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MOCK TEST PAPER – 1 

FINAL COURSE: GROUP – I  

PAPER – 3: ADVANCED AUDITING AND PROFESSIONAL ETHICS 

SUGGESTED ANSWERS/HINTS 
1. (a) According to SRS 4410, “Engagement to Compile Financial Information” if an 

accountant becomes aware of material misstatements, the accountant should persuade 
the management to carry out necessary amendments in the financial statements or 
other compiled financial information.  If such amendments are not made and the 
financial statements are still considered to be misleading the accountant should 
withdraw from the engagement.  Hence, in this case, there is a clear violation of SRS 
4410. 

(b) According to SA 240, “The Auditor’s Responsibilities Relating to Fraud in an Audit 
of Financial Statements” when the auditor comes across such circumstances 
indicating the possible misstatements resulting from the fraud then the auditor 
needs to consider the impact of fraud on financial statements and its disclosure in 
the audit report. In this case, the circumstances indicate that the possible 
misstatement in financial statements is due to fraud and error and the auditor must 
investigate further to consider effect on financial statements. 

 The Guidance Note on Audit of Cash and Bank balances also mentions that if the 
entity is maintaining an unduly large balance of cash, he should carry out surprise 
verification of cash more frequently to ascertain whether it agrees.  If cash in hand 
is not in agreement with the book balance, he should seek explanations and if the 
same are not satisfactory should state the said fact appropriately in his Audit 
Report. 

(c)  SA 620 states that while using the work of an expert, auditor should consider the 
materiality of the item, nature and complexity of the item, the other audit evidence 
available and professional qualifications, experience and reputation in the field of 
the concerned expert. 

 The auditor should ensure that the expert has used appropriate source data, has 
made consistent assumptions, has applied correct methods and that results of 
expert’s work are in line with auditor’s overall knowledge of the business and match 
with results of his audit procedures.  The auditor should also ensure that substance 
of expert’s findings is properly reflected in the financial information.  

(d)  In this case, it is  subjective, but prima-facie a mere expectation of future cash flows 
from the promoter’s wife without any firm commitment and the possibility of an 
export order being negotiated, may not that be sufficient appropriate audit evidence 
of mitigating factors for resolving the going concerns question under SA 570 “Going 
Concern”. 
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2. (a) Board can appoint the auditor in the case of casual vacancy under Sections 224 (5) & 
6(a) of the Companies Act, 1956.The non-acceptance of appointment by CA. X does not 
constitute a casual vacancy to be filled by the Board. 

  In this case, it will be deemed that no auditor was appointed in the AGM. Hence the 
appointment of auditor can be made only by the Central Government and the Board 
appointment is defective in law. 

  Clause 9 of Part-I of First Schedule states that a chartered accountant is deemed to be 
guilty of professional misconduct if he “Accepts an appointment as auditor of a company 
without first ascertaining from it whether the requirements of section 225 of the 
Companies Act, 1956 in respect of such appointment have been fully complied with”. 

  Hence CA. Y is guilty of professional misconduct since he accepted the appointment 
without verification. 

(b) As per clause 11 of Part-I of First Schedule of CA Act, 1949, a Chartered 
Accountant is deemed to be guilty of professional misconduct if he “engages in any 
business or occupation other than the profession of Chartered Accountant unless 
permitted by the Council so to engage”. 

 However, the Council has granted general permission to the members to engage in 
certain specific occupation. In respect of all other occupations specific permission of 
the Institute is necessary. 

 In this case CA Z is engaged in the occupation of trading in derivatives which is not 
covered under the general permission. 

 Hence specific permission of the Institute has to be obtained otherwise he will be 
deemed to be guilty of professional misconduct under clause 11 of Part-I of First 
Schedule of CA Act, 1949. 

(c) Clause 10 of part I to First Schedule to the Chartered Accountants Act prohibits a 
Chartered Accountant in practice to charge, to offer, to accept or accept fees which 
are based on a percentage of profits or which are contingent upon the findings or 
results of such work done by him. 

 However, this restriction is not applicable where such payment is permitted by the 
Chartered Accountants Act, 1949, the Council of the Institute has framed regulation 
192 which exempts certain professional services from the operation of clause 10. 

 The services rendered by CA. D are not covered under the said exemption and 
hence CA. D is liable for professional misconduct. 

