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ANSWERS OF MODEL TEST PAPER 2
FINAL COURSE: GROUP -1
PAPER - 3: ADVANCED AUDITING, ASSURANCE AND
PROFESSIONAL ETHICS
PART I: MULTIPLE CHOICE QUESTION

PART Il - DESCRIPTIVE QUESTION

As per SA 250, “Consideration of Laws and Regulations in an Audit
of Financial Statements”, the auditor is required to obtain an
understanding and need to evaluate the impact of other laws and
regulations that do not have a direct effect on the determination of
the amounts and disclosures in the financial statements, but
compliance with which may be fundamental to the operating aspects
of the business, to an entity’s ability to continue its business, or to
avoid material penalties (for example, compliance with the terms of
an operating license, compliance with regulatory solvency
requirements, or compliance with environmental regulations); non-
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compliance with such laws and regulations may therefore have a
material effect on the financial statements.

The auditor shall perform the following audit procedures to help
identify instances of non-compliance with other laws and
regulations that may have a material effect on the financial
statements:

(@) Inquiring of management and, where appropriate, those
charged with governance, as to whether the entity is in
compliance with such laws and regulations; and

(b) Inspecting correspondence, if any, with the relevant licensing
or regulatory authorities

As per section 143(3)(j) read with Rule 11(a), the auditor is required
to report whether the company has disclosed the impact, if any, of
pending litigations on its financial position in its financial statement.

As per SA 570, “Going Concern”, if the auditor concludes that
management’s use of the going concern basis of accounting is
appropriate in the circumstances but a material uncertainty exists,
the auditor shall determine whether the financial statements:

(i)  Adequately disclose the principal events or conditions that
may cast significant doubt on the entity’s ability to continue as
a going concern and management’s plans to deal with these
events or conditions; and

(ii) Disclose clearly that there is material uncertainty related to
events or conditions that may cast significant doubt on the
entity’s ability to continue as a going concern and, therefore,
that it may be unable to realize its assets and discharge its
liabilities in the normal course of business.

If adequate disclosure about the material uncertainty is not made in
the financial statements, the auditor shall (a) Express a Qualified
opinion or Adverse opinion, as appropriate, in accordance with SA
705; and (b) In the Basis for Qualified (Adverse) Opinion section of
the auditor’s report, state that a material uncertainty exists that may
cast significant doubt on the entity’s ability to continue as a going
concern and that the financial statements do not adequately
disclose this matter.
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(b)

In the current scenario, Nandini Ltd. has received a show cause
notice from the National Green Tribunal of an amount which is more
than the net profit and the turnover of the company for the year. In
the event of an unfavourable order for Nandini Ltd., there will be an
impact on Nandini Ltd.’s ability to continue as a going concern.

As a result, appropriate disclosure should be provided by
management for such events, which cast significant doubt on the
entity’s ability to continue as a going concern. As no appropriate
disclosure has been provided by Nandini Ltd. for such show cause
notice, Vasu & Co. should report this matter in their audit report
under “Going Concern Para” as per SA 570 and under clause (j) of
section 143(3) of the Companies Act, 2013. Also, the auditor is
required to issue an Adverse opinion as per SA 705, “Modifications
to the Opinion in the Independent Auditor’'s Report”.

As per SA 220, “Quality Control for an Audit of Financial Statement”,
the engagement partner shall take responsibility for reviews being
performed in accordance with the firm’s review policies and
procedures. For audits of financial statements of listed entities, the
engagement partner shall:

. Determine that an engagement quality control reviewer has
been appointed;

. Discuss significant matters arising during the audit
engagement, including those identified during the
engagement quality control review, with the engagement
quality control reviewer; and

. Not date the auditor’s report until the completion of the
engagement quality control review.

