in excess of Rs.1,00,000.  
d) This enables the auditor to examine transactions at the intermediate steps in processing.  The advantage of the tagging and tracing approach lies in the use of actual data and elimination of the need for reversing journal entries.  
e) The disadvantage is that the erroneous data will not necessary be tagged.  An effective combination approach may be to use the ITF approach (integrated test facility) for a few hypothetical transactions and the tagging and tracing approach to follow line data through a complex system.
Q.4) Consideration of Factors in Use of CAATs: 
In determining whether to use CAATs, the auditor should consider the following factors:
(i)	Availability of sufficient IT knowledge and expertise: It is essential that members of the audit team should possess sufficient knowledge and experience to plan, execute and use the results of CAAT.  The audit team should have sufficient knowledge to plan, execute and use the results of the particular CAAT adopted.
(ii)	Availability of CAATs and suitable computer facilities and data in suitable format:  The auditor may plan to use other computer facilities when the use of CAATs on an entity’s computer is uneconomical or impractical, for example, because of an incompatibility between the auditor’s package programme and entity’s computer.
(iii)	Impracticability of manual tests due to lack of evidence:  Some audit procedures may not be possible to perform manually because they rely on complex processing (for example, advanced statistical analysis) or involve, amounts of data that would overwhelm any manual procedure.
(iv)	Impact on effectiveness and efficiency in extracting a data:  It includes selection of samples, applying analytical procedures, time involved in application of CAAT, etc.
(v)	Time constraints in certain data, such as transaction details, are often kept for a short time and may not be available in machine-readable form by the time auditor wants them.  Thus, the auditor will need to make arrangements for the retention of data required, or may need to alter the timing of the work that requires such data.
Q.5) Role of Computer Assisted Audit Techniques in EDP Environment
Computer Assisted Audit Techniques (CAATs) refer to those auditing techniques that take assistance of a computer for being applied to an audit in a computer environment. 
The use of computer-assisted audit techniques may be required because:
(i) 	the absence of input documents (e.g. order entry in on-line systems), or the generation of accounting transactions by computer program (e.g. automatic calculation of discounts) may preclude the auditor from examining documentary evidence;
(ii) 	the lack of a visible audit trail will preclude the auditor from visually following transactions through the computerised accounting system; and
(iii) the lack of visible output may necessitate access to data retained on files readable only by the computer.
CAATs enable the auditor to save time by examining data stored on computer media rather than on print-outs or other documents and, in some cases, to conduct tests which cannot be done manually because there is no visible evidence or audit trail. CAATs can be used for both compliance and substantive testing. 
CAATs may be used in performing various auditing procedures, including:
(i)	Tests of details of transactions and balances for example the use of audit software to test all (or a sample) of the transactions in a computer file.
(ii)	Analytical review procedures - for example, the use of audit software to identify unusual fluctuations of items.
(iii)	Compliance test of general EDP controls - for example, the use of test data to test access procedures to the program libraries.
(iv)	Compliance tests of EDP application controls - for example, the use of test data to test the functioning of a program procedure.
The most common types of CAA Ts used for audit purposes are discussed below:
(a)	Audit Software: Audit software consists of computer program used by the auditor as a part of his auditing procedure to process data of audit significance. It may consist of:
(i)	Package programs: These are generalised computer programs designed to perform data processing      which includes reading computer files, selecting information, performing calculations, creating data files and printing reports in a format as specified by the auditor.
(ii)	Purpose written programs: These are computer programs designed to perform audit tasks is specific circumstances. These programs may be prepared by the auditor, by the organisation or by an outside programmer engaged by the auditor. In some cases, the programs existing in the organisation may be used by the auditor in their original or in a modified state because it may be more economical and effective than developing independent program.
 (iii)	Utility programs: These are used by the organisation to perform common data processing functions, such as sorting, creating and printing files. These programs are generally not designed for audit purposes and therefore may not contain such features as automatic record counts or control totals.
(b)	Test Data: Test data techniques are used in conducting audit procedures by entering data into the   computer system of the organisation and comparing the results obtained with pre-determined results. For example:
 (i)	Test data used to test specific controls in computer programs, such as, on line password and data access controls.
(ii)	Test transactions selected from previously processed transactions preferably historical data or data treated by the auditor to test specific processing characteristics of the organisation's computer system. Such transactions are generally processed separately from the entity's normal processing.
(iii)	Test transactions used in an integrated test facility where a 'dummy' unit is established and to which test transactions are posted during the normal processing.
When test data is processed with the organisation's normal processing the auditor should ensure that the test transactions are subsequently eliminated from accounting records of the organizations
Q.6) Audit Trail
1. Audit trail can be defined as those documents, records, journals, ledgers, master files, etc. that enables an auditor to trace the transactions from the source documents to the summarized total in accounting records or vice versa
2. Audit trail is the visible means whereby the auditor may have a business transactions through all the stages in which it features in the records of the business. For example – sequentially numbered sales invoice copies would normally be listed in a register or day book and subsequently file either in numerical or chronological sequence. It would then be possible to trace a particular invoice from the day book to the original file or vice – versa by reference to the number or date of the invoice.
3. In a manual accounting system, it is possible to relate the recoding of a transaction at each successive stage enabling an auditor to locate and identify all documents from beginning to end for the purpose of examing documents, totaling and cross – totaling referencing.
4. However, in an EDP environment, the use off exception reporting by management has effectively eliminated the audit trail between input and output. Frequently computer generated totals, analysis and balances are not printed out in detail because the management is not exercising control through verification of the individual items processed.