(d) According to clause 7 of Part-I of Second Schedule of Chartered Accountants Act, 
1949, a Chartered Accountant in practice is deemed to be guilty of professional 
misconduct if he “does not exercise due diligence or is grossly negligent in the 
conduct of his professional duties”. 
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 In the instant case CA ZZ did not exercise due diligence and is grossly negligent in 
the conduct of his professional duties since he certified the circulation figures 
without examining the books of accounts. 

 To ascertain the number of paid copies verification of remittances from the agents, 
credit allowed to the agents for unsold copies returned, examination of books of 
account is essential. Further certification of circulation figures based on statistical 
information without cross verification with financial records amounts to gross 
negligence and failure to exercise due diligence. 

 Hence CA ZZ is guilty of professional misconduct as per clause 7 of part I of 
Second Schedule of Chartered Accountants Act, 1949. 

3. (a) Form 3 CD: The audit under section 44 AB of the Income Tax Act 1961 requires that 
the tax auditor should report whether in his opinion the particulars in respect of Form 
3CD are true and correct. It is the primary responsibility of the assessee to prepare the 
information in form 3 CD. The auditor has to examine whether the information given is 
true and correct. The form 3 CD is not a report of Tax Auditor. The report is in the form 
of 3 CA or 3 CB depending on the nature of the organization of the entity. If the tax 
auditor is satisfied that the information contained in form 3 CD is true and correct then 
he can give unqualified report in form 3 CA or 3 CB saying" in my opinion and to the 
best of my information and according to the explanations given to me and considering 
the materiality the particulars given in form 3 CD are true and correct.” But in the given 
case the tax auditor has found that the form 3 CD contains the incomplete, misleading 
and false information. 

 Disallowance under section 40A(3) is attracted if the assessee incurs any expenses 
in respect of which payment of aggregate of payments made to a person in a day, 
otherwise than by an account payee cheque drawn on bank or account payee draft 
exceeds `20,000/- . However, exemption is provided in respect of certain 
expenditure in Rule 6DD. In such cases, disallowance under section 40A (3) would 
not be attracted. 

 Under clause 17 (h) of Form 3CD, amounts inadmissible under section 40A (3), 
read with Rule 6DD, have to be reported. Cash payment made on insistence of 
other parties on the contention that they do not have bank accounts is not covered 
under the list of exceptions provided under Rule 6DD. 

 Mr. R has to report the payments inadmissible under section 40A (3) under clause 
17(h) of Form 3CD. 

(b)  Clause 13(c) of Form 3 CD: A tax auditor has to report under clause 13(c) of Form 
3 CD on any escalation claim accepted during the previous year and not credited to 
the profit and loss account under clause 13(c) of Form 3 CD.   

 The escalation claim accepted during the year would normally mean “accepted 
during the relevant previous year.”  If such amount are not credited to Profit and 
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Loss Account the fact should be reported. The system of accounting followed in 
respect of this particular item may also be brought out in appropriate cases. If the 
assessee is following cash basis of accounting with reference to this item, it should 
be clearly brought out since acceptance of claims during the relevant previous year 
without actual receipt has no significance in cases where cash method of 
accounting is followed.  

 Escalation claims should normally arise pursuant to a contract (including contracts 
entered into in earlier years), if so permitted by the contract.  Only those claims to 
which the other party has signified unconditional acceptance could constitute 
accepted claims.  Mere making claims by the assessee or claims under negotiations 
cannot constitute accepted claims.  After ascertaining the relevant factors as 
outlined above, a decision whether to report or not, can be taken. 

(c)  A due diligence audit on behalf of C Ltd. with a view to acquiring the business shall 
involve following steps: 
(1) Brief history of the target and background of its promoters - 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 have to be 
gone into, before verification of financial data in detail. An eye into the history 
of the target may reveal its turning points, survival strategies adopted by the 
target from time to time, the market share enjoyed by the target and changes 
therein, product life cycle and adequacy of resources. It could also help the 
accountant in determining whether, in the past, any regulatory requirements 
have had an impact on the business of the target. Broadly, the accountant 
should make relevant enquiries about the history of target's business products, 
markets, suppliers, expenses, operations 

(2) Accounting policies - The accountant should study the accounting policies 
being followed by the target and ascertain whether any accounting policy is 
inappropriate. The accountant should also see the effects of the recent 
changes in the accounting policies. The target might have changed its 
accounting policies in the recent past keeping in view its intention of offering 
itself for sale. The overall scope has to be based on the accounting policies 
adopted by the management. The accountant has to look at the main effect of 
accounting policies on the overall profitability and their correctness. It is 
reiterated that the accountant should mainly look at all material changes in 
Accounting Policies in the period subjected to review very carefully. 