Further, SA 700,” Forming an Opinion and Reporting on Financial
Statements”, requires the auditor’s report to be dated not earlier
than the date on which the auditor has obtained sufficient
appropriate evidence on which to base the auditor’s opinion on the
financial statements. In cases of an audit of financial statements of
listed entities where the engagement meets the criteria for an
engagement quality control review, such a review assists the auditor
in determining whether sufficient appropriate evidence has been
obtained.
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(c)

Conducting the engagement quality control review in a timely
manner at appropriate stages during the engagement allows
significant matters to be promptly resolved to the engagement
quality control reviewer’s satisfaction on or before the date of the
auditor’s report.

In this case, the audit of BB Ltd. for the year ending on 31st March
2024 was conducted by Pine & Associates and was completed on
1st May, 2024. Subsequently, the engagement partner reviewed the
audit by 12th May, 2024. The audit report issued by Pine and
Associates was dated 15th May, 2024. However, the engagement
quality control review was finalized on 18th May, 2024, which is later
than the date of the audit report. In view of above, the date of
auditors’ report before the completion of the engagement quality
control review, is not correct.

As per SA 240, “The Auditor’'s Responsibilities Relating to Fraud in
an Audit of Financial Statements” and SA 315, “ldentifying and
Assessing the Risks of Material Misstatement Through
Understanding the Entity and Its Environment”, the auditor shall
identify and assess the risks of material misstatement due to fraud
at the financial statement level, and at the assertion level for classes
of transactions, account balances and disclosures. When identifying
and assessing the risks of material misstatement due to fraud, the
auditor shall, based on a presumption that there are risks of fraud
in revenue recognition, evaluate which types of revenue, revenue
transactions or assertions give rise to such risks.

In accordance with SA 240, “The Auditor’s Responsibilities Relating
to Fraud in an Audit of Financial Statements” and SA 330, “The
Auditor’'s Responses to Assessed Risks” the auditor shall determine
overall responses to address the assessed risks of material
misstatement due to fraud at the financial statement level and
assertion level.

The presumption that there are risks of fraud in revenue recognition
may be rebutted. For example, the auditor may conclude that there
is no risk of material misstatement due to fraud relating to revenue
recognition in the case where there is a single type of simple
revenue transaction, for example, leasehold revenue from a single
unit rental property. However, when there is a complex revenue
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(a)

structure or when there is lack of controls on revenue recognition,
then there is a high probability of fraud risk in revenue recognition.

Obtaining an understanding of the entity and its environment,
including the entity’s internal control (referred to hereafter as an
“‘understanding of the entity”), is a continuous, dynamic process of
gathering, updating and analysing information throughout the audit.

In the current scenario, the company was earning revenue from
multiple streams. Also, it was identified that the controls are not
properly designed to mitigate the risk of fraud and risk of improper
revenue recognition. During the year it was identified that the
management did not account for revenue from corporate hotel
bookings amounting to ¥ 43 crore. These amounts were partially
received in the company’s bank accounts and partially received in
the CFQO’s personal account. The amounts received in the bank
account of the company were disclosed as advances received
against future bookings.

Therefore, the auditor while performing the risk assessment
procedures should consider the complexity and nature of the
revenue for determining the fraud risks in revenue recognition. Also,
there were no adequate controls addressing the risk of improper
revenue recognition or fraud risk, the audit team rebutted the fraud
risk. Moreover, the audit team should have recognised fraud risk by
identifying the deficiencies of internal control over the revenue
recognition process and should have treated the risk of improper
revenue recognition as a significant risk. Also, as per Section
143(12), the auditor is required to report all the frauds identified
during the course of the audit involving amounts above % 1 crore
within the prescribed time frame to the Central Government

Use of Benchmarks in Determining Materiality for the Financial
Statements as a Whole: As per SA 320, “Materiality in Planning
and Performing an Audit” determining materiality involves the
exercise of professional judgment. A percentage is often applied to
a chosen benchmark as a starting point in determining materiality
for the financial statements as a whole.

Factors that may affect the identification of an appropriate
benchmark include the following:
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o The elements of the financial statements (for example, assets,
liabilities, equity, revenue, expenses);

. Whether there are items on which the attention of the users of
the particular entity’s financial statements tends to be focused
(for example, for the purpose of evaluating financial
performance users may tend to focus on profit, revenue or net
assets);

. The nature of the entity, where the entity is at in its life cycle,
and the industry and economic environment in which the entity
operates;

. The entity’s ownership structure and the way it is financed (for
example, if an entity is financed solely by debt rather than
equity, users may put more emphasis on assets, and claims
on them, than on the entity’s earnings); and

. The relative volatility of the benchmark.