			LIABILITIES OF AN AUDITOR
Q.1) A misstatement had occurred in the prospectus issued by the company.
a) Under Section 62 of the Companies Act, 1956, 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 in the prospectus. 
b) A professional accountant makes certain reports in the prospectus of a company under the Companies Act, 1956 as an expert. 
c) Accordingly, if the misstatement could be attributed to the auditors' 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 the auditor's report in the prospectus. 
d) The civil liability under the Companies Act, 1956 is in addition to the liability under the general law enforceable by suit for recovery of damages on the ground of fraud, etc. The measure of damages under this section is the loss suffered by reason of the untrue statement. 
e) Under section 628, an auditor is liable for criminal prosecution, if he in any return, certificate, balance sheet, prospectus, statement or other document required by or for the purpose of the Act, 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.

Q.2) 










SURBANES OXLEY ACT, 2002

Summary of Sarbanes Oxley Act of 2002
The Sarbanes Oxley Act of 2002 established corporate accountability and civil and criminal penalties for white – collar crimes. The act contains eleven titles, the summary of which is given hereunder:

Title I - Public Company Accounting Oversight Board (PCAOB) Established in an independent private board, to regulate the accounting profession, to be dominated by executives and experts from outside the accounting profession (a self-regulatory body so far). This setup aims at establishing Public confidence in the ‘Report of independent Registered Public Accounting Firm’ and to protect the interest of investors. The PCAOB requires the Public Accounting Firms to register with the Board and to follow certain regulations for audit of Public Companies

Title II – Auditor Independence

The auditors of Public Companies to follow:
a) Regulatory authorities –Securities Exchange Board (SEC) as SEC was entrusted to issue rules implementing several of the provisions of Sarbanes Oxley Act.
b) To comply with the PCAOB rules and regulations.
c) To enhance the rights, duties and responsibilities of the Audit Committee.

Title III – Corporate Responsibility
a) The Audit Committee to be more independent through enhancement of their Oversight responsibilities and one of the Audit Committee member to be “Financial Expert”
b) Requires the Chief Executive Officer (CEO) and Chief Financial Officer(CFO) to issue certification of quarterly financial results and annual reports to SEC as part of compliance with form 10-K quarterly Report under Section 13 or 15(d) of the Security and Exchange Act of 1934 or Transition Report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934.
c) Provides rules of conduct for companies management and their officers regarding pension matters.
d) To comply with the Securities and Exchange Board rules requiring attorneys to report violations of securities laws to the company’s CEO or Chief Legal Counsel and to Audit Committee if no action is taken.




Title IV – Financial Disclosure

a) Obligatory for the companies to provide objective and transparency in disclosure of financial results having established effectiveness of internal control systems for financial reporting and disclosures covering off balance sheet transactions.
b) Disclosure the corporate mission statement and corporate ethics and their implementation.
c) Disclosure by CEO, directors, management of the company and principal stockholders involving company securities.

Title V- Conflict of Interest

a) Declaration by Securities Exchange Committee (SEC) of rules to address conflicts of interest arising when securities analysts recommend equity securities buying and selling in their Research Report and announcement to public.

Title VI – Commission Resources and Authority
a) To provide additional funding to SEC.
b) Power to SEC and federal courts to censure and impose prohibitions on persons and corporate entities.

Title VII – Studies and Reports

a) Federal regulatory bodies to conduct studies regarding Accounting firms, Credit Rating Agencies, violation of laws, rules and regulations by various agencies concerning corporate affairs and action involving securities laws.

Title VIII – Corporate and Criminal Fraud Accountability

a) To enforce tougher civil and criminal penalties for fraud and accounting scandals, securities fraud and certain other forms of obstruction of justice.
b) In case of violation of securities laws there may be debts non-dischargeable.
c) Protect employer against corporate whistle blowers (person who provide evidence of fraud in the company) .

Title IX – White- Collar Crime

a) Tougher practices for CEO’s guilty of wrong doing and other fraud such as mail and wire fraud and ERISA violations.
b) Chief Executive Officer (CEO) and Chief Financial Officer (CFO) to issue certification in their quarterly, Half-yearly and Annual Reports to SEC forming part of Form 10 K and 10 Q under Section 13 or 15(d) of the Securities Exchange Act of 1934 and impose penalties for certifying a misleading or fraudulent report.

Title X – Corporate Tax Reforms

a) CEO should sign company’s federal tax returns.

Title XI – Corporate Fraud and Accountability

Provide regulatory bodies and courts to take various actions –civil and criminal proceedings in connection of misstatements amounting to accounting scandals and fraudulent financial reports, other frauds on securities matters, obstruction of justice and retaliating against corporate whistleblowers.

Q.2) Precaution to be taken by CEO and CFO Before Signing the Certifications

1. Did you participate in the design, maintenance and evaluation of your company’s Controls and Procedures as they apply to all of the company’s public disclosures and reports?
2. Did you make it clear to employees that adherence to the Controls and Procedures is on top of your list of priorities and should be taken very seriously?
3. Did you read the report and does it provide an accurate picture of the company’s financial condition as you know it?
4. Did you evaluate the Controls and Procedures and are you satisfied that they are adequate to ensure that they capture all potential matters for disclosure in a timely manner?
5. Did you talk to the critical people preparing the report? Did you ask them how comfortable they are with the contents of the disclosure and if they would sign the certification under oath, if the law were to require them to?
6. Did you talk with the independent auditors about the report? Did you ask them whether they was anything in the report they would have recorded differently than the internal auditors recorded it?
7. Did you ask the independent auditors if they are satisfied with the Controls and Procedures and with their communication with the inside auditors?
8. Did you ask the independent auditors whether they had any disagreements with the internal auditors or senior management regarding the contents of the financial statements or the report?
9. Did you discuss with the audit committee the certifications and the Controls and Procedures evaluation made?

