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Test Series: October, 2018 

MOCK TEST PAPER –2 

INTERMEDIATE (IPC): GROUP – II 

PAPER – 6: AUDITING AND ASSURANCE 

SUGGESTED ANSWERS/HINTS 

1. (a) Audit Procedures in respect of Opening Balances for a New Audit Engagements:  As per SA 
510 “Initial Audit Engagements – Opening Balances”, the auditor should undertake the following 
procedures in respect ofopening balances in case of new audit engagement:  

(i) The auditor shall read the most recent financial statements, if any, and the predecessor 
auditor’s report thereon, if any, for information relevant to opening balances, including 
disclosures. 

(ii) The auditor shall obtain sufficient appropriate audit evidence about whether the opening 
balances contain misstatements that materially affect the current period’s financial 
statements by:  

(a) Determining whether the prior period’s closing balances have been correctly brought 
forward to the current period or, when appropriate, any adjustments have been 
disclosed as prior period items in the current year’s Statement of Profit and Lo ss; 

(b) Determining whether the opening balances reflect the application of appropriate 
accounting policies; and 

(c) Performing one or more of the following:  

(1) Where the prior year financial statements were audited, perusing the copies of the 
audited financial statements including the other relevant documents relating to the 
prior period financial statements; 

(2) Evaluating whether audit procedures performed in the current period provide 
evidence relevant to the opening balances; or 

(3) Performing specific audit procedures to obtain evidence regarding the opening 
balances. 

If the auditor obtains audit evidence that the opening balances contain misstatements that 

could materially affect the current period’s financial statements, the auditor shall perform 

such additional audit procedures as are appropriate in the circumstances to determine the 

effect on the current period’s financial statements. If the auditor concludes that such 

misstatements exist in the current period’s financial statements, the auditor shall 

communicate the misstatements with the appropriate level of management and those 

charged with governance. 

(b) As per SA 250 on “Consideration of Laws and Regulation in an Audit of Financial Statements”, 
the following are examples or matters indicating to the auditor about non-compliance with laws 
and regulations by management : 

 Investigations by regulatory organisations and government departments or payment of fines 
or penalties. 

 Payments for unspecified services or loans to consultants, related parties, employees or 
government employees. 

 Sales commissions or agent’s fees that appear excessive in relation to those ordinarily paid 
by the entity or in its industry or to the services actually received.  

 Purchasing at prices significantly above or below market price. 
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 Unusual payments in cash, purchases in the form of cashiers’ cheques payable to bearer or 
transfers to numbered bank accounts. 

 Unusual payments towards legal and retainership fees. 

 Unusual transactions with companies registered in tax havens. 

 Payments for goods or services made other than to the country from which the goods or 
services originated. 

 Payments without proper exchange control documentation.  

 Existence of an information system which fails, whether by design or by accident, to provide 
an adequate audit trail or sufficient evidence. 

 Unauthorised transactions or improperly recorded transactions.  

 Adverse media comment. 

(c) Generalisations about the reliability of audit evidence.  The reliability of information to be 
used as audit evidence, and therefore of the audit evidence itself, is influenced by its source and 
its nature, and the circumstances under which it is obtained, including the controls over its 
preparation and maintenance where relevant. Therefore, generalisations about the reliability of 
various kinds of audit evidence are subject to important exceptions. Even when information to be 
used as audit evidence is obtained from sources external to the entity, circumstances may exist 
that could affect its reliability. For example, information obtained from an independent external 
source may not be reliable if the source is not knowledgeable, or a management’s expert may 
lack objectivity. While recognising that exceptions may exist, the following generalisations about 
the reliability of audit evidence may be useful: 

 The reliability of audit evidence is increased when it is obtained from independent sources 
outside the entity. 

 The reliability of audit evidence that is generated internally is increased when the related 
controls, including those over its preparation and maintenance, imposed by the entity are 
effective. 

 Audit evidence obtained directly by the auditor (for example, observation of the application 
of a control) is more reliable than audit evidence obtained indirectly or by inference (for 
example, inquiry about the application of a control). 

 Audit evidence in documentary form, whether paper, electronic, or other medium, is more 
reliable than evidence obtained orally (for example, a contemporaneously written record of a 
meeting is more reliable than a subsequent oral representation of the matters discussed).  

