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1 
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1.0 All\1S AND OBJECTIVES 

After studying this lesson. you should be able to: 

• Explain meaning and objective of Auditing 

• Ljst the features and principles of Auditing 

• Discuss the scope of Auditing 

• Describe the types of Auditing 

• Compace investigatio,n and Auditing 

1.1 INTRODUCTION 

The term 'audit' is derived from the Latin term 'oudire,' which meru1s to hear. fn 
ancient times, the accounts were checked by hearing an accountanl, while he reads 
over the accounts to persons. The person who beard and checked the accounrs was 
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known as auditor. Auditing is as old as accounting. lt is said to be existed in all 
ancient cultures such as Mesopotamia, Greece, Egypt, Rome, U.K. and lndia. Jn 
Indian culture, certain rules 3bout accounting and auditing regarding public finances 
are mentioned in a doctrine named Arthashastra written by Kautilya. 

Audit is performed to prove and verify the validity and reliability of information. 
Books of accounts are verified with the help of vouchers and documents. The 
verification helps in detecting and preventing an error and fraud. Expression of 
opinion about financial as well as non-financial zones is the main objective of an 
audiL Another objective of audit is to protect tl1e financial interest of individuals 
re!a.te.d to management of a company. They can be partners as well as shareholders. 
The employees can be kept under a moral check through auditing. They are also 
prevented from fraudulent activities. 

The traditional model of audit was Umiteil to ex.traction and gaining lnfonnation 
regarding a company's financial systems, transactions and record. But now along with 
financial areas the non-fl:nauciul sectors are also being included in audit. These non
financial areas can be l'elate<l to security or performance of infonnation systems as 
well as concems regarding environment. 

Auditing is being performed with great pace ar certain non-profit organizations as weJI 
as agencies tel:ited to government. It helps these organ·isations and agencies to assess 
their level of success in their objectives and missions. 

The company accounts should be audited became mandatory under the Companies 
Act. 2013. 

The main objectives of auditing have shifted as the sizes of the companies increased 
and volume of tral1sactions aJso increased, So, now the objective of auditing is to 
make sure that tbe accounts of a company show truth and fairness instead of truth and 
correctness. Therefore, the focus .is now shifted to a fairly represented financial effort 
rather than being accurate arilbmetically. The qualification of auditors was prescribed 
foremost in the Companies Act, 20 13. 

1.2 MEANING OF AUDITING 

Auditing is a process used for verifying the financial starus of an organization as per 
its financial statements. In auditing, r.he accounts are analysed and examined in order 
to prove that the financial starements provided are true and fair in. terms of the 
financial position, profit or loss of the business. 

Through auditing, the accounting data and accouoting statements are examined and 
tested in an intelligent and cnucal manner. The testing through auditing is done to 
prove that the data and statements are accurare, adequate and dependable. 

According ro Institute of Cbaitered At;cotmtants of India OCAl), a~rditing is defined as: 

.. Auditing is a systemaoc and Uldcpeodent examination of data, statements, records, 
operations and perfonn~nce of an enterprise foe a stated :purpose. In any auditing 
situation, the auditor perceives and recognizes t11e propositions l1efoce him for 
examination, collect evidences, evaluates the same and on thls basis, fonnulates his 
judgement which is communicated through his audit report". 

Few other definitions of auditing by some authors are provided below: 

"Auditing is an examination of accounliog records undertaken with a view to 
establisbroent whether they correctly and completeJy reflect the transactions to which 
they purport to relate " 

-L.R. Dicksee 



"Audi1ing 1s concerned with the verification of accounting data determining the 
accur<1cy and reliability of accounting statements and reports." 

- R. K. Mautz 

.. Auditing is tJ1e sy~tematic examination of firumciaJ statements. records and related 
operations 10 determine adherence to generally accepted accounting pnnciples, 
management policies aitd stated requirement." 

• R. £. Scl,t,w:er 

Following the variou~ definitions of auditing above, we can conclude certain common 
aspects of auditing. These aspects are as follows: 

{j) Auditing is a way of exannnmg books of accounts of b-usi11ess in an inteJligent 
and critical manner. 

(ii) Auditing is performed by an independent qualified person. 

(iii) Certain vouchers, documents, information and explanations received from tJ1e 
clients are laken into consideration to carry out auditing. 

{iv) n,e auditoJ''S initial action is to satisfy himself with. the authenticity of the 
financial accout1ts prepared for a particular period. 