		COMPANY AUDIT & AUDIT PLANNING (PCC)
Q.1) Personal Expenses Of Directors: 
a) Payments to directors by way of remuneration and perquisites are required to be authorised in accordance with sections 198 and 309 of the Companies Act, 1956. 
b) Depending upon the requirements of Articles of Association of the company, the remuneration may require sanction of the shareholders either by special resolution or ordinary resolution or only approval of the Board.  
c) If terms of appointment include payment of expenses of personal nature then the company can incur such expenses. If there is no provision to incur personal expenses and if such expenses are incurred, then it is the duty of the auditor to point out such expenses in the report. 
d) Further in MAOCARO 1988 the auditor is required to report whether personal expenses have been charged to revenue account. However, expenses of personal nature include such expenses which are payable under contractual obligation or in accordance with the generally accepted business practice then such payment need not be reported.
Q.2) Steps to be taken by firm of Chartered Accountants to ensure that its appointment as a statutory Auditor of company is valid. 
a) Ceiling Limit:- Ensure that a certificate has been issued u/s 224 of companies act so that the total number of company audits held by the firm will not exceed the specified number.
b) Resolution at AGM: - Verify that at AGM of company a proper resolution is passed. Inspect general meeting minutes book to see that appointment is duly  recorded
c) Compliance with Law:- Satisfy that legal procedures contemplated in section 224 and 225 of the companies act, dealing with removal of existing auditor, if required, has been followed. Also see whether section 224A(provision of special resolution in case of companies in which not less than 25% of subscribed capital of company is held by PFI or Government companies) and Section 619B (in case of company in which not less than 51% of paid up share capital is held by central/state government – C & AG audit)are attracted and complied with.
d) Code of Conduct:- communicate with previous Auditor, if any, to ascertain if there are any professional reasons for not accepting the appointment.

Q.3) Can a statutory auditor act as a book-keeper and as an internal auditor: 
a) Professional integrity and independence is an essential characteristic of all the learned professions but is more so in the case of accounting profession.  
b) Independence implies that the judgement of a person is not subordinate to the wishes or directions of another person who might have engaged him, or to his own self-interest. 
c) Not only the client but in the case of companies, also the shareholders, prospective investors, bankers and government agencies rely upon the accounts of an enterprise when they are audited by a Chartered Accountant.  
d) As statutory auditor of the accounts of a limited company, for example, the Chartered Accountant would cease to perform any useful function if the persons who rely upon the accounts, of the company do not have any faith in the independence and integrity of the Chartered Accountant. 
e) In view of the above, a statutory auditor either performing as a book-keeper or an internal auditor would not be in a position to act in an independent manner on the subject matter prepared by him.  
f) If a person who writes the books of account would not be in a position to express an opinion on the appropriateness or otherwise of the same.  Accordingly, the Council has clarified that the members are not permitted to write the books of account of their auditee clients.
g) Regarding the internal auditor, the Code of Ethics also recommend that a statutory auditor of a company cannot also be its internal auditor, as it will not be possible for him to give independent and objective report issued under sub-section 4A of section 227 of the Companies Act, read with the Manufacturing and other Companies (Auditor’s Report) Order, 1988.  
h) Further as per circular issued by the Department of Company Affairs in case the statutory auditor of the company is also the internal auditor, it will not be possible for him to give an independent and objective report under section 227.  As such a statutory auditor of a company cannot also be its internal auditor.	 
Q.4) Flow-chart technique for evaluation of internal control: 
a) A flow-chart is a graphic presentation of the flow of transactions and documents in an organisation.  
b) Evaluation of the internal controls forms an important part of the auditing process as it enables the auditor to know the weaknesses and strengths of the accounting system and consequently the general reliability of the accounting records and data emanating therefrom.  
c) Also, it helps the auditor to decide upon the relative audit thrust needed in the different accounting areas.   A properly drawn up flow chart can provide a neat visual picture of the whole activities of the section or department involving flow of documents and activities.  
d) More specifically it can show:
(i)	at what point a document is raised internally or received from external sources;
(ii)	the number of copies in which a document is raised or received;
(iii)	the intermediate stages set sequentially through which the document and the activity pass;
(iv)	distribution of the documents to various sections, departments or operations;
(v)	checking authorisation and matching at relevant stages;
(vi)	filing of the documents; and
(vii)	final disposal status.
 
Q.5) Designing Audit Strategy

a) Audit planning is the process of gathering information and designing audit strategies; the main output of audit planning is a tailored audit approach supported by appropriate administrative arrangements. 
b) Audit strategy is concerned with designing optimised audit approaches that seek to achieve the necessary audit assurance at the lowest cost within the constraints of the information available. 
c) Audit procedures should be relevant to the important assertions, and as cost effective as possible to perform. 

Audit strategy generally involves the following steps:
(i) Obtaining knowledge of business.
(ii) Performing analytical procedures at initial stages.
(iii) Evaluating inherent risk.
(iv) Evaluating Internal Control system for strategy purpose.
(v) Formulating the strategy.