 Audit evidence provided by original documents is more reliable than audit evidence provided by 
photocopies or facsimiles, or documents that have been filmed, digitised or otherwise 
transformed into electronic form, the reliability of which may depend on the controls over their 
preparation and maintenance. 

(d) Misappropriation of Goods: Fraud in the form of misappropriation of goods is still more difficult 
to detect; for this management has to rely on various measures. Apart from the various 
requirements of record keeping about the physical quantities and their periodic checks, there 
must be rules and procedures for allowing persons inside the area where goods are kept. In 
addition there should be external security arrangements to see that no goods are taken out 
without proper authority. Goods can be anything in the premises; it may be machinery. It may 
even be the daily necessities of the office like stationery. The goods may be removed by 
subordinate employees or even by persons quite higher up in the management. Auditors can 
detect this by undertaking a thorough and strenuous checking of records followed by physical 
verification process. Also, by resorting to intelligent ratio analysis, audit ors may be able to form 
an idea whether such fraud exists. For example, the gross profit ratio adjusted for any recorded 
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change during the year, reveals whether the value of inventory is reasonable with reference to 
the amount of the sale. Similarly, the input-output ratio of production in terms of physical quantity 
may reveal whether output is normal with reference to the quantity consumed for production.   

2. (i) Correct: An audit is an independent examination of financial information of any entity,  whether 
profit oriented or not, and irrespective of its size or legal form, when such an examination is 
conducted with a view to expressing an opinion thereon. It is clear that the basic objective of 
auditing, i.e., expression of opinion on financial statements does not change with reference to 
nature, size or form of an entity. 

(ii) Incorrect: ‘Substantive procedure’ may be defined as an audit procedure designed to detect 
material misstatements at the assertion level whereas ‘tests of controls’ is an audit proc edure 
designed to evaluate the operating effectiveness of controls in preventing, or detecting and 
correcting, material misstatements at the assertion level.   

(iii) Correct: As explained in General Instructions for Preparation of Balance Sheet as per  
Schedule III, a receivable shall be classified as a ‘trade receivable’ if it is in respect of the amount 
due on account of goods purchased or services rendered in the normal course of business.  

(iv) Incorrect: NGOs registered under the Companies Act, 2013 must maintain their books of 
account under the accrual basis as required by the provisions of section 128 of the said Act. If 
the accounts are not maintained on accrual basis, it would amount to non-compliance of the 
provision of the Companies Act, 2013. 

(v) Incorrect: Teeming and Lading is one of the techniques of suppressing cash receipts and not of 
inflating cash payments. Money received from one customer is misappropriated and the account 
is adjusted with the subsequent receipt from another customer and so on. 

(vi) Incorrect: An audit conducted in accordance with the auditing standards generally accepted in 
India is designed to provide reasonable assurance that the financial statements taken as a whole 
are free from material misstatement, whether caused by fraud or error.  The fact that an audit is 
carried out may act as a deterrent, but the auditor is not and cannot be held responsible for the 
prevention of fraud and error. 

(vii) Correct: SA 500 on ‘Audit Evidence’ expounds this concept. According to  it, the sufficiency and 
appropriateness of audit evidence are interrelated. Sufficiency is the measure of the quantity of 
audit evidence. Appropriateness is the measure of the quality of audit evidence. SA 330 requires 
the auditor to conclude whether sufficient appropriate audit evidence has been obtained.  Whether 
sufficient appropriate audit evidence has been obtained to reduce audit risk to an acceptably low 
level.  

(viii) Incorrect: As per section 141(3) of the Companies Act, 2013, a person shall not be  eligible for 
appointment as an auditor of a company whose relative is a Director or is in the employment of 
the Company as a director or key Managerial Personnel. 

(ix) Inorrect: Internal control can provide only reasonable but not absolute assurance that  its 
objective relating to prevention and detection of errors/frauds, safeguarding of assets etc., are 
achieved.  This is because it suffers from some inherent limitations. 

(x) Incorrect. The method which involves dividing the population into groups of items is known as 
cluster sampling whereas block sampling involves the selection of a defined block of consecutive 
items. 