Determining a percentage to be applied to a chosen benchmark
involves the exercise of professional judgment. There is a
relationship between the percentage and the chosen benchmark,
such that a percentage applied to profit before tax from continuing
operations will normally be higher than a percentage applied to total
revenue.

In case if PCM Ltd. is engaged in manufacture and sale of air
conditioner, and is having regular profits: CA. Suneel, the auditor
may consider profit before tax /Earnings.

In case if PCM Ltd. is engaged in the construction of large
infrastructure projects and incurred losses in the previous two
financial years, due to pandemic: CA. Suneel, the auditor may
consider Revenue or Gross Profit as benchmarking. Alternatively,
CA. Suneel, the auditor may consider the criteria relevant for audit
of the entities doing public utility programs/ projects, Total cost or
net cost (expenses less revenues or expenditure less receipts) may
be appropriate benchmarks for that particular program/project
activity. Where an entity has custody of the assets, assets may be
an appropriate benchmark.
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(b)

Some examples of technology risks where Mr. Ravi should test
the appropriate controls for relying on the digital systems

Reliance on systems or programs that are inaccurately
processing data, processing inaccurate data, or both

Unauthorized access to data that might result in destruction of
data or improper changes to data, including the recording of
unauthorized or non-existent transactions or inaccurate
recording of transactions (specific risks might arise when
multiple users access a common database)

The possibility of information technology personnel gaining
access privileges beyond those necessary to perform their
assigned duties, thereby leading to insufficient segregation of
duties

Unauthorized or erroneous changes to data in master files
Unauthorized changes to systems or programs

Failure to make necessary or appropriate changes to systems
or programs

Inappropriate manual intervention
Potential loss of data or inability to access data as required
Risks introduced when using third-party service providers

Cybersecurity risks

Mr. Ravi should focus on the following control considerations
to mitigate risks effectively:

1.

Auditors should gain a holistic understanding of changes in
the industry and the information technology environment to
effectively evaluate management’s process for initiating,
processing, and recording transactions and then design
appropriate auditing procedures.

Auditors, as appropriate, should consider risks resulting from
the implementation of new technologies and how those risks
may differ from those that arise from more traditional, legacy
systems.
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Auditors should consider whether digital upskilling or
specialists are necessary to determine the impact of new
technologies and to assist in the risk assessment and
understanding of the design, implementation, and operating
effectiveness of controls. E.g., cybersecurity control experts,
IT specialists in the team etc.

(¢) Given situation can be visualize in following parts:

(i)

Mr. S used to involve himself in equity research and used to
advise his friends, relatives and other known people: As per
the recent decisions taken by the Ethical Standards Board of
ICAI, a Chartered Accountant in practice may be an equity
research adviser, but he cannot publish a retail report, as it
would amount to other business or occupation.

In the given case, though Mr. S is involved in doing equity
research and in advising people, it is clear that he does not
publish any retail report of his research. Hence, this act of Mr.
S shall not make him guilty of professional misconduct.

Mr. S is involved in paper-setting for the Accountancy subject
in the school where he studied. He also owns agricultural land
and does agriculture activities: As per Clause 11 of Part | of
First Schedule of the Chartered Accountants Act, 1949 and
regulation 190A of Chartered Accountants Regulations, a
Chartered Accountant in practice 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.

Further, Regulation 190A mentions the 'Permissions granted
Generally' to engage in a certain category of occupations, for
which no specific permission of Council is required. Those
cases include:

e Valuation of papers, acting as paper-setter, head examiner
or a moderator, for any examination.

e Owning agricultural land and carrying out agricultural
activities.
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(a)

(iii)

Therefore, in the given case, the activities of Mr. S as a paper-
setter and involvement in agricultural activities do not make
him guilty of professional misconduct.