Q.6) Inquiry – 
i. AAS 5 mentions inquiry as one of the methods of collecting audit evidence by seeking appropriate information from knowledgeable persons inside or outside the entity.
ii. Inquiries may range from formal written inquiries addressed to third parties to informal oral inquiries addressed to persons inside the entity. 
iii. Responses to inquiries may provide the auditor with information which he did not previously possess or may not provide him with corroborative evidence. The need for inquiry may arise at every stage of auditing. 
iv. Wherever any transaction or entry is not readily understandable or its effects are not readily apparent, the auditor should not hesitate to make enquiry from the appropriate official of the client.
v. Besides, Section 227(IA) of the Companies Act, 1956 casts upon the auditor a specific duty to inquire into certain specified transactions.

Q.7) Risk-Based Audit

a) Audit should be risk-based or focused on areas of greatest risk to the achievement of the audited entity’s objectives. Risk-based audit (RBA) is an approach to audit that analyzes audit risks, sets materiality thresholds based on audit risk analysis and develops audit programmes that allocate a larger portion of audit resources to high-risk areas.
b) The auditor does not normally need to perform specific audit procedures on all areas of audit. He only needs to design audit programmes and procedures on areas earlier identified as major risks that could result in the financial statements being materially misstated. 
c) RBA is an essential element of financial audit- both in the attest audit of the financial statements and in the audit of financial systems and transactions including evaluation of internal controls. 
d) It focuses primarily on the identification and assessment of the financial statement misstatement risks and provides a framework to reduce the impact to the financial statement of these identified risks to an acceptable level before rendering an opinion on the financial statements. 
e) It also provides indicators of risks as a basis of opportunity for improvement of auditee risk management and control processes. This affords an opportunity to the auditee to improve its operations from recommendations on risks that do not have a current impact on the financial statements but impact the audited entity’s operational strategies and performance over the longer term.

Q.8) Aspects to be considered in qualifying report – 
While qualifying a report, it is important to -

(i) ascertain the various items (the statement of fact and opinion referred to above) that require a qualification;

(ii) realise whether the auditors are in active disagreement with something which has been done by the company or are merely unable to form an opinion, say, for lack of adequate information about an item;

(iii) establish whether the matters in question are so material as to affect the presentation of a true and fair view of the whole of the affairs of the company, or are of such a nature as to affect only a particular item disclosed in the accounts; and

(iv) see whether the matters constituting the qualification involve a material contravention of any requirements of the Companies Act, 1956 which have a bearing on the accounts.

Q.9) Audit Certificate as distinguished from Audit Report: 
i. A certificate is a written confirmation of the accuracy of the facts stated therein and does not involve any estimate or opinion. The term ‘certificate’ is, therefore, used where the auditor verifies the accuracy of facts. An auditor may, thus, certify the circulation figures of a newspaper or the value of imports or exports of a company. 
ii. An auditor’s certificate represents that he has verified certain figures and is in a position to vouchsafe their accuracy as per his examination of documents and books of account. 
iii. A report, on the other hand, is a formal statement usually made after an enquiry, examination or review of specified matters under report and includes the reporting auditor’s opinion thereon. 
iv. Thus, when a reporting auditor issues a certificate, he is responsible for the factual accuracy of what is stated therein. On the other hand, when a reporting auditor gives a report, he is responsible for ensuring that the report is based on factual data, that his opinion is in due accordance with facts, and that it is arrived at by the application of due care and skill. 
v. The ‘report’ involves expression of opinion which may differ from one professional to another. There is no question of exactitude in case of a report since the information contained therein is based on estimates and involves judgement element.

Q.10) Contents of Reports and Certificates for Special Purposes 
In such cases, where a reporting auditor is free to draft his report or certificate, he should consider the following:
(i)	Specific elements, accounts or items covered by the report or certificate should be clearly identified and indicated.
(ii)	The report or certificate should indicate the manner in which the audit was conducted, e.g., by the application of generally accepted auditing practices, or any other specific tests.
(iii)	If the report or certificate is subject to any limitations in scope, such limitations should be clearly mentioned.
(iv)	Assumptions on which the special purpose statement is based should be clearly indicated if they are fundamental to the appreciation of the statement.
(v)	Reference to the information and explanations obtained should be included in the report or certificate. A reporting auditor may also find it necessary to refer in his report or certificate to specific information or explanations on which he has relied.
(vi)	The title of the report or certificate should clearly indicate its nature, i.e., whether it is a report or a certificate. 
(viii)	Where a report requires the interpretation of a statute, the reporting auditor should clearly indicate the fact that he is merely expressing his opinion in the matter. He should take sufficient care to ensure that in respect of matters which are capable of more than one interpretation, his report is not misconstrued as representing a settled legal position.
(ix)	An audit report or certificate should ordinarily be a self-contained document. It should not confine itself to a mere reference to another report or certificate issued by the reporting auditor but should include all relevant information contained in such report or certificate.
(x)	The reporting auditor should clearly indicate in his report or certificate, the extent of responsibility which he assumes.

Q.11) “True and Fair View”