1.3 FEATURES OF AUDITING 

There are sc:ven main features of auditing. These fearures are discussed below· 

1. Auditing co11tro/: Audtl works as a tool for controlling the accnunts The auditing 
actjvit1es control and keep a check on the tnnh and fairness of occounting 
information. 

2. Safeg11llrd: The other feacure of audit is to provtde security on the proprielor's 
behalf. It safeguards the mterest of proprielor against foUy and fraudulent 
activities carried out by t-he agents and servants of tbe prop1'ietor. Tbey can utilise 
his money and assets for their own benefit. 

3. Ass1mmce: Apart from control and safeguarding, audit provides ao assurance 01, 

the b~ba!f of propnetor about the facts and expendirures. Audit assures that a due 
regularity ~nd propriety has been considered while ittcun·rng lhe facts and 
expellditurcs in the accounls in true and fair manner. 

4. Asse.'>sment: Another feature of audit is assessment. 1t initiates lhe asst:ssmel\l of 
accoi.w system co make sure that it is adequate and effective c:nough for the 
maimenance of records related to company's accounting procedure. 

5. Review: Another feauue of audit is reviewing. It helps m reviewing the financial 
s1aternents. The review furtJ1er i.rutiates in acknowledging the fact that the 
statements lruly agree with the accounting records maintained by the company. 

6. Repartmg instrume11t: Apart. from above mentioned features, n1.1d11 acts as a 
reporting instrument. It provides the report regarding financial statements which 
are required as per the tenns of appointing an auditor and tus agreement akmg 
with certain necessary legal compulsions and obligations. 

7. Procrical subject: The last but not least featlll"e of auditing is that it 1s II practical 
subject. This subject has been practiced throughout the history and went through 
some ll)arginal changes as per the requirement of changing era of <.~omm~rce and 
developments m legal procedures. 

5 
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There are certain objectives behind the purpose of auditing. These objectives can be 
brnadly classified into two categories, i.e., primary objective and secondary objective. 
Let us discuss these objectives in detajl as follows: 

l. Prima1JI Objective: The primary objective of auditing is governing and evaluation 
of financiaJ statements an.d other records that support accounting of a particular 
financial period. lt is done to Jrnow the reliability status of fma11cial statements. 
and other accow,ting records. 

As per the lndian Companies Act l956, every organizat'ion must have an auditor 
appointed who is responsible for examining and verifying the books of account. 
The appointed auditor is supposed ro provide his opinion about the- reliability of 
audited books of account, profit and 10s1> account and balance sheets. These three 
components must provide a true and fair view of all the state affairs telated to the 
company's business. 

ln order to give his opinion and get a true and fair view of affairs related to the 
company, the auditor is supposed to go through a thorough analysis and checking 
of all the transactions and documents which are made during the audited period. 
The thorough analysis of transactions and docume-nts helps the auditor to provide 
a report regarding the existing final condition and working results of the company. 

The primary objective of auditing can be listed as follows: 

1. Examination of the system of internal check. 

11. Examination of books of accounts to check if they a.re arithmetically accurate. 
lt is done by verifying the posting, casti.ng and balancing. 

iii . Auditing is done in order to verify that the transactions are real and valid. 

iv, It helps in confirming that the assets and liabilities are vaJuabk. 

v. Auditing serves the purpose of verification that ~he statutory requirements are 
fulfilled. 

vi. JI provides the truth and fair position of accounting ;io<l financial status. 

vii. 11 provides the examination about a proper dist.wc6on of capital and revenue 
nature of transaction. 

2. Tlte Secondary Objective: The second objective of auditing is to support the 
satisfaction of primary objective. There are two parts of secondary objecrive: 

1. Detection and prevention of fi·auds: F rauds can be defined as the mistakes 
cornl'Ilttted intentionally, as per the direction of top level management. There 
are several purposes behind the frauds carrjed out by management. Such as: 

• To deceive tax 

• To $ow that the management is effective enough 

• To get a hike on commission 

• To sell the shares of the company in mark.et 

• To maintain the market price of shares 

The audjtor's main job is to detect the :frauds in the company. The frauds can 
be any of the following: 

a, Misappropriation of cash 



b. Misappropriation of goods 

c. Manipulating the accounts OT falsify ing the accounts without any 
misappropriation 

ii. Detection and prevention of e1Tors_· Erro(s can be defined a~ the mistakes 
done unintentionally. Sometimes the financial information can be incorrect 
due to ignorance of accoWlting principle, i.e., principle errors a11d clerical . 
errors (erto.rs that atise due 10 negligence of accounting staff). 