3. (a) Qualities of Auditors: The auditor should possess specific knowledge of accountancy, auditing, 
taxation, etc. which are acquired by him during the course of his theoretical education.  

The auditor should also have sufficient knowledge of general principles of law of contracts, 
partnership; specific statutes and provisions applicable, e.g. Companies Act, 2013, Co-operative 
Societies Act, etc.; client’s nature of business and its peculiar features.  Apart from the 
knowledge acquired by the auditor in the formal manner, the auditor should also possess certain 
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personal qualities such as, tact; caution; firmness; good temper; judgement; pa tience; clear 
headedness and commonsense; reliability and trust, etc.  

In short, all those personal qualities required to make a good person contribute to the making of a 
good auditor. In addition, the auditor must have the shine of culture for attaining a  great height.  
He must have the highest degree of integrity backed by adequate independence.  In fact, SA 200 
mentions integrity, objectivity and independence as one of the basic principles.  

 Auditing is a profession, calling for wide variety of knowledge to which no one has yet set a limit, 
the most useful part of the knowledge is probably that which cannot be learnt from books 
because its acquisition depends on the alertness of the mind in applying to ever varying 
circumstances, the fruits of his own observation and reflection; only he who is endowed with 
common sense in adequate measure can achieve it. 

(b) As described in SA 200, the potential effects of inherent limitations are particularly significant in 
the case of misstatement resulting from fraud. The risk of not detecting a material misstatement 
resulting from fraud is higher than the risk of not detecting one resulting from error. This is 
because fraud may involve sophisticated and carefully organized schemes designed to conceal it, 
such as forgery, deliberate failure to record transactions, or intentional misrepresentations being 
made to the auditor. Such attempts at concealment may be even more difficult to detect when 
accompanied by collusion. Collusion may cause the auditor to believe that audit evidence is 
persuasive when it is, in fact, false. The auditor’s ability to detect a fraud depends on factors 
such as the skillfulness of the perpetrator, the frequency and extent of manipulation, the degree 
of collusion involved, the relative size of individual amounts manipulated, and the seniority of 
those individuals involved. While the auditor may be able to identify potential opportunities for 
fraud to be perpetrated, it is difficult for the auditor to determine whether misstatements in 
judgment areas such as accounting estimates are caused by fraud or error   

(c) If management does not provide one or more of the requested written representations, the 
auditor shall:  

(a)  Discuss the matter with management;  

(b)  Re-evaluate the integrity of management and evaluate the effect that this may have on the 
reliability of representations (oral or written) and audit evidence in general; and  

(c)  Take appropriate actions, including determining the possible effect on the opinion in the 
auditor’s report in accordance with SA 705. 

4. (a)  Refund of General Insurance Premium paid: The refund of insurance premium may be 
because of earlier provisional payment of premium or may be a policy might have been cancelled 
at a later date. The auditor should take following steps while vouching such refunds- 

(i) Ascertain the reasons for refund of insurance premium. 

(ii) Examine insurance policy or cover note to find out the amount of premium.  

(iii) Verify advice of refund received from the insurance company. When refund is admitted, the 
insurance company sends the advice. This will be evidence as a covering letter to the 
cheque for the refund. Sometimes, a cheque is issued after a receipt is sent in advance to 
the insurance company. 

(iv) Scrutinise correspondence between the insurance company and the client. 

(v) Check entries in the bank book or the bank statement. If necessary, the counterfoil of the 
pay-in-slips can also be verified. 

(b) Profit or Loss Arising on Sale of Plots Held by Real Estate Dealer: The land holding in the case of 
real estate dealer will be a current asset and not a fixed asset. The same should, therefore, be 
valued at cost or market value, whichever is less. 
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Profit or loss arising on sale of plots of land by Real Estate Dealer should be verified as fol lows- 

(i) Each property account should be examined from the beginning of the development with 
special reference to the nature of charges so as to find out that only the appropriate cost 
and charges have been debited to the account and the total cost of the  property has been 
set off against the price realised for it. 

(ii) This basis of distribution of the common charges between different plots of land developed 
during the period, and basis for allocation of cost to individual properties comprised in a 
particular piece of land should be scrutinised. 

(iii) If land price lists are available, these should be compared with actual selling prices 
obtained. And it should be verified that contracts entered into in respect of sale have been 
duly sanctioned by appropriate authorities. 