However, the following general guidelines may be laid down in this regard.
(a)	The balance sheet and the profit and loss account should be drawn up in conformity with the requirements of the Companies Act or those of the specific Acts governing certain classes of companies.
(b)	Relevant information should be so disclosed in the balance sheet and the profit and loss account that the financial position and the working results are shown as they are, i.e. there is neither an overstatement nor an understatement.  There should be no window-dressing; the balance sheet and the profit and loss account should not attempt to show a better picture than what it is in reality.  Similarly, there should be no secret reserves (unless the statute specifically permits the creation of such reserves).
(c)	All material facts regarding expenses, revenues, assets and liabilities of the company should be disclosed.  There should be no misstatement.
(d)	All unusual, exceptional, or non-recurring items should be disclosed separately.
(e)	The balance sheet and the profit and loss account should be prepared and presented in conformity with the generally accepted principles of accounting.  Such principles should be consistently applied.  The effect of a change in these principles should be suitably disclosed.
(f)	The auditor should examine the situation as it exists at the end of the accounting period.  If certain subsequent events help the auditor in making a better assessment of the position as at the date of the balance sheet, the auditor should take such events into account.
(g)	The financial statements should convey the required information clearly.  As has been held in many legal cases, information and means of information are by no means equivalent terms.  A person whose duty it is to convey information to others does not discharge that duty by simply giving them so much of information as is calculated to induce them, or some of them, to ask for more.
Q.12) How would you give report where all qualifications are not quantifiable?
i. AAS 28 “The Auditor’s Report on Financial Statements”, states that there may be circumstances when it is not practicable to quantify the effect of modification in the audit report accurately, the auditor may do so on the basis of estimates made by the management after carrying out such audit tests as are possible and clearly indicate the fact that the figures are based on management estimates.  
ii. Ordinarily, this information would be set out in a separate paragraph preceding the opinion or disclaimer of opinion and may include a reference to a more extensive discussion, if any, in a note to the financial statements.
The following illustration of a qualification where quantification was not possible will explain the point:
“(2) No provision has been made in respect of product warranties outstanding at the year end.  The amount of provision required in this behalf could not be ascertained.”
In the above situation, the overall paragraph would appear as follows:
“We further report that, without considering item mentioned in paragraph (2) above, the effect of which could not be determined, had the observations made by us in paragraph (1) (not reproduced) and (2) above been considered, the profit for the year would have been Rs.500.41 lacs (as against the reported figure of Rs.596.07 lacs), reserves and surplus would have been Rs.685.43 lacs (as against the reported figure of Rs.781.09 lacs) and total fixed assets would have been Rs.200.00 lacs (as against the reported figure of Rs.229.05 lacs)”
Subject to the above in our opinion………………..

Q.12) Application of Statistical Sampling in Auditing?
1. Statistical Sampling in auditing stands for the technique of forming an opinion about a group of items on the basis of an examination of a few of the items.  
2. On the basis of audit carried out, an auditor is required to give a report containing his opinion about the truth and fairness of the accounting statements. Thus, audit sampling involves the application of audit procedures to less than 100% of the items within an account balance or class of transactions to enable the auditor to obtain and evaluate audit evidence about some characteristic of the items selected in order to form or assist in forming a conclusion concerning the population. 
3. Broadly, the following steps are carried out by the auditor in applying statistical sampling.
 (i)	Audit Objectives: The auditor should consider the specific audit objectives to be achieved to enable him to determine the audit procedure or combinations of procedures which is likely to achieve these objectives. For example, when performing series of control over an entity’s purchasing procedures, the auditor will be concerned with matters such as whether an invoice was clerically checked and properly approved.
 (ii)	Population: The population is the entire set of data from which the auditor selects the sample in order to reach a conclusion.  The auditor determines that the population from which he draws the sample is appropriate for the specific audit objective 
(iii)	Confidence Level & Precision: In the mathematical probability, the error rate in the sample will not differ from the error rate in the population by more than a stated amount.  Confidence level is normally expressed in percentage (90%, 95%, 99%).Precision involves description of the attributes of a given population. The bigger our sample, clearly the more precise we can be, but we can never be completely precise for the same reasons as we can never be 100 percent confident.
Q.13) Haphazard Sampling
1. In haphazard sampling, the auditor selects the sample without following a structured technique. Although no structured technique is used, the auditor would nonetheless avoid any conscious bias or predictability for example, avoiding difficult to locate items, or always choosing or avoiding the first or last entries on a page and thus attempt to ensure that all items in the population have a chance of selection. Haphazard Selection is not appropriate when using statistical sampling. 
2. Haphazard selection of sample, may be an acceptable alternative to random selection of sample, provided the auditor attempt to draw a representative sample from the entire population with no intention to either include or exclude specific units.
3. When the auditor uses this method, care need to be taken to guard against making a selection that is biased, for example, toward items which are easily located, as they may not be representative. 

Q.14) Supplementary Audit u/s 619(4) of companies act?
The auditor of a government company shall be appointed or re – appointed by the comptroller and Auditor General of India. The auditor aforesaid shall submit a copy of his audit report to the C & AG of India who shall have the right to comment upon, or supplement, the audit report in such manner as he may think fit. Any such comments upon, or supplement to, the audit report shall be placed before the AGM of the company at the same time and in the same manner as the audit report.

Q.15) Cut-off Procedures: 
1. Cut-off procedures mean procedures employed to ensure the separation of transactions at the end of one year from those in the commencement of the next year. 
2. Usually, the problem of overlapping is found in inventory accounting since quite often goods are sold but passed on to the buyer only after the year is over or goods are bought but received only after the close of the year. This situation may create considerable problem for the proper stock taking of inventory. 
3. Therefore, the principal areas of application of cut-off procedures involve sales, purchases and stock. 
4. The auditor should satisfy himself by examination and test check that these procedures adequately ensure that:
(a)	Goods purchased for which property has passed to tIle client have in fact been included in inventories and tl1at the liability if any, has been provided for.
(b)	Goods sold have been excluded from the inventories and credit,llas been taken for sales.
5. The auditor may examine a sample of documents evidencing the movement of stocks into and out of stores, including documents pertaining to period shortly before and shortly after the cut-off date, and check whether the stocks represented by those documents were included or excluded, as appropriate, during the stock-taking.