 The accountant's report should include a summary of significant accounting 
policies used by the target, that changes that have been made to the 
accounting policies in the recent past, the areas in which accounting policies 
followed by the target are different from those adopted by the acquiring 
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enterprise, the effect of such differences.  
(3) Review of Financial Statements - Before commencing the review of each of 

the aspect covered by the financial statements, the accountant should examine 
whether the financial statements of the target have been prepared in 
accordance with the Statute governing the target, Framework for Preparation 
and Presentation of the Financial Statements and the relevant Accounting 
Standards. If not the accountant should record the deviations from the above 
and consider whether it warrant an inclusion in the final report on due 
diligence.  

 After having an overall view of the financial statements, as mentioned in the 
above paragraphs, the accountant should review the operating results of the 
target in great detail. It is important to make an evaluation of the profit reported 
by the target. The reason being the price of the target would be largely based 
upon its operating results. The accountant should consider the presence of an 
extraordinary item of income or expense that might have affected the operating 
results of the target. It is advisable to compare the actual figures with the 
budgeted figures for the period under review and those of the previous 
accounting period.  

(4) Taxation - Tax due diligence is a separate due diligence exercise but since it 
is an integral component of the financial status of a company, it is generally 
included in the financial due diligence. It is important to check if the company 
is regular in paying various taxes to the Government. Generally taxes are 
levied both by the Central Government as well as by the State Government. 
Further taxes may be direct or indirect. Most of the tax laws require the 
enterprise to register itself with the government and it is important to check if 
all necessary registrations have been made. The accountant has to also look 
at the tax effects of the merger or acquisition. 

(5) Cash Flow - A review of historical cash flows and their pattern would reflect 
the cash generating abilities of the target company and should highlight the 
major trends. 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 if a) Is the company 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 d) Are there any funds lying idle or is the 
company able to reap maximum benefits out of the available funds? 

(6) Financial Projections - The accountant should obtain from the target 
company the projections for the next five years with detailed assumptions and 
workings. He should ask the to give projections on optimistic, pessimistic and 
most likely bases. 
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 Ordinarily, it would be desirable that the accountant evaluates 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 target is unrealistic, the accountant should consider its impact on 
the overall valuation of the company. He should offer his comments on all the 
assumption, highlighting those which, in his opinion are not inappropriate. In 
case he feels the projections provided by the target are not achievable or 
aggressive he has to mention this in his report. He should thoroughly check 
the arithmetic of the calculations made for financial projections. 

(7) Management and Employees - In the Indian context, the status of work force, 
staff and employees and their demands is a complex problem. In most of the 
companies which are available for take over the problem of excess work force 
is often witnessed. 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. Due to complex set of labour laws applicable to them, 
companies often have to face protracted litigation from its workforce and it is 
important to gauge the likely impact of such litigation. 

 It is important to see if all employee benefits like Provident Fund (P.F.), 
Employees State Insurance (E.S.I), Gratuity, leave and Superannuation have 
been properly paid/ provided for/funded. In case of un-funded Gratuity, an 
actuarial valuation of the liability has to be obtained from a reputed actuary. 
The assumptions regarding increase in salaries, interest rate, retirement etc. 
have to be gone into to see if they are reasonable. It is also necessary to see if 
the basic salary /wage considered for the valuation is correct and includes all 
elements subject to payment of Gratuity. In the case of PF, ESI etc. the 
accountant has to see if all eligible employees have been covered. 

 It is very important to consider the pay packages of the key employees as this 
can be a crucial factor in future costs. One has to carefully look at Employees 
Stock Option Plans; deferred compensation plans; Economic Value Addition 
and other performance linked pay; sales incentives that have been promised 
etc. It is also important to identify the key employees who will not continue 
after the acquisition either because they are not willing to continue or because 
they are to be transferred to another company within the 'group' of the target 
company. 

(8) Statutory Compliance - During a due diligence this is one aspect that has to 
be investigated in detail. It is important therefore, 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. These may 
have to be quantified and factored into the financial results of the company. 
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 In addition to the above steps, the following further points have to be seen: 
(i) Reason for sale of business and the effect on turnover and profits due to 

the exist of the present proprietor. 
(ii) The length of the lease under which business has been operating. 
(iii) The unexpired period of patents if any held by the vendors. 
(iv) The age of managerial staff and prospects of their continuing in service in 

the new environment; the effect of trained managerial staff learning the 
organisation in production/sales/administrative and the financial liability to 
pay terminal benefits/ compensation, etc. 