(iv) Where part of the sale price is intended to reimburse taxes or expenses, suitable provisions 
should be maintained for the purpose. 

(v) The prices obtained for various plots of land sold should be checked with the plan map of 
the entire tract and any discrepancy or unreasonable price variations should be inquired 
into. The sale price of different plots of land should be veri fied on a reference to certified 
copies of sale deeds executed. 

(vi) Out of the sale proceeds, provision should be made for the expenditure incurred on 
improvement of land, which so far has been accounted for.  

(c)  Goods sent out on sale or return basis 

(i) Check whether a separate memoranda record of goods sent out on sale or return basis is 
maintained.  The party accounts are debited only after the goods have been sold and the 
sales account is credited. 

(ii) See that price of such goods is unloaded from the sales account and the trade receivable’s 
record.  Refer to the memoranda record to confirm that on the receipt  of acceptance from 
each party, his account has been debited and the sales account correspondingly credited.  

(iii) Ensure that the goods in respect of which the period of approval has expired at the close of 
the year either have been received back subsequently or customers’ accounts have been 
debited. 

(iv) Confirm that the inventory of goods sent out on approval, the period of approval in respect 
of which had not expired till the close of the year lying with the party, has been included in 
the closing inventory. 

(d) Borrowing from Banks:  Borrowing from banks may be either in the form of overdraft limits or 
term loans.  In each case, the borrowings should be verified as follows:  

(i) Reconcile the balances in the overdraft or loan account with that shown in the pass book(s) 
and confirm the last mentioned balance by obtaining a certificate from the bank showing the 
balance in the accounts as at the end of the year. 

(ii) Obtain a certificate from the bank showing particulars of securities deposited with the bank  
as security for the loans or of the charge created on an asset or assets of the concern and 
confirm that the same has been correctly disclosed and duly registered with Registrar of 
Companies and recorded in the Register of charges. 

(iii) Verify the authority under which the loan or draft has been raised.  In the case of a 
company, only the Board of Directors is authorised to raise a loan or borrow from a bank . 

(iv) Confirm, in the case of a company, that the restraint contained in Section 180 of the 
Companies Act, 2013 as regards the maximum amount of loan that the company can raise 
has not been contravened. 
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 Ascertain the purpose for which loan has been raised and the manner in which it has been 
utilized and that this has not prejudicially affected the ent ity. 

5. (a) Government Expenditure Audit: Audit of government expenditure is one of the major 
components of government audit conducted by the office of C & AG. The basic standards set for 
audit of expenditure are to ensure that there is provision of funds authorised by competent 
authority fixing the limits within which expenditure can be incurred.  Briefly, these standards are 
explained below: 

(i) Audit against Rules & Orders: The auditor has to see that the expenditure incurred conforms 
to the relevant provisions of the statutory enactment and is in accordance with the financial 
rules and regulations framed by the competent authority.  

(ii) Audit of Sanctions: The auditor has to ensure that each item of expenditure is covered by a 
sanction, either general or special, accorded by the competent authority, authorising such 
expenditure. 

(iii) Audit against Provision of Funds: It contemplates that there is a provision of funds out of 
which expenditure can be incurred and the amount of such expenditure does not exceed the 
appropriations made. 

(iv) Propriety Audit: It is required to be seen that the expenditure is incurred with due regard to 
broad and general principles of financial propriety.  The auditor aims to bring out cases of 
improper, avoidable, or in fructuous expenditure even though the expenditure has been 
incurred in conformity with the existing rules and regulations.  Audit aims to secure a 
reasonably high standard of public financial morality by looking into the wisdom, faithfulness 
and economy of transactions. 

(v) Performance Audit: This involves that the various programmes, schemes and projects where 
large financial expenditure has been incurred are being run economically and are yielding 
results expected of them.  Efficiency-cum-performance audit, wherever used, is an objective 
examination of the financial and operational performance of an organisation, programme, 
authority or function and is oriented towards identifying opportunities for greater economy, 
and effectiveness. 

(b) Audit of Hospital: The audit points to be considered by the auditor during the audit of a Hospital 
are stated below:- 

(i) Vouch the Register of patients with copies of bills issued to them. Verify bills for a selected 
period with the patients’ attendance record to see that the bi lls have been correctly 
prepared. Also see that bills have been issued to all patients from whom an amount was 
recoverable according to the rules of the hospital.  