Q.16) Walk through Tests: 
A walk through is a procedure in which an auditor traces a transaction from its initiation through the company’s information systems to the point when it is reflected in the financial reports. The auditor should perform one walk through, at a minimum, for each major class of transactions. A walk-through provides evidence to confirm that the auditor understands (1) the process flow of transactions, (2) the design of identified controls for internal control components, including those related to preventing and detecting fraud, and (3) whether all points in the process have been identified at which misstatements related to relevant financial statement assertion could occur. Walk through also provide evidence to evaluate the effectiveness of the controls’ design and confirm that the controls have been placed in operation.
 	When performing a walk-through, the auditor should:
(i) 	Be sure that the walk-through encompasses the complete process (initiation, authorization, recording, processing and reporting) for each significant process identified, including controls intended to address fraud risk.
(ii) 	Ask the entity’s personnel, at each of key stage in the process, about their understanding of what the company’s prescribed procedures require.
(iii) Determine whether processing procedures are performed as expected on a timely basis, and look for any exceptions to prescribed procedures and controls.
(iv) 	Evaluate the quality of evidence provided and perform procedures that produce a level of evidence consistent with the auditor’s objectives. The auditor should follow the whole process, using the same documents and technology that company staff use, asking questions of different personnel at each significant stage and asking follow- up questions to identify any abuse of controls or fraud indicators.
Q.17) Capital Reserves: 
a) The expression ‘reserve’ has been defined in Part III of Schedule VI to the Act as not including “any amount written off or retained by way of providing for depreciation, renewals or diminution in the value of assets or retained by way of providing for any known liability”.  
b) A reserve may be ‘capital reserve’ or ‘revenue reserve’.  The term “capital reserve” has not been defined in the Companies Act, 1956 except in a negative way in Part-III of Schedule VI to the Act.  
c) The expression “capital reserve” shall not include any amount regarded as free for distribution as dividend through the Profit and Loss Account.  Capital reserve is created out of profits of a capital nature.  
d) Premiums issued on the issue of shares and debentures, profit made on redemption of debentures and the balance standing to the credit of forfeited shares account after re-issue of forfeited shares are some of the examples of capital reserve.  
e) In fact, capital reserves are in the nature of capital receipts which also cannot be distributed as dividends at all.  
f) AS-12, “Accounting for Government Grants” provides that where the grant relates to a non-depreciable asset, e.g., freehold land, and it has been decided that gross value of fixed asset should not be touched it should be generally be credited to capital reserve.
Q.18) Divisible Profits: 
a) Divisible profits are profits available for distribution to shareholders as dividends.  It is different from book profit or economist’s concept of profit.  
b) It represents those profits which are legally available for distribution as dividends.  
c) In the earlier years there were disputes whether depreciation should be provided before declaration of dividend or not; there were disputes whether capital profits or profits on revaluation of assets are available for distribution.  
d) Now these controversies stand resolved through the provisions of Companies Act, 1956 and also the judicial pronouncements over the years.
e) In ascertaining divisible profits, in the following circumstances, capital profits are included provided:
i. the capital profits remain after a revaluation of all assets and liabilities;
ii. the capital profit is realized in cash; and
iii. the articles of association permits of such distribution.

Q.19) Salient features of Investors Education and Protection Fund: 
Section 205(C) of the Act empowers the Central Government to establish a fund to be called the Investor Education and Protection Fund to be utilized for the promotion of investor awareness and protection of the interest of the investors.  The following amounts shall be credited to the fund,  namely,
(a)	amounts in unpaid dividends accounts of companies;
(b)	matured deposits with companies;
(c)	application moneys received by companies for allotment of any securities and due for refund; 
(d)	matured debentures with companies;
(e)	interest, if any, accrued on the above items, i.e. (a) to (d);
(f)	grants and donations given to the Fund by the Government or any other institutions, etc.
(g)	the interest or other incomes received out of the investments made from the fund.
It may be noted that in respect of four items, i.e., unpaid dividends, application moneys, matured deposits and debentures shall be transferred to Fund only if such amounts shall remained unclaimed and unpaid for seven years from the date they became due for payment.
In fact, after lapses of seven years, no claims are tenable against the company or the Fund.
Q.20) when company is said to have not maintained proper books of accounts?
Section 209 [(1) Every company shall keep at its registered office proper books of account with respect to—
	(a)	all sums of money received and expended by the company and the matters in respect of which the receipt and expenditure take place;
	(b)	all sales and purchases of goods by the company; 
	(c)	the assets and liabilities of the company; [and]
	    [(d)	in the case of a company pertaining to any class of companies engaged in production, processing, manufacturing or mining activities, such particulars relating to utilisation of material or labour or to other items of cost as may be prescribed, if such class of companies is required by the Central Government to include such particulars in the books of account:]
i. Proper books of account shall not be deemed to be kept if such books of accounts are not kept on accrual basis of accounting and according to double entry system of accounting.
ii. In case proper books of account are not kept, the auditor is required to specifically refer to violation of the Companies Act, 1956 in the auditor’s report and shall also state that in his opinion proper books of account as required by law have not been kept by the company so far as appears from his examination of those books and, he has to further give either qualified opinion or disclaimer of opinion.
iii. Further, the books also have to be maintained under accrual system.  If the statutory auditor finds the books not maintained are not maintained accordingly, he will have to modify his report.


Form and contents of balance sheet and profit and loss account.
211. [(1) Every balance sheet of a company shall give a true and fair view of the state of affairs of the company as at the end of the financial year and shall,
a) be in the form set out in Part I of Schedule VI, or 
b) as near thereto as circumstances admit or 
c) in such other form as may be approved by the Central Government either generally or in any particular case; and 
d) in preparing the balance sheet due regard shall be had, as far as may be, to the general instructions for preparation of balance sheet under the heading “Notes” at the end of that Part:
Provided that nothing contained in this sub-section shall apply to any insurance or banking company or any company engaged in the generation or supply of electricity or to any other class of company for which a form of balance sheet has been specified in or under the Act governing such class of company.]