There are following types of errors: 

a. Errors of principle 

b. Errors of omission 

c. Errors of corruriission 

d. Compensating errors 

So, io conclusion, the frauds and errors can be prevented by auditor by taking 
the following steps: 

a. Preparing an audit report of company. 

b. Providing fofonnatioJl to income tax authority 

c. Sntisfying the provision of company acrs, 

1.SADVANTAGES OF AUDITING 

Auditing is a mandatory task to be performed in all companies and busi.ness 
organizations. Every organizatior\ including busines!-, industries and trading etc., 
keeps an audit book of accou.11ts, As the management and business owners have 
separate tasks to perform, thus the detection and preventiot) of frauds through auditing 
has become an essential part. 

There are several advantages ofaLLditing. Such as: 

1. The frauds and errors take place io the company· s management or with accotmting 
staff, individuals can be detected easily; hence, paiiie1..1lar step!- can be taken for 
the prevencion of any sort of loss. 

2. Auditing provjdes a regular maintenance of account~. 

3. It facilitates in getting compensation by the insurance company in case of loss of 
business property. 

4. lt helps in getting a loan without much hassle. A company can get a loan by a 
financial institution on the basis of audited statements prepared i.n the last five 
years. 

5. The sale of business is facilitated on the basis of audited valuations of assets and 
liabilities of tlte company. Tue valuation helps in detcnninihg the pnce of 
business in order to sell the company or business. 

6, It provides an assessment of tax.. The taxes are assessed by tax. authorities on the 
basis of profit which is calculated by the auditor. ihe sales mentioned in audited 
statement aJ'e used by the sales tax authorities to calculate sales tax. 

7. lt helps in providing full-proof information of profit and loss of an organization. 

8. Auditing is also helpful in increasing the goodwill of a company. The financial 
position and profitable status provided by auditing creates faitb of people with the 
company or an organization.. 

., 
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Along with the benefits auditing is bound to certain limitations which are integral part 
of it. These limitations have been discussed as follows: 

(i) Higher Cost Blf,-dett: As the cost burde n 1s high, it affects the scope of work in 
getting limited to selective testing and as a result the intensive checking of books 
of accounts becomes impossible for the auditor. 

(ii) Based on Test Checks: In ge1)eral ways., the exerc ise of auditing is based on test 
checking. The concluded result of the test check may not be true always. 

(fo) Limitation of Time; The audit repon is supposed to be released by the audjtor in a 
specific time period . TI1e auditor becomes constrained into a tirneline for 
performing the auditing exeicise. The inadequacy of time alters tbe amount of 
evidences related to the concerned events and tran~actions after the balance sheer 
date. As au outcome, the financial statemen~ may be affected. The limited 
timeJine restricts the auditor to resolve the inadequacies and uncertainties that 
exisc in tbe financiaJ statement date, 

(iv) J1u:onclusiveness of Evidences: Sometimes the evidences found by the auditor 
are persuasive instead of being conclusive. Tl rneans that the evidences may not 
provide a correct value or estimate for an asser. 

(v) Based 011 Estimates: Auditing is inherently based on estimates, which are not 
possible sometimes to foresee the uncertainties that may occur as an outcome. 

(vi) lJQsed 011 the bifon11ation .Provided by the Ma.nagemeflt: The only source of 
reliability of an audit is the information that 1s given by the management. 
Therefore. it gets difficult for all outsider to rely entire ly on the repon provided by 
an auclitor. 

1.7 BASIC PRINCIPLES TO BE COVERED IN AUDITING 

There are several aspects of principles th.at .must be kept in mind by the auditor during 
t)Je auditing process. The foUowing basic principle aspects can aiso be termed as the 
fut1ctions of audit: 

{i) Io l'eview the. system and procedures: The primary funcnon of audjting is 
reviewing of systems and procedures. Before going into the auditing exercise, it is 
necessary for the auditor to have an understanding of the system ,tad procedures 
which the entity has adopted. 

(ii) 1'o review the b1t,mwl control ~J1stem: The reviewing of internal control system is 
an important aspect that must be followed by the auditor. By reviewing the 
intemaJ control system the auditor 1s able 10 determine its effectiveness. The 
effectiveness of internal control system leads the auditor in deciding to which 
extenr the checking can be done. by the aurutor. 

It, order to detenui.ne the effectiveness of internal cootrol system the auditor needs 
to perform a compliance test and sobscantive procedures. The effectiveness helps 
the auditor to perform less-checking and vice-versa. 