(ii) Check cash collections as entered in the Cash Book with the receipts, counterfoils and o ther 
evidence for example, copies of patients bills, counterfoils of dividend and other interest 
warrants, copies of rent bills, etc. 

(iii) See by reference to the property and Investment Regis ter that all income that should have 
been received by way of rent on properties, dividends, and interest on securities settled on 
the hospital, has been collected. 

(iv) Ascertain that legacies and donations received for a specific purpose have been applied in 
the manner agreed upon. 

(v) Trace all collections of subscription and donations from the Cash Book to the respective 
Registers. Reconcile the total subscriptions due (as shown by the Subscription Register and 
the amount collected and that still outstanding). 

(vi) Vouch all purchases and expenses and verify that the capital expenditure was incurred only 
with the prior sanction of the Trustees or the Managing Committee and that appointments 
and increments to staff have been duly authorised. 
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(vii) Verify that grants, if any, received from Government or local authority has been duly 
accounted for. Also, that refund in respect of taxes deducted at source has been claimed.  

(viii) Compare the totals of various items of expenditure and income with the amount budgeted 
for them and report to the Trustees or the Managing Committee significant variations which 
have taken place. 

(ix) Examine the internal check as regards the receipt and issue of stores; medicines, linen, 
apparatus, clothing, instruments, etc. so as to ensure that purchases have been properly 
recorded in the Inventory Register and that issues have been made only against proper 
authorisation. 

(x) See that depreciation has been written off against all the assets at the appropriate rates.  

(xi) Inspect the bonds, share scrips, title deeds of properties and compare their particulars with 
those entered in the property and Investment Registers. 

(xii) Obtain inventories, especially of inventories and stores as at the end of the year and check 
a percentage of the items physically; also compare their total values with resp ective ledger 
balances.  

6. (a) Under sub-section (3) of section 141 along with the Companies (Audit and Auditors) Rule, 2014, 
a person who, or his relative or partner is holding any security of or interest in the company or its 
subsidiary, or of its holding or associate company or a subsidiary of such holding company, shall 
not be eligible for appointment as an auditor of a company. 

It may be noted that the relative may hold security or interest in the company of face value not 
exceeding rupees one lakh. 

Where a person appointed as an auditor of a company incurs any of the disqualifications 
mentioned in sub-section (3) after his appointment, he shall vacate his office as such auditor and 
such vacation shall be deemed to be a casual vacancy in the office of  the auditor. 

Applying the above provisions to the given problem, it may be concluded that Firm of RGS, 
Chartered Accountants is not eligible to continue as auditors. Firm shall vacate its office as 
auditor and such vacation shall be treated as casual vacancy. 

(b) Appointment of Subsequent Auditors in case of Non Government Companies: Section 
139(1) of the Companies Act, 2013 provides that every company shall, at the first annual general 
meeting appoint an individual or a firm as an auditor who shall hold office from the conclusion of 
that meeting till the conclusion of its sixth annual general meeting and thereafter till the 
conclusion of every sixth meeting.  

The following points need to be noted in this regard- 

(i) The company shall place the matter relating to such appointment of ratification by member 
at every Annual General Meeting.  

(ii)  Before such appointment is made, the written consent of the auditor to such appointment, 
and a certificate from him or it that the appointment, if made, shall be in accordance with the 
conditions as may be prescribed, shall be obtained from the auditor.  

(iii)  The certificate shall also indicate whether the auditor satisfies the criteria provided in 
section 141. 

(iv) The company shall inform the auditor concerned of his or its appointment, and also file a 
notice of such appointment with the Registrar within 15 days of the meeting in which the 
auditor is appointed.  

(c) Removal of Auditor before Expiry of Term: According to Section 140 (1) the auditor appointed 
under section 139 may be removed from his office before the expiry of his term only by a special 
resolution of the company, after obtaining the previous approval of the Central Government . 
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(1)  The application to the Central Government for removal of auditor shall be made in Form 
ADT-2 and shall be accompanied with fees as provided for this purpose under the 
Companies (Registration Offices and Fees) Rules, 2014. 