Mr. S was discharged insolvent: Disabilities for the Purpose of
Membership : Section 8 of the Chartered Accountants Act,
1949 enumerates the circumstances under which a person is
debarred from having his name entered in or borne on the
Register of Members, If he, being a discharged insolvent, has
not obtained from the court a certificate stating that his
insolvency was caused by misfortune without any misconduct
on his part. Here it may be noted that a person who has been
removed from membership for a specified period shall not be
entitled to have his name entered in the Register until the
expiry of such period.

In addition, failure on the part of a person to disclose the fact
that he suffers from any one of the aforementioned disabilities
would constitute professional misconduct. The name of the
person, who is found to have been subject at any time to any
of the disabilities discussed in section 8, can be removed from
the Register of Members by the Council.

In the given case, it is clearly stated that Mr. S was discharged
insolvent, and he has also obtained from the court a certificate
stating that his insolvency was caused by misfortune without
any misconduct on his part. Hence, Mr. S has not violated the
provisions of section 8, and he is not debarred from having his
name entered in the Register of Members.

Observation 1 - The management had disclosed in the financials

that, during the year, one of the warehouses of the Company was

affected due to a major flood. As a result of the same, the Company
had incurred some losses. But the management was of the view that
it was not material. As per SA 706, “Emphasis of Matter Paragraph
& Other Matter Paragraph in the Independent Auditor’s Report”, an
Emphasis of Matter Paragraph refers to matter appropriately
disclosed in the financials, that in the auditor’s judgement is of such
importance that it is fundamental to users’ understanding of the
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(b)

financials. Hence, in this case, the auditor shall report about the
consequences of the flood which affected the company’s
warehouse under Emphasis of Matter Paragraph.

Observation 2 - Due to flood, few records maintained by the
Company with respect to a particular transaction were destroyed
and no duplicate records were maintained by the Company.
However, those details were not pervasive, but material. As per SA
705, “Modifications to the Opinion in the Independent Auditor’s
Report®’, where the auditor is unable to obtain sufficient and
appropriate audit evidence and where such matter is material but
not pervasive, the auditor shall issue a Qualified opinion.

Thus, in the given situation, on account of flood few records
pertaining to particular transactions were completely destroyed and
in the absence of duplicate records, the auditor was unable to obtain
sufficient and appropriate audit evidence and those details were
material but not pervasive. Therefore, in accordance with SA 705,
the auditor is required to issue Qualified opinion.

In case of Sale of NPA by Bank, the auditor should examine
that:

. The policy laid down by the Board of Directors in this regard
relating to procedures, valuation and delegation of powers
including non-performing financial assets that may be sold,
norms or such sale, valuation procedure and accounting

policy.
. Only such NPA has been sold which has remained NPA in the
books of the bank for at least 2 years.

. The assets have been sold “without recourse’ only i.e., the
entire credit risk associated with the non-performing asset
should be transferred to the purchasing bank.

) Subsequent to the sale of the NPA, the bank does not assume
any legal, operational or any other type of risk relating to the
sold NPAs.
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The NPA has been sold at cash basis only. Under no
circumstances, NPA can be sold to another bank at a
contingent price. The entire sale consideration has to be
received on upfront basis.

The bank has not purchased an NPA which it had originally
sold.

On the sale of the NPA, the same has been removed from the
books of the account of selling bank on transfer;

If the sale is at a price below the net book value (NBV) (i.e.,
book value less provisions held), the shortfall should be
debited to the profit and loss account of that year.

If the sale is for a value higher than the NBV, the excess
provision shall not be reversed but will be utilised to meet the
shortfall/ loss on account of sale of other non-performing
financial assets.

In the given situation, management of NRF Bank Ltd. is considering

to sell following NPAs, during the month of April, 2023:

Name NPA since F.Y. | Amount (X in lakh)
Fin Pvt. Ltd. 2019-20 36.55
Dairy Works 2021-22 55.24
Book Store 2018-19 29.85
Fancy Corp. 2017-18 61.42
RSM and Associates 2020-21 19.25

In view of above-mentioned conditions, the auditor is required to
ensure that only such NPA has been sold which has remained NPA
in the books of the bank for at least 2 years.