(v) If bulk sales are to a few limited customers, the profitability should be 
discounted greatly, because any substantial withdrawal of customers 
might cause business crashes. 

(vi) A company with a sound financial structure can better withstand the 
stresses and strains of business. A low debt-equity ratio would indicate 
an ability to grow through debt financing without raising equity. 

(vii) The cash generated from operations; the need for redeployment of 
resources and funds needed for repayment of loans become major 
factors in determining growth potential. 

(viii) The valuation of goodwill if any should be on reasonable basis having 
regards to all factors mentioned above. 

4. (a) Appointment of the Auditor: Section 226 of the Companies Act 1956 deals with the 
qualification of Company auditors. According to that section there is no bar or prohibition 
on a relative of a director or partner of such relative to be appointed as auditor. Section 
226 of the companies act specifically prohibits a member from auditing the accounts of a 
company in which he is a director or in the employment of an officer or an employee of 
the Company.  

 The provisions of the aforesaid section are not specifically applicable to the member 
who is relative of a director. According to the code of ethics there is no direct 
restriction on a member to accept the audit of a company where his relative is 
director. According to Clause 4 of Part 1 of Second Schedule of Chartered 
Accountants Act,1949 there is professional misconduct if the member expresses his 
opinion on financial statements of any business or enterprise in which he, his firm or 
a partner in his firm has a substantial interest. Here also there is no mention of 
relative. But this clause has been inserted for the purpose of ensuring the 
independence of the auditor so that his opinion on the financial statements is an 
independent opinion free of any interest.  

 In August 2008 the council has issued a guideline in this respect. As per that 
guideline a member of the institute shall desist from expressing his opinion on 
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financial statements of any business or enterprise in which one or more persons, 
who are relatives within the meaning of section 6 of the Companies Act, 1956, have 
either by way of themselves or in conjunction with such members, a substantial 
interest in the said business or enterprise. Therefore if the director has substantial 
interest in the company then his relative should not accept the appointment of 
auditor of that company.  

 Before the amendment of the Chartered Accountants Act in the year 2006 there was 
no such restriction and the relative was able to express his opinion on the financial 
statements of the business entity provided he disclosed his interest in his report. 
The wording "provided he disclosed his interest" have been removed in the 
Chartered Accountants (Amendment) Act 2006 and the council has come out with 
the guidelines and the member has to desist from undertaking the audit of financial 
statement of the enterprise where his relative has substantial Interest. Substantial 
interest has also been defined by the council as sharing of more than 20% profits of 
the enterprise or holding shares having more than 20% of the voting power at any 
time during the relevant year. 

 In the instant case Mr. Ram, a relative of a Director, should not accept the 
appointment of auditor of that company. 

(b)  Responsibility of Auditor in relation to the Companies Act 1956.: As per 
Paragraph 4(v) (b) of CARO, 2003 the auditor has to comment “whether 
transactions made in pursuance of such contracts or arrangements have been made 
at prices which are reasonable having regard to the prevailing market prices at the 
relevant time. Further, this information is required only in case of transactions 
exceeding the value of five lakh rupees in respect of any party and in any one 
financial year.” 

 The contracts or arrangements covered above are those for which the register(s) 
are maintained under section 301 of the Companies Act, 1956 .The scope of the 
auditor’s inquiry under this clause is restricted to such transactions referred to in 
sections 297 and 299 of the Act. 

 The auditor should, while reporting on this clause of the Order, in the first instance, 
determine whether the aggregate value of all the transactions entered into with any 
of the companies/firms/parties covered in the register maintained under section 301 
of the Act exceed the value of rupees five lakhs. If so, the auditor has to examine 
whether each of the transactions entered into with such a company/firm/party have 
been made at prices which are reasonable having regard to the prevailing market 
prices at the relevant time. Further, the auditor while reporting under this clause 
above should clearly bring out the reasons as to why no adverse comment was 
considered necessary. 

 The contracts refereed to in section 297 are for sale, purchase or supply of any 
goods, materials or services and contract of underwriting the subscription of any 
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shares or debentures of the company between a Company and its director or, its 
relative, a firm in which the director or relative is a partner, any other partner in such 
a firm or a private company of which the director is a member or director.. The 
auditor will have to obtain the list of such parties which are covered by section 297 
mentioned above. 

 Hence, the auditor should ensure that all the above provisions have been compiled 
with. 