(2)  The application shall be made to the Central Government within thirty days of the resolution 
passed by the Board. 

(3)  The company shall hold the general meeting within sixty days of receipt of approval of the 
Central Government for passing the special resolution. 

 It may be noted that before taking any action for removal before expiry of terms, the auditor 
concerned shall be given a reasonable opportunity of being heard.  

 By applying the above provisions, it may be concluded that the action of the company for 
removal of the auditor CA Z before expiry of term is not justified and auditor may be 
removed from his office only by following the above mentioned procedure.  

(d) Reporting requirements regarding Fixed Assets under CARO, 2016 are : 

(a) Whether the company is maintaining proper records showing full particulars, including 
quantitative details and situation of fixed assets;   

(b) Whether these fixed assets have been physically verified by the management at reasonable 
intervals; whether any material discrepancies were noticed on such verification and if so, 
whether the same have been properly dealt with in the books of account;   

(c) Whether the title deeds of immovable properties are held in the name of the company. If not, 
provide the details thereof; 

7. (a) Examination in Depth: It implies examination of a few selected transactions from the beginning 
to the end through the entire flow of the transaction, i.e., from initiation to the completion of the 
transaction by receipt or payment of cash and delivery or receipt of the goods.  This examination 
consists of studying the recording of transactions at the various stages through which they have 
passed.  At each stage, relevant records and authorities are examined; it is also judged whether 
the person who has exercised the authority in relation to the transactions is fit to do so in terms of 
the prescribed procedure.  For example, a purchase of goods may commence when a 
predetermined re-order level has been reached.  The ensuing stages may be summarised thus:  

(i) Requisitions are pre-printed, pre-numbered and authorised; 

(ii) official company order, also sequentially pre-numbered, authorised and placed with 
approved suppliers only; 

(iii) receipt of supplier’s invoice; 

(iv) receipt of supplier’s statement; 

(v)  entries in purchases day book; 

(vi) postings to purchase ledger and purchase ledger control account; 

(vii) cheque in settlement; 

(viii) entry on bank statement and returned “paid” cheque (if requested);  

(ix) cash book entry; 

(x) posting from cash book to ledger and control account, taking into account  any discounts.  

(xi) receipt of goods, together with delivery/advice note; 

xii) admission of goods to stores; 

(xiii) indication, by initials or rubber stamp on internal goods inwards note, of compliance with 
order regarding specification, quantity and quality; 

(xiv) entries in stores records. 
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It should be noted that the above list is not necessarily comprehensive, nor does its 
constituent stages inevitably take place in the sequence suggested.  The important point to 
note is that from the moment it was realised that once a re-order level had reached, a chain 
of events was put in motion, together leaving what may be termed as “audit trail”.  Each item 
selected for testing must be traced meticulously, and although sample sizes need not be 
large, they must, of course, be representative. 

It is an acceptable practice to check a slightly smaller number of transactions at each 
successive stage within a depth test, on the statistical grounds (based on probability theory) 
that the optimum sample size decreases as the auditor’s “level of confidence” concerning 
the functioning of the system increases.  Examination in depth has been found 
indispensable in modern auditing practice and, if intelligently conducted, its reconstruction 
of the audit trail reveals more about the functioning (or malfunctioning) of the client’s s ystem 
in practice than the haphazard and mechanical approach to testing.  

(b) Audit Trail: An audit trail refers to a situation where it is possible to relate ‘one -to-one’ basis, the 
original input along with the final output.  The work of an auditor would be hardly affected if “Audit 
Trail” is maintained i.e. if it were still possible to relate, on a ‘one -to-one’ basis, the original input 
with the final output.  A simplified representation of the documentation in a manually created 
audit trail. 

For example, the particular credit notes may be located by the auditor at any time he may wish to 
examine them, even months after the balance sheet date.  He also has the means, should he so 
wish, of directly verifying the accuracy of the totals and sub-totals that feature in the control 
listing, by reference to individual credit notes.  He can, of course, check all detailed calculations, 
casts and postings in the accounting records, at any time. 

In first and early second-generation computer systems, such a complete and trail was generally 
available, no doubt, to management’s own healthy scepticism of what the new machine could be 
relied upon to achieve – an attitude obviously shared by the auditor. 