(2) Every profit and loss account of a company shall give a true and fair view of the profit or loss of the company for the financial year and shall comply with the requirements of Part II of Schedule VI, so far as they are applicable thereto:

(3) The Central Government may, by notification in the Official Gazette, exempt any class of companies from compliance with any of the requirements in Schedule VI if, in its opinion, it is necessary to grant the exemption in the [public interest].

	[(3A) Every profit and loss account and balance sheet of the company shall comply with the accounting standards.

(3B) Where the profit and loss account and the balance sheet of the company do not comply with the accounting standards, such companies shall disclose in its profit and loss account and balance sheet, the following, namely:—
	(a)	the deviation from the accounting standards;
	(b)	the reasons for such deviation; and
	(c)	the financial effect, if any, arising due to such deviation.

(3C) For the purposes of this section, the expression “accounting standards” means the standards of accounting recommended by the Institute of Chartered Accountants of India constituted under the Chartered Accountants Act, 1949  in consultation with the National Advisory Committee on Accounting Standards established under sub-section (1) of section 210A:
Provided that the standards of accounting specified by the Institute of Chartered Accountants of India shall be deemed to be the Accounting Standards until the accounting standards are prescribed by the Central Government under this sub-section.]



 (4) The Central Government may, on the application, or with the consent of the Board of directors of the company, by order, modify in relation to that company any of the requirements of this Act as to the matters to be stated in the company’s balance sheet or profit and loss account for the purpose of adapting them to the circumstances of the company.

(5) The balance sheet and the profit and loss account of a company shall not be treated as not disclosing a true and fair view of the state of affairs of the company, merely by reason of the fact that they do not disclose—
	(i)	in the case of an insurance company, any matters which are not required to be disclosed by the Insurance Act, 1938 (4 of 1938);
	(ii)	in the case of a banking company, any matters which are not required to be disclosed by the Banking Companies Act, 1949 (10 of 1949);
	(iii)	in the case of a company engaged in the generation or supply of electricity, any matters which are not required to be disclosed by 50[both the Indian Electricity Act, 1910 (9 of 1910), and the Electricity (Supply) Act, 1948 (54 of 1948)];
	(iv)	in the case of a company governed by any other special Act for the time being in force, any matters which are not required to be disclosed by that special Act; or
	(v)	in the case of any company, any matters which are not required to be disclosed by virtue of the provisions contained in Schedule VI or by virtue of a notification issued under sub-section (3) or an order issued under sub-section (4).

(7) If any such person as is referred to in sub-section (6) of section 209 fails to take all reasonable steps to secure compliance by the company, as respects any accounts laid before the company in general meeting, with the provisions of this section and with the other requirements of this Act as to the matters to be stated in the accounts, he shall, in respect of each offence, be punishable with imprisonment for a term which may extend to six months, or with fine which may extend to [ten] thousand rupees, or with both :


 
					Qualifications and disqualifications of auditors
226. (1) A person shall not be qualified for appointment as auditor of a company unless he is a chartered accountant within the meaning of the Chartered Accountants Act, 1949 
Provided that a firm whereof all the partners practising in India are qualified for appointment as aforesaid may be appointed by its firm name to be auditor of a company, in which case any partner so practising may act in the name of the firm.
(3) None of the following persons shall be qualified for appointment as auditor of a company—
	(a)	a body corporate;
	(b)	an officer or employee of the company;
	(c)	a person who is a partner, or who is in the employment, of an officer or employee of the company;
	(d)	a person who is indebted to the company for an amount exceeding one thousand rupees, or who has given any guarantee or provided any security in connection with the indebtedness of any third person to the company for an amount exceeding one thousand rupees;
	 [(e)	a person holding any security of that company after a period of one year from the date of commencement of the Companies (Amendment) Act, 2000.
		Explanation : For the purposes of this section, “security” means an instrument which carries voting rights.]
(4) A person shall also not be qualified for appointment as auditor of a company if he is, by virtue of sub-section (3), disqualified for appointment as auditor of any other body corporate which is that company’s subsidiary or holding company or a subsidiary of that company’s holding company, or would be so disqualified if the body corporate were a company.
(5) If an auditor becomes subject, after his appointment, to any of the disqualifications specified in sub-sections (3) and (4), he shall be deemed to have vacated his office as such.