5. (a) Internal Audit System end CARO 2003: The Companies Act, 1956 does not require a 
company to necessarily have an internal audit system. As per Para 4(vii) of CARO, 
2003, statutory auditor is required to comment on whether the auditee company has an 
internal audit system commensurate with its size and nature of its business. 

 The clause has a mandatory application in respect of listed companies irrespective 
of the size of paid-up capital and reserves or turnover. For other companies, it is 
applicable if either of the following conditions is satisfied: 
(a) The company has a paid-up capital and reserves exceeding ` 50 lakhs at the 

commencement of the financial year, or 
(b) The company has an average annual turnover of ` 5 crores or more for a 

period of 3 consecutive financial years immediately preceding the financial 
year concerned. 

 The auditor has to examine whether the internal audit system is commensurate with 
the size of the company and the nature of its business. The following are some of 
the factors to be considered in this regard: 
(i) What is the size of the internal audit department? In considering the adequacy 

of internal audit staff, it is necessary to consider the nature of the business, the 
number of operating points, the extent to which control is decentralised, the 
effectiveness of other forms of internal control, etc. 

(ii) What are the qualifications of the persons who undertake the internal audit 
work? Internal auditing, as its name implies, is an aspect of audit and, 
therefore, it is reasonable to expect that the internal audit department should 
normally be headed by a chartered accountant and that, depending upon the 
size of the department, it employs other qualified persons. In deciding the 
adequacy of the internal audit department, it is, therefore, necessary that there 
is adequate number of qualified personnel. 

(iii) To whom does the internal auditor report? In general, the higher the level to 
which the internal auditor reports, the greater will be his independence. 

(iv) What are the areas covered by the internal audit? Internal audit can cover a 
large number of areas including operational auditing, organisation and 
methods studies, special investigations and the like. For the purposes of the 
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Order, however, the important areas which should be covered by internal audit 
are the examination of the operating systems to ensure that the systems are 
adequate and functioning in practice. The exact areas to be covered by the 
internal audit would depend upon the circumstances of each case but the 
statutory auditor should ask the internal auditor to provide the programme of 
his work and should determine whether, in his opinion, the coverage is 
adequate. If he feels it is not, he may suggest to the internal auditor to extend 
the programme in the required direction. 

(v) Has the internal auditor adequate technical assistance? In a number of 
companies, where the operations are highly technical in nature, an internal 
auditor cannot function effectively unless he has adequate technical 
assistance. This can be provided either by having full-time technically qualified 
persons in the internal audit department or by such persons being deputed to 
the internal audit department for specific assignments. Similar considerations 
would apply where a large part of the transactions are computerised. In such 
cases, the internal auditor should have the assistance of persons who are able 
to audit computer systems. 

(vi) What are the reports which are submitted by the internal auditor or what other 
evidence is there of his work? It is important that the auditor should satisfy 
himself that not merely does an internal audit system exist but also that it is 
functioning effectively. He can do so by examining the reports submitted by the 
internal auditor. 

(vii) What is the follow-up? It is not sufficient that the internal audit system should 
point out errors in operation or deficiencies in the internal control system. It is 
equally necessary that there is an adequate follow-up system to ensure that 
the errors pointed out are corrected and remedial action taken on the 
deficiencies reported upon. 

(b) Auditor’s responsibilities in cases where audit report for an earlier year is qualified 
is given in SA 710 “Comparative Information – Corresponding Figures and 
Comparative Financial Statements”. As per SA 710, When the auditor’s report on 
the prior period, as previously issued, included a qualified opinion, a disclaimer of 
opinion, or an adverse opinion and the matter which gave rise to the modified 
opinion is resolved and properly accounted for or disclosed in the financial 
statements in accordance with the applicable financial reporting framework, the 
auditor’s opinion on the current period need not refer to the previous modification.  

 SA 710 further states that if the auditor’s report on the prior period, as previously 
issued, included a qualified opinion and the matter which gave rise to the 
modification is unresolved, the auditor shall modify the auditor’s opinion on the 
current period’s financial statements. In the Basis for Modification paragraph in the 
auditor’s report, the auditor shall either: 
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(i) Refer to both the current period’s figures and the corresponding figures in the 
description of the matter giving rise to the modification when the effects or 
possible effects of the matter on the current period’s figures are material; or 

(ii) In other cases, explain that the audit opinion has been modified because of the 
effects or possible effects of the unresolved matter on the comparability of the 
current period’s figures and the corresponding figures.   