Considering the facts given in the question all the NPAs, except for
Dairy Works, are prior to April 2021 i.e., 2 years prior to April 2023.
In view of the above provisions, management of NRF Bank Ltd. can
sell all the NPAs except for NPA of 55.24 lakh rupees of Dairy Works
as it has remained NPA in the books of the banks less than 2-year

duration.
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(c)

(a)

Soliciting Clients: As per Clause (6) of Part | of First Schedule to
the Chartered Accountants Act, 1949, a Chartered Accountant in
practice is deemed to be guilty of professional misconduct if he
solicits clients or professional work either directly or indirectly by
circular, advertisement, personal communication or interview or by
any other means except applying or requesting for or inviting or
securing professional work from another Chartered Accountant in
practice and responding to tenders.

Further, section 140(4)(iii) of the Companies Act, 2013, provides a
right, to the retiring auditor, to make representation in writing to the
company. The retiring auditor has the right for his representation to
be circulated among the members of the company and to be read
out at the meeting. However, the content of letter should be set out
in a dignified manner how he has been acting independently and
conscientiously through the term of his office and may, in addition,
indicate, if he so chooses his willingness to continue as auditor, if
re- appointed by the shareholders.

The proposition of the auditor to highlight contributions made by him
in strengthening the control procedures in the representation should
not be included in such representations because the representation
letter should not be prepared in a manner to seek publicity.

Thus, highlighting contributions made by him in strengthening the
control procedures, while submitting representation u/s 140(4)(iii) of
the Companies Act, 2013 would amount to canvassing or soliciting
for his continuance as auditor.

Therefore, CA. Anuj will be held guilty of professional misconduct
under Clause (6) of Part | of First Schedule to the Chartered
Accountants Act, 1949.

As per SA 600, “Using the work of Another auditor”, the principal
auditor is normally entitled to rely upon the work of component
auditor unless there are special circumstances to make it essential
for him to visit the component and/or to examine the books of
account and other records of the said component. The principal
auditor might discuss with the other auditor the audit procedures
applied or review a written summary of the other auditor’s
procedures and findings which may be in the form of a completed
questionnaire or check-list. The principal auditor may also wish to
visit the other auditor. The nature, timing and extent of procedures
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(b)

will depend on the circumstances of the engagement and the
principal auditor's knowledge of the professional competence of the
other auditor.

The principal auditor should consider the significant findings of the
other auditor.

The principal auditor may consider it appropriate to discuss with the
other auditor and the management of the component, the audit
findings or other matters affecting the financial information of the
components. He may also decide that supplemental tests of the
records or the financial statements of the component are necessary.
Such tests may, depending upon the circumstances, be performed
by the principal auditor or the other auditor.

Accordingly, CA. Soni, can perform the above-mentioned audit
procedures. However, the audit of the component’s financial
statements by the principal auditor is not required.

So, the contention of CA. Soni that for the purpose of audit of
consolidated financial statements he is required to conduct an audit
of the components financial statements is not correct.

Further, SA 230 issued by ICAlI on Audit Documentation, and
“Standard on Quality Control (SQC) 1, provides that, unless
otherwise specified by law or regulation, audit documentation is the
property of the auditor. He may at his discretion, make portions of,
or extracts from, audit documentation available to clients, provided
such disclosure does not undermine the validity of the work
performed, or, in the case of assurance engagements, the
independence of the auditor or of his personnel.

Accordingly, it is the discretion of the component auditor as the
working papers with respect to the components examined by the
component auditor are the property of the component auditor.

So, the contention of CA. Soni is not correct.

Sustainability reporting is an organization’s practice of reporting
publicly on its economic, environmental, and/or social impacts, and
hence its contributions — positive or negative — towards the goal of
sustainable development

Sustainability reporting refers to the information that companies
provide about their performance to the outside world on a regular
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(c)

basis in a structured way. It is a comprehensive mechanism of
measuring and disclosing sustainability data with performance
indicators and management disclosures.