It is once iterated that there is an abundance of documentation upon which the auditor can use 
his traditional symbols of scrutiny, in the form of colored ticks and rubber stamps.  Specifically:  

(i) The output itself is as complete and as detailed as in any manual system.  

(ii) The trail, from beginning to end, is complete, so that all documents may be identified by 
located for purposes of vouching, totalling and cross-referencing. 

Any form of audit checking is possible, including depth testing in either direction.  

(c) Intangible Assets: An intangible asset is that asset which does not have a physical identity but 
which is used by the enterprise for production or supply of goods or for retails to other or for 
administrative purpose. Such asset does not have any physical existence but their presence in 
the business is indicated with a value placed thereon. These assets include rights and benefit to 
owners subject to their being useful. For example: goodwill, patents, copyright etc. AS 26, 
“Intangible Assets”, applies to, among other things, expenditure on advertising, training, start-up, 
research and development activities.  Research and development activities are directed to the 
development of knowledge.  Therefore, although these activities may result in an asset with 
physical substance (for example, a prototype), the physical element of the asset is secondary to 
its intangible component, that is the knowledge embodied in it.  This standard also applies to 
rights under licensing agreements for items such as motion picture films, video recordings, plays, 
manuscripts, patents and copyrights.  An intangible asset should measured at cost. After initial 
recognition an intangible asset should be carried at its cost less any accumulated amortisation 
and any impairment losses. 

 Auditor should also ensure that proper disclosure is made in  the financial statements about the 
carrying amount, amortisation methods, useful lives, etc.  

© The Institute of Chartered Accountants of India



10 

(d) Sweat Equity Shares: As per section 54 of the Companies Act, 2013, the employees may be 
compensated in the form of ‘Sweat Equity Shares”.  

“Sweat Equity Shares” means equity shares issued by the company to employees or directors at 
a discount or for consideration other than cash for providing know-how or making available right 
in the nature of intellectual property rights or value additions, by whatever name called.   

The auditor may see that the Sweat Equity Shares issued by the company are of a class of 
shares already issued and following conditions are fulfilled: 

(a)  the issue is authorised by a special resolution passed by the company;  

(b) the resolution specifies the number of shares, the current market price, consideration, if any, 
and the class or classes of directors or employees to whom such equity shares are to be 
issued;  

(c)  not less than one year has, at the date of such issue, elapsed since the  date on which the 
company had commenced business; and 

(d)  where the equity shares of the company are listed on a recognised stock exchange, the 
sweat equity shares are issued in accordance with the regulations made by the Securities 
and Exchange Board in this behalf and if they are not so listed, the sweat equity shares are 
issued in accordance with such rules as may be prescribed. 

 The rights, limitations, restrictions and provisions as are for the time being applicable to equity 
shares shall be applicable to the sweat equity shares issued under this section and the holders of 
such shares shall rank pari passu with other equity shareholders. 

(e) Audit of Capital Reserve: A capital reserve is a reserve which is not available for distinction as 
dividend. The auditor should examine that the head 'capital reserves' does not include any 
amounts as are regarded as free for distribution as dividend. In the case of a company, if there is 
a capital profit on reissue of forfeited shares, it is to be shown under capital reserves.  

The following are the duties for the Auditor in connection with the capital profit, which are not 
normally available for distribution to the shareholders unless: 

(a) The Articles of the company permit such a distribution,  

(b) It has been realised in cash. 

(c) The assets value remaining after distribution of the profit will be not less than the book value 
so that share capital and reserves remaining after the distribution will be fully represented 
by the remaining assets. 

Revaluation reserve is also not available for dividends. Further, the bonus share cannot be 
issued by capitalisation of revaluation reserve. If any company does so, the auditor should 
qualify his report. 

It may however, be noted that revalued capital profits are distributab le in the same way as 
other profits and that it is not necessary to comply condition (a) and (b) above. This is 
because AS 10 requires that any profit on sale of fixed asset has to be routed through the 
profit and loss account. A clear distinction should be made between capital profits and 
capital receipts. The latter cannot be distributed by way of dividend at all.  

 Auditor should also ensure that the presentation and disclosure requirements of Schedule III 
to the Companies Act, 2013 have been complied with. 
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