 In the instant Case, if P Ltd. does not make provision for doubtful debts the auditor 
will have to modify his report for both current and previous year’s figures as 
mentioned above. If however, the provision is made, the auditor need not refer to 
the earlier year’s modification. 

6. (a) It is not a prudent practice to treat dividend on shares of corporate bodies and units of 
mutual funds as income unless these are actually received. Accordingly, income from 
dividend on shares of corporate bodies and units of mutual funds should be booked on 
cash basis. In respect of income from government securities and bonds and debentures 
of corporate bodies, where interest rates on these instruments are pre-determined, 
income could be booked on accrual basis, provided interest is serviced regularly and as 
such is not in arrears. It was further, however, clarified that banks may book income on 
accrual basis on securities of corporate bodies/public sector undertakings in respect of 
which the payment of interest and repayment of principal have been guaranteed by the 
central government or a State government. Banks may book income from dividend on 
shares of corporate bodies on accrual basis, provided dividend on the shares has been 
declared by the corporate body in its annual general meeting and the owner's right to 
receive payment is established. This is also in accordance with AS 9 as well. In the 
instant case, the recognition of income by the bank on accrual basis is not in order 

(b) The bank is a consortium member of cash credit facilities of ` 50 crores to X Ltd. 
Bank's own share is ` 10 crores only. During the last two quarters against a debit of 
` l.75 crores towards interest, the credits in X Ltd's account are to the tune of  
` 1.25 crores only. Sometimes, several banks form a group (the 'consortium') under 
the leadership of a 'lead bank' to make advance to a large customer on same 
conditions and security with proportionate rights. In such cases, each bank may 
classify the advance given by it according to its own experience of recovery and 
other factors. Since in the last two quarters, the amount remains outstanding and, 
thus, interest amount should be reversed. This is despite the certificate of lead bank 
to classify that the account as performing. Accordingly, the amount should be shown 
as non-performing asset. 

(c) Organizing a Management Audit for K Ltd.: The key requirement for a successful 
Management audit program would be the approval and support of the top 
management to initiate. Accordingly the following shall be the matters that should 
be considered while organizing the Management Audit of K. Ltd. 
(i) Devising the statement of policy - The management’s support must be 
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reflected clearly and categorically in the company’s highest policy statement. 
The policy statement should be quite specific. It should spell out clearly the 
scope and status of the management/operational auditing within the enterprise, 
its authority to carry out audits, issue reports, make recommendations, and 
evaluate corrective action. The statement of policy should lay down in clear 
terms the scope of activities to be performed by the management auditor. The 
scope of activities is the most basic requirement for building up a successful 
management audit programme both for small as well as a large organisation. 
Thus, a comprehensive statement of policy provides definite understanding to 
management concerning the nature of audit to be performed and the scope 
and details of audit work to be carried out. This then will become the charter 
under which the management auditor should operate. In this charter, will be 
set forth, for the rest of the company to see, how executive management 
regards the purpose, mission and authority of the function of management 
auditor within the company. The statement must afford the auditor all the 
authority he needs yet does not assign responsibility which he cannot 
conceivably carry out. The statement must categorically say that the 
management auditor is capable of reviewing administrative and management 
controls over any activity within the company. However, he should not be 
expected to extend his activities to the evaluation of performance of 
professional and technical activities calling for specialised knowledge and 
skills and suggest remedies unaided by people competent to undertake such 
evaluation. 

(ii) Location of audit function within the organisation - Some organisations 
depending upon their size and nature of have established a separate 
department of audit specialists where the head of the department reports 
directly to the top executive. In certain cases, the audit group may be a part of 
the activities of management services department, administrative control 
department or some other unit of organisation. The more important question, 
however, is that the function should be as entirely independent as possible of 
pressure from various groups in the enterprise. The greater the independence, 
greater is the freedom to work effectively. Therefore, it is better to place the 
auditing function quite high in the organisation. The minimum requirement for 
the auditing organisation is to report to an officer whose status is such that he 
can command prompt and proper consideration of the auditor’s opinion and 
recommendations. Preferably that officer should be a member of the Board. 
One of the controversies that is usually raised is whether the management 
auditor should report to the finance director, to whom he may be 
administratively responsible or to the managing director where he has no 
administrative responsibility. A third opinion would like the auditor to report to 
an audit committee, comprising of senior executives of the company who are 
preferably Board members. A different school of thought would like auditors to 
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report to both the finance director and the audit committee. Though the 
controversy rages and no definite solution can be arrived at, it is felt that the 
controversy regarding which of these persons the management auditor should 
report to is not much substance where independence exists. Independence of 
the management auditor is not necessarily related to the person/persons he 
reports. His independence is entirely dependent on the management’s attitude 
towards audit, the credibility the management auditor has with the 
management and the management’s positive will to listen to criticism for self 
betterment.  