Expected Benefits: It can help stakeholders to understand
organizations performance vis a vis sustainability and impacts. The
reporting process emphasizes the link between financial and non-
financial performance.

Such reporting can help entities to focus on long-term value
creation, by addressing environmental, social and governance
(ESG) issues. Since investors are increasingly recognizing that
environmental and social issues provide both risks and
opportunities in respect of their investments and are seeking
disclosures on environmental and social performance of
businesses, they can use ESG performance of companies to make
investment decisions.

Investing in social and environmental issues will not only improve
own business continuity of companies but also put them in a better
position with their B2B (Business to Business) customers as well as
enable them to acquire new ones.

SA 610, "Using the Work of Internal Auditor” states that in
determining the nature of work that may be assigned to internal
auditors, the external auditor is careful to limit such work to those
areas that would be appropriate to be assigned. Examples of
activities and tasks that would not be appropriate to use internal
auditors to provide direct assistance include the discussion of fraud
risks, determination of unannounced audit procedures as
addressed in SA 240 etc.

In the above case, engagement partner had designed certain
substantive procedures on some selected assertions in response to
assessed risk of material misstatements in year under audit. Such
assertions were not tested by him in the previous years due to
materiality or risk considerations. It is being done now for
incorporating an element of unpredictability in audit procedures to
be performed as individuals within the company who are familiar
with the audit procedures normally performed on engagements may
be more able to conceal fraudulent financial reporting.
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(a)

Therefore, in such matters, using an internal auditor to provide
direct assistance could prove to be counter-productive and defeat
the very purpose of designing such substantive procedures. Hence,
decision of senior engagement team member to use Mr. X to
provide direct assistance on above said matters is not in
accordance with SA 610 and is not proper.

Prior to using internal auditors to provide direct assistance for
purposes of the audit, the external auditor shall: -

(a) Obtain written agreement from an authorized representative
of the entity that the internal auditors will be allowed to follow
the external auditor’s instructions, and that the entity will not
intervene in the work the internal auditor performs for the
external auditor; and

(b) Obtain written agreement from the internal auditors that they
will keep confidential specific matters as instructed by the
external auditor and inform the external auditor of any threat
to their objectivity.

Responding When the Auditor Concludes That a Material
Misstatement of the Other Information Exists: As per SA 720,
“The Auditor's Responsibility in Relation to Other Information”,
descriptions of trends in market prices of key commodities or raw
materials is an example of amounts or other Items that may be
included in the other information.

The auditor’'s discussion with management about a material
inconsistency (or other information that appears to be materially
misstated) may include requesting management to provide support
for the basis of management’s statements in the other information.
Based on management’s further information or explanations, the
auditor may be satisfied that the other information is not materially
misstated. For example, management explanations may indicate
reasonable and sufficient grounds for valid differences of judgment.

Auditor’s duties with regard to reporting in the given case are given
hereunder:

As per SA 720, “The Auditor’'s Responsibility in Relation to Other
Information”, if the auditor concludes that a material misstatement
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(b)

of the other information exists, the auditor shall request
management to correct the other information. If management:

(i)  Agrees to make the correction, the auditor shall determine that
the correction has been made; or

(i) Refuses to make the correction, the auditor shall
communicate the matter with those charged with governance
and request that the correction be made.

Contention of the partner of the firm that auditors are not concerned
with such disclosures made by the management in its annual report,
is incorrect.

In the given case, it is a “Compliance Audit” performed by Office of
Comptroller & Auditor General of India.

Compliance audit is the independent assessment of whether a given
subject matter is in compliance with the applicable criteria.

This audit is carried out by assessing whether activities, financial
transactions and information comply in all material respects with the
regulatory and other rules which govern the audited entity.
Compliance auditing is concerned with: -

(a) Regularity- adherence of the subject matter to the formal
criteria emanating from relevant laws, regulations, and
agreements applicable to the entity.

(b) Propriety- observance of the general principles governing
sound financial management and the ethical conduct of public
officials.