Appointment and remuneration of auditors.
224. [(1) Every company shall, at each annual general meeting, appoint an auditor or auditors to hold office from the conclusion of that meeting until the conclusion of the next annual general meeting and shall, within seven days of the appointment, give intimation thereof to every auditor so appointed   
(1A) Every auditor appointed under sub-section (1) shall within thirty days of the receipt from the company of the intimation of his appointment, inform the Registrar in writing that he has accepted, or refused to accept, the appointment.]
[(1B) On and from the financial year next following the commencement of the Companies (Amendment) Act, 1974, no company or its Board of directors shall appoint or re-appoint any person [who is in full-time employment elsewhere ] or firm as its auditor if such person or firm is, at the date of such appointment or re-appointment, holding appointment as auditor of the specified number of companies or more than the specified number of companies:
[Provided that in the case of a firm of auditors, “specified number of companies” shall be construed as the number of companies specified for every partner of the firm who is not in full-time employment elsewhere]:
[Provided also that the provisions of this sub-section shall not apply, on and after the commencement of the Companies (Amendment) Act, 2000, to a private company.]
Explanation I : For the purposes of sub-sections (1B) and (1C), “specified number” means,—
	(a)	in the case of a person or firm holding appointment as auditor of a number of companies each of which has a paid-up share capital of less than rupees twenty-five lakhs, twenty such companies;
	(b)	in any other case, twenty companies, out of which not more than ten shall be companies each of which has a paid-up share capital of rupees twenty-five lakhs or more.
 (2) [Subject to the provisions of sub-section (1B) and section 224A, at any annual general meeting], a retiring auditor, by whatsoever authority appointed, shall be re-appointed, unless—
	(a)	he is not qualified for re-appointment;
	(b)	he has given the company notice in writing of his unwillingness to be re-appointed;
	(c)	a resolution has been passed at that meeting appointing somebody instead of him or providing expressly that he shall not be re-appointed; or
	(d)	where notice has been given of an intended resolution to appoint some person or persons in the place of a retiring auditor, and by reason of the death, incapacity or disqualification of that person or of all those persons, as the case may be, the resolution cannot be proceeded with.
(3) Where at an annual general meeting no auditors are appointed or re-appointed, the Central Government may appoint a person to fill the vacancy.
(4) The company shall, within seven days of the Central Government’s power under sub-section (3), becoming exercisable, give notice of that fact to that Government; and, if a company fails to give such notice, the company, and every officer of the company who is in default, shall be punishable, with fine which may extend to 14[five thousand] rupees.
(5) The first auditor or auditors of a company shall be appointed by the Board of directors within one month of the date of registration of the company; and the auditor or auditors so appointed shall hold office until the conclusion of the first annual general meeting :
Provided that—
	(a)	the company may, at a general meeting, remove any such auditor or all or any of such auditors and appoint in his or their places any other person or persons who have been nominated for appointment by any member of the company and of whose nomination notice has been given to the members of the company not less than fourteen days before the date of the meeting; and
	(b)	if the Board fails to exercise its powers under this sub-section, the company in general meeting may appoint the first auditor or auditors.
(6)(a) The Board may fill any casual vacancy in the office of an auditor; but while any such vacancy continues, the remaining auditor or auditors, if any, may act :
Provided that where such vacancy is caused by the resignation of an auditor, the vacancy shall only be filled by the company in general meeting.
(b) Any auditor appointed in a casual vacancy shall hold office until the conclusion of the next annual general meeting.

(7) Except as provided in the proviso to sub-section (5), any auditor appointed under this section may be removed from office before the expiry of his term only by the company in general meeting, after obtaining the previous approval of the Central Government in that behalf.

	Q.*) Remuneration of  Statutory Auditors under companies Act?
(8) The remuneration of the auditors of a company—
	(a)	in the case of an auditor appointed by the Board or the Central Government, may be fixed by the Board or the Central Government, as the case may be; 
	[(aa)	in the case of an auditor appointed under section 619 by the Comptroller and Auditor-General of India, shall be fixed by the company in general meeting or in such manner as the company in general meeting may determine; and]
	(b)	subject to clause (a), shall be fixed by the company in general meeting or in such manner as the company in general meeting may determine.
For the purposes of this sub-section, any sums paid by the company in respect of the auditors’ expenses shall be deemed to be included in the expression “remuneration”.



Auditor not to be appointed except with the approval of the company by special resolution in certain cases.

224A. (1) In the case of a company in which not less than twenty-five per cent of the subscribed share capital is held, whether singly or in any combination, by—
	(a)	a public financial institution or a Government company or Central Government or any State Government, or
	(b)	any financial or other institution established by any Provincial or State Act in which a State Government holds not less than fifty-one per cent of the subscribed share capital, or
	(c)	a nationalised bank or an insurance company carrying on general insurance business,
the appointment or re-appointment at each annual general meeting of an auditor or auditors shall be made by a special resolution.

(2) Where any company referred to in sub-section (1) omits or fails to pass at its annual general meeting any special resolution appointing an auditor or auditors, it shall be deemed that no auditor or auditors had been appointed by the company at its annual general meeting, and thereupon the provisions of sub-section (3) of section 224 shall become applicable in relation to such company.
Directors’ Responsibility Statement
217 [(2AA) The Board’s report shall also include a Directors’ Responsibility Statement, indicating therein,—
	(i)	that in the preparation of the annual accounts, the applicable accounting standards had been followed along with proper explanation relating to material departures;
	(ii)	that the directors had selected such accounting policies and applied them consistently and made judgments and estimates that are reasonable and prudent so as to give a true and fair view of the state of affairs of the company at the end of the financial year and of the profit or loss of the company for that period;
	(iii)	that the directors had taken proper and sufficient care for the maintenance of adequate accounting records in accordance with the provisions of this Act for safeguarding the assets of the company and for preventing and detecting fraud and other irregularities;
	(iv)	that the directors had prepared the annual accounts on a going concern basis.]

								Board’s report
217. (1)There shall be attached to every balance sheet laid before  a company  in general meeting, a report by its Board of directors, with respect to— 
	(a)	the state of the company’s  affairs;
	(b)	the amounts, if any, which it proposes to carry to any reserves  in such balance sheet; 
	(c)	the amount, if any, which it recommends should be paid by way of dividend;
	 (d)	material changes and commitments, if any, affecting the financial position of the company which have occurred between the end of the financial year of the company to which the balance sheet relates and the date of the report;]
	 [(e)	the conservation of energy, technology absorption, foreign exchange earnings and outgo, in such manner as may be prescribed