(iii) Allocation of personnel - Whatever be the size of the enterprise, it is 
important that all persons selected and assigned to audit possess a good 
understanding of auditing theory, a thorough knowledge of the fundamentals of 
both organisation and management, the principles and effective methods of 
control, and the requirements for conducting scientific appraisal. “General 
Guidelines on Internal Auditing” issued by the Institute also emphasise these 
qualifications for an auditor whose area extends beyond the review of financial 
controls. As the management auditor is expected to evaluate operational 
performance and non-monetary operational controls, he should possess basic 
knowledge of the technology and commercial practices of the enterprise, an 
enquiring, analytical, pragmatic and imaginative approach and a thorough 
understanding of the control system. The management auditor should also 
have a basic knowledge of commerce, law, taxation, cost accounting, 
economics, quantitative methods and EDP systems. Knowledge in these areas 
would be adequate for him to identify problems and to determine steps to be 
taken when a problem is identified. It does not mean that management audit 
should be assigned to engineers, computer experts and others. Rather 
persons having sound accounting background alongwith general knowledge of 
other relevant disciplines are best suited to perform this job. Because the 
profession of accountancy basically teaches a systematic and analytical 
approach to a problem, it is this methodical approach which is the guiding note 
to an audit function of review of controls. In personal characteristics individuals 
assigned to the job should have an inclination towards analysis, a high degree 
of imagination and an ability to write and express themselves clearly and 
logically. 

(iv) Staff training programme - A continuous training programme is necessary to 
achieve quality in performing audit assignments because the management 
auditor must keep a breast of new ways to improve auditing standards. An 
effective training programme enables staff to assume additional responsibilities 
and advancements in the organisation. Thus the programme acts as an 
incentive for drawing capable people into the department and keeping them. 

(v) Time and other aspects - The time required to carry out a management audit 
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will vary, depending upon the extent and nature of assignment. For example, 
the time required to perform an audit of the entire activities of an organisation’s 
purchasing department might take a few weeks, while an audit of the entire 
business could take several months. Much depends upon the size of the 
activity. An appraisal of a plant’s standard cost system might also 
simultaneously include an appraisal of the departmental budgetary control 
system. In a study of the results of sales contacts and selling efforts in the 
field, one might find it feasible to study the expense reports and other costs 
incurred in making contacts. In the evaluation of the method of scheduling 
production in a plant, one might well take a good look at the sales 
department’s method of compiling and preparing the sales forecast. The time 
and cost will vary for each assignment, depending upon the nature of the 
assignment, the number of auditors assigned to perform the work, and whether 
or not more specialists in a particular field are required. An audit of a 
production planning and control department, for example because of its size 
and other factors, could require an audit staff of several persons and, in 
addition, a specialist in production planning and one in production control. If an 
assignment is one which requires technical assistance of a nature unavailable 
within the audit group, it might be advisable to seek a qualified outside 
consultant to perform the work. 

(vi) Frequency - Having specified various approaches to management audit, 
including its scope and its staffing requirements the last item that should be 
considered before undertaking such an audit is its frequency. Prime 
consideration should be given to the nature of the organisation. Is the 
company in a fast-changing industry where there is great accent on the latest 
technology in the company’s products and/or services? When the organisation 
is subject to rapid change or the total resources utilised are expensive, the 
frequency of management auditing should be greater than when it does not 
undergo rapid changes or the resources employed are not high in value. In 
essence, management audits should be made often enough to provide 
protection against growing problems. On the other hand, they should not be so 
frequent as to lead to repetitious results of questionable value. 
To get an idea of the optimum frequency of such an audit, it might be 
worthwhile to look at financial audits. Customarily, financial audits are 
conducted annually. They are highly programmed, since an internal control 
questionnaire is utilised to attest to accounting methods and procedures. By 
contrast, a management audit should be considered from a longer time frame. 
For an organisation, that is subject to rapid changes or consumes a great 
amount of high-cost resources, a two-years basis might be adequate to protect 
it from managerial and operational problems becoming entrenched or too 
large. For those organisations in a relatively stable industry, the frequency of 
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audit can be every three years. In no case should the interval be allowed to 
exceed three years. 