The auditor must carry out a review of interna l control system. \Vhile reviewing 
he can acknowledge its effectiveness., which can further enable h im for 
determination of the limits to which the checldng must be done on bis part. 
According to Company Audit Report Order, 2003 it is important for an audimr to 
provide a comment on the effectiveness of Internal control system in the 
organization, hence reviewing of internal control is an integral part for carrying 
out the Auditing exercise. 



(iii) 7o Check the nritl,metical accuracy: lt is mandalory for :io auditor co check iftbe 
books of accounts are arithmetically accurate or not. Auditor needs to carry out 
the checking regarding a proper po!.1ing and balances of the books of auditing. 

(iv) To follow tl,e accou11ring pri,iciples: An auditor must confirm that \\hether 
proper distinction has been made between irem of capital and revenue nature. The 
audrror must ascertain che fact that there has been a proper adjustment made in the 
books of accounts regarding the item of income and e~pendinll'es falling into a 
parncular period. 

1.8 TYPES OF AU DIT 

Tliere are many rypes of audit Tbey can be broadly categori$ed as: 

I. Basetl 011 (J11111ershlp: Audit can be of following types 01t the basis of ownership: 

1. Audit of Proprietorship: In th.is case the decision to gee tht:: accounts auJ1ted 
is solely taken by the owner. The proprietor provides precise instructions lo 
the auditor and an agreement is made. on which the auditing work depends. 

ii. Aurlir of Partnership: 1n 1his type, a11 auditor is appointed by a mutuaJ consent 
of all the pattuers ill a company. This is done so that d1e misunderstandings 
and doubts can be avoided. 

111. A.udi1 of Companies, As per the Companies Act, it is mal\datory for every 
company to audit therr accounts. The audit of account is the responsibility of 
a professionalJy quaJiiied chartered accountant. Some amendments have been 
made in the Companies Act, 1956 and 20 13 about the appo,nrments, duties, 
power and liabilities of a qualified auditor. 

1v. Audit of Tmsl.s: ln this case, the trustees are appointed for managing and 
looking after the property and busjness of a trust. Therefore, the access and 
acknowledgement of the trust can't be accessed by the recipients of the trust. 
The accounts of the U'U'lt are maintained us per the tem1s aod conctitions 
mentioned in the u,1st deed. Moreover, the income gets divided among the 
recipients of the trust. As a result of which, there rnay be chances of 
occurrence of frnudulem and misappropriate activities. Hence the u,1st deed 
and .Public Trust Act helps in avoidance of such situations. As per the act, 
auditu1g of accounts of the trust must be perfonned compulsorily appowling a 
well-qu.alified auditor to serve th~ purpose. The audited accounts of the lmst 
ensure true and fair view of accounts of the trust. 

v. Audit of Accounrs of Co-operative Societies: In The year 1912, Co-operative 
Societies Act established Co-operative societies, A Co-operative society under 
the audit requires its auditor to have sufficient lcnowledge about the particular 
act through which the functioning of audit is detennined. 1l is mandatory for 
the auditor to acknowledge the by-laws of the society. ln case there are any 
amendroeo,s made in the by-laws of the society the auditor must ensute that it 
had to be registered duly in the office of the concerned Registrar. Co
operative 1-ocieties are not liable to Companies act. Hence. the responsibility 
of auditing and lhe cau~e to be audited lies in the bands of Registrar. He must 
en11ure that the person appointed for audit 1s under l1is authorisation or not. 
The authorised person must audit the accounts of the society once m every 
financial year. 

2. Based 011 Objectives: On the basis of objectives the audit can be of following 
types: 

i. fntern<tl Audit: Internal audit is related to the audit of accounts by l'he staff of 
the busmcss. lnternal audi.t is an apprnisaJ activity taking place within an 
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organisation. Internal audit js carried out. for rcvie'wing the 0perations related 
to accounting and finance. The review further helps the management to 
instigate whether a protective and constructive service is being provided to 
thern or not. This type of audit control functions by measurement and 
evaluation of effective status of other controls. Maioly, the accounting and 
financial areas are Jlleant to be dealt with this type of audit. Yet it may 
sometimes deal with the matters relating to the operating nature of the 
organization and internal controls. 