While regularity is emphasized in compliance auditing, propriety is
equally pertinent in the public sector context, in which there are
certain expectations concerning financial management and the
conduct of officials.

Under Article 151, audit reports of the C&AG relating to the
accounts of the Central/ State Government should be submitted to
the President/Governor of the State who shall cause them to be laid
before Parliament/State Legislative Assemblies.
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(a)

In the given situation, the report relates to the State Department.
Therefore, report was likely to have been submitted to Governor of
state to be laid before State legislative assembly.

Maintenance of Books of Account by a CA in Practice: Chapter
V of the Council General Guidelines, 2008 specifies that a member
of the Institute in practice or the firm of Chartered Accountants of
which he is a partner, shall maintain and keep in respect of his
professional practice, proper books of accounts including the
following-

(i) a Cash Book
(i) alLedger

Thus, a Chartered Accountant in practice is required to maintain
proper books of accounts.

In the instant case, CA. Evan does not maintain proper books of
accounts and writes the fees received from various clients in notes
on his mobile. Notes maintained by him in mobile cannot be treated
as books of accounts.

Hence, CA. Evan, being a practicing Chartered Accountant will be
held guilty of misconduct for violation of Council General
Guidelines, 2008.

As per SRS 4410, “Compilation Engagements”, if the practitioner is
unable to complete the engagement because management has failed
to provide records, documents, explanations or other information,
including significant judgments, as requested, the practitioner shall
withdraw from the engagement and inform management and those
charged with governance of the reasons for withdrawing.

If the practitioner becomes aware during the course of the
engagement that:

(a) The compiled financial information does not adequately refer
to or describe the applicable financial reporting framework

(b) Amendments to the compiled financial information are
required for the financial information not to be materially
misstated; or
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(a)

(c) The compiled financial information is otherwise misleading

the practitioner shall propose the appropriate amendments to
management.

If management declines, or does not permit the practitioner to make
the proposed amendments to the compiled financial information, the
practitioner shall withdraw from the engagement and inform
management and those charged with governance of the reasons for
withdrawing.

If withdrawal from the engagement is not possible, the practitioner
shall determine the professional and legal responsibilities
applicable in the circumstances.

The practitioner shall obtain an acknowledgement from
management or those charged with governance, as appropriate,
that they have taken responsibility for the final version of the
compiled financial information.

Or

Prospective financial information can be in the form of a forecast, a
projection, or a combination of both, for example, a one year
forecast plus a five- year projection.

“Forecast” means prospective financial information prepared on
the basis of:

° Assumptions as to future events which management expects
to take place and

o The actions management expects to take as of the date the
information is prepared (best-estimate assumptions- an
assumption that reflects anticipated experience with no
provision for risk of adverse deviation).

Example- In present market conditions, supply availability, historical
buying patterns and seasonal trends, the CFO of X Ltd. expects
sales to increase by 5% over the next quarter. Therefore, a 5% sales
increase is his financial forecast for the period.

“Projection” means prospective financial information prepared on
the basis of:
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o Hypothetical assumptions about future events and
management actions which are not necessarily expected to
take place, such as when some entities are in a start-up phase
or are considering a major change in the nature of operations;
or

. A mixture of best-estimate and hypothetical assumptions
(imagined or suggested)

Example- X Ltd. may project a course of action to take when one or
more hypothetical situations arise, such as creating a new product
to meet the demand of expected market growth. As a result of
assuming the possibility of different events occurring, financial
projections typically serve as an outline for evaluating the desired
outcomes X Ltd. expects to see, including its financial, cash flow
and operational outcomes.

Prospective financial information relates to events and actions that
have not yet occurred and might not occur. While evidence may be
available to support the assumptions on which the prospective
financial information is based, such evidence is itself generally
future- oriented and, therefore, speculative in nature, as distinct
from the evidence ordinarily available in the examination of
historical financial information. Therefore, an opinion as to whether
the results shown in the prospective financial information will be
achieved cannot be expressed.