7. (a) Maintenance of Branch Offices by Chartered Accountants in Practice: Section 27 
of the Chartered Accountants Act, 1949 requires that if a chartered accountant in 
practice or a firm of chartered accountants has more than one office in India, i.e., a 
branch, each of such offices should be in the separate charge of a member of the 
Institute. Failure on the part of a member or a firm, to have a member in charge of its 
branch office and a separate member in case of the branches, if more than one, would 
constitute professional misconduct. However, exemption from the above has been given 
to members practising in the hilly areas subject to the certain conditions.  

 It is necessary to mention that the Chartered Accountant in charge of the branch of 
another firm should be associated with him or with the firm either as a partner or as 
a paid assistant. If he is a paid assistant, he must be in whole time employment with 
him. The above rule applies in case additional office is situated at a place beyond 
50 Kms. from the municipal limits in which the office is situated.  

 The exemption may be granted under proviso to section 27(1) of the Chartered 
Accountants Act, 1949 to a member or a firm of Chartered Accountants in practice 
to have a second office without such second office being under the separate charge 
of a member of the Institute, provided (a) the second office is located in the same 
premises, in which the first office is located or (b) the second office is located in the 
same city, in which the first office is located or (c) the second office is located within 
a distance of 50 km. from the municipal limits of a city, in which the first office is 
located. A member having two offices of the type referred to above shall have to 
declare, which of the two offices is his main office which would constitute his 
professional address. 

(b) Preliminary Report Under Peer Review: In the process of peer review, 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. 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. 

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

(c) Etymologically, auditing and investigation are largely overlapping concepts because 
auditing is nothing but an investigation used in a broad sense. Both auditing and 
investigation are fact finding techniques but their basic nature and objectives differ 
as regards scope, frequency, basis, thrust, depth and conclusiveness. Audit and 
investigation differ in objectives and in their nature. Auditing is general while 
investigation is specific. The object of auditing is to ensure that the financial 
statements are free and fair not misleading or unreliable. The merit of auditing lies 
in its ability to pronounce in general terms whether the accounts are basically 
reliable or not and in accordance with the legal requirements and regulations 
applicable to the particular audit. Audit is not based on suspicion unless 
circumstances exist to arouse suspicion of the auditor. 

 Investigation implies systematic, critical and special examination of the records of a 
business for a specific purpose. The examination conducted under investigation is 
intensive as well as exhaustive so far as the activities or areas of accounting is 
concerned. Investigation requires a concentrated focus on the subject matter of 
inquiry and related matters. Often, investigations may be spread over a period 
longer than one year and its scope may extend to inquiry beyond the books of 
accounts if the circumstances so require. 
Basis of Difference Investigation Audit 
(i) 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. 

(ii) 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 the 
provisions of relevant law. 

(iii) 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. 
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(iv) 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. 

(v) Inherent Limitations No inherent limitation owing to 
its nature of engagement. 

Audit suffers from inherent 
limitation. 

(vi) Evidences It seeks conclusive evidences. Audit is mainly concerned 
with prima- facie evidence. 

(vii) Observance of 
Accounting Principles 

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. 

(viii) 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. 

(d) Principal Enactments Governing Bank Audit: There is an elaborate legal 
framework governing the functioning of banks in India. The principal enactments 
which govern the functioning of various types of banks are:  

♦ Banking Regulation Act, 1949 
♦ State Bank of India Act, 1955 
♦ Companies Act, 1956 
♦ State Bank of India (Subsidiary Banks) Act, 1959 
♦ Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970 
♦ Regional Rural Banks Act, 1976 
♦ Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980 
♦ Information Technology Act, 2000 
♦ Prevention of Money Laundering Act, 2002 
♦ Securitisation and Reconstruction of Financial Assets and Enforcement of Security 

Interest Act, 2002 
♦ Credit Information Companies Regulation Act, 2005 
♦ Payment and Settlement Systems Act, 2007 
Besides, the above enactments, the provisions of the Reserve Bank of India Act, 1934, 
also affect the functioning of banks. The Act gives wide powers to the RBI to give 
directions to banks which also have considerable effect on the functioning of banks 
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(e) Haphazard Sampling: In haphazard selection, 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. 

 Haphazard selection of sample, may be an acceptable alternative to random 
selection of sample, provided the auditor attempts to draw a representative sample 
from the entire population with no intention to either include or exclude specific 
units. 

 When the auditor uses this method, care needs to be taken to guard against making 
a selection that is biased, for example, towards items which are easily located, as 
they may not be representative. 
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