Issuing Certificate without having Certificate of Practice: As per
Clause (1) of Part Il of Second Schedule to the Chartered
Accountants Act, 1949, a member of the Institute, whether in
practice or not, shall be deemed to be guilty of professional
misconduct, if he contravenes any of the provisions of this Act or
the Regulations made thereunder or any Guidelines issued by the
Council.

This clause requires every member of the Institute to act within the
framework of the Chartered Accountants Act, 1949 and the
Regulations made thereunder. Any violation either of the Act or the
Regulations by a member would amount to misconduct.

In the given case, CA. Rahul has issued a certificate in respect of a
consumption statement of raw material to the manager of Miskin (P)
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(c)

Ltd., as a Chartered Accountant in practice when he had not even
applied for the CoP to the Institute, thereby contravening the
provisions of section 6 of the Chartered Accountants Act, 1949.

Therefore, CA. Rahul will be held guilty of professional misconduct
in terms of Clause (1) of Part |l of Second Schedule to the Chartered
Accountants Act, 1949 for contravention of provisions of this Act.

Inventory Frauds-Inventory frauds are many and varied but we are
concerned with misappropriation of goods and their concealment.

(i) Employees may simply remove goods from the premises.

(i) Theft of goods may be concealed by writing them off as
damaged goods, etc.

(iii) Inventory records may be manipulated by employees who
have committed theft so that book quantities tally with the
actual quantities of inventories in hand.

(iv) Inflating the quantities issued for production is another way of
defalcating raw materials and store items.

(v) Stocks actually dispatched but not entered in sales/ debtor’s
account.

Verification Procedure for Defalcation of inventory - It may be
of trading stock, raw materials, manufacturing stores, tools or of
other similar items (readily) capable of conversion into cash. The
loss may be the result of a theft by an employee once or repeatedly
over a long period, when the same have not been detected. Such
thefts usually are possible through collusion among a number of
persons. Therefore, for their detection, the entire system of receipts,
storage and dispatch of all goods, etc. should be reviewed to
localise the weakness in the system.

The determination of factors which have been responsible for the
theft and the establishment of guilt would be difficult in the absence
of: (a) a system of inventory control, and existence of detailed
record of the movement of inventory, or (b) availability of sufficient
data from which such a record can be constructed. The first step in
such an investigation is to establish the different items of inventory
defalcated and their quantities by checking physically the quantities
in inventory held and those shown by the Inventory Book.
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Investigating accountant should ascertain the exact duties of
persons handling the stocks received in and issued from store for
production/ sale or any other purpose. ldentify the excessive control
in the hands of a single person, without any supervision as it will
widen the scope of investigation.

Afterwards, all the receipts and issues of inventory recorded in the
Inventory Book should be verified by reference to entries in the
Goods Inward and Outward Registers and the documentary
evidence as regards purchases and sales. This would reveal the
particulars of inventory not received but paid for as well as that
issued but not charged to customers. Further, entries in respect of
returns, both inward and outward, recorded in the financial books
should be checked with corresponding entries in the Inventory
Book. Also, the totals of the Inventory Book should be checked.
Finally, the shortages observed on physical verification of inventory
should be reconciled with the discrepancies observed on checking
the books in the manner mentioned above. In the case of an
industrial concern, issue of raw materials, stores and tools to the
factory and receipts of manufactured goods in the godown also
should be verified with relative source documents.

Defalcations of inventory, sometimes, also are committed by the
management, by diverting a part of production and the consequent
shortages in production being adjusted by inflating the wastage in
production; similar defalcations of inventories and stores are
covered up by inflating quantities issued for production. For
detecting such shortages, the investigating accountant should take
assistance of an engineer. For that he will be more conversant with
factors which are responsible for shortage in production and thus
will be able to correctly determine the extent to which the shortage
in production has been inflated. In this regard, guidance can also be
taken from past records showing the extent of wastage in production
in the past. Similarly, he would be able to better judge whether the
material issued for production was excessive and, if so to what
extent. The per hour capacity of the machine and the time that it
took to complete one cycle of production, also would show whether
the issues have been larger than those required.
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