11. Cost Audit: Cost Audit 'is related to nature of correctness of cost accounts and 
verification of adherence to the cost accounting_ plans. The costing system, 
techniques and accounts are checked in a detailed manner in order to verify 
that the accounts are correct and ensure they obey to the purposes of cost 
accounting. 

iii. Secretarial Audit: 1n Secretarial Audit, il is ensured that compliance by the 
company of various provisions of Companies Act and other relevant laws arc 
ver;ified or not. Secretarial audit rep011 includes the following points: 

(a) The maintenance of the books in accordance to the Companies Act, 2013. 

(b) Obtaining the required approvals frmn authorities including Central 
Government, Company law board or other concerned authorities. 

:iv. independent Audit: lndependent audit is performed by an independent 
qualified auditor. The purpose of lndependent Audit is verification of truth 
and fairness of the company' s financial position and profits earned, by 
checking its financial statements. The primary purpose of Independent Audit 
is to provide the interest of parties such as owners, shareholders and others, a 
safeguard. TI1ese parties commonly cannot access the acknowledgement of 
the operations performed in the organization on day-to-day ba~1s. Hence, tl;ie 
inde-pendent audi1 keeps their interest in protection. 

v. Tax Audit.' The tax audit has become integral so that it :ean be ascertained that 
tax related documents are accurate or not. lt ensures that the tax related 
documents are valid an<l credible. ln tax audit following aspects are covered: 

(a) income returns 

(b) invoices 

( c) debit and credit notes 

(d) various current and fixed assets 

3. Based on Time: On the basis of time the. audit can be of following types: 

1. lJ1terim Audit: An interim audit is referred to such an audit which is performed 
in-between two annual audits. The acconnts related to a particular part of a 
year are completely checked in this type of audit. It also deals with the interim 
figures of the sales taken place. 

11. Continuous Audit: Jo this type of audit, the conduction of auditing takes place 
at either of the following two levels; 

(a) throughout the year, or 

(b) regular short intervals of time. 

It is defined by some aurhors as: 



.. A continuous audit involves a detailed exaro,nation of all che tronsacltons by 
the auditor attending al regular intervals say weekly, fomughtly or moothly. 
during the whole period of trading .. , 

. T.R. Batliboi 

"A continuous audit is one where the auditor or lus staff is conscantly 
engaged in checking the accounts during lhe whole period or where the 
auditor or his staff attends at regular or irregular intervals durmg the period." 

· R. C Williams 

iii. Finttl Audit: When the audit work 1s carried out after the close of financial 
year 1t 1s known as rhe Final Audit. lo general tenns, Final Audit can be 
u11derstood as such an audit that cannot be commenced untU the iinnnciaJ 
period ends. It can be commenced once the financial period is over and 
completed. 

iv. Ba/ante Sheet Audit· ln this audit, the various i1·ems of the bnlance sheet are 
verilied. TI1ese items can be any of the following: 

(a) assets 

(b} 11abitiues 

(c) reserves and surplus 

( d) provisions 

(c) profit and loss balance 

1.9 COST AUDIT, ENVIRONMENTAL AUDIT, ENERGY 
AUDIT 

1.9.1 Cost Audit 

Cost Audit symbolizes the affirmation of credit reports and assesses lhe adherence to 
the cosr-accountfog programme. Cost Audit determines the Truth of price accounting 
records to make sure that lhey conform to price acconntmg fundame11tals, strategies, 
processes, and objectives. 

Cost Audit include:$: 

I . Verifica1ion of those price accounting recon.ls like the preci~ion of lheir price 
rcports1 cost statemcms, price mformation and break ing procedure and 

1 . Study of those records to make cect:ain t11at rhey stick for the price accounting 
fundamentals, s1raregies, processes, and goal. 

DejiflitiOllS 

Cost Audit has been an essential inspecrioo, carried out to validate the correctness of 
Price Accounts and also it assesses that price tag accounting fundamentals and 
preparation are ecouumically adopted. lt's no1able that lndia could be the sole country 
that has released statutory cost audit to modulate approximately 45 critical seclors of 
the nation. 

Trus expresst◊n suggests: 

(i) Toe items of cost-accow1ti11g gather about what the cost-11ccountiug programme 
should have, now been anracted upward need to get retained at heart to check 
whether or not t.l1e mast·er plan itself and also the exact amounts accumulated will 
contrihute to the success of tliis target aim of co)lectioo For example, in lhe event 

II 
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the purpose would be to reach rnaxhrnun efficacy, the master plan and also the 
investigation of information would differ in the circumstance at which the sole 
goal is always to resolve costs. 

(,il) It's to be analyzed if the processes laid dowo to discovering costs along with 
different relev.ant conclusions happen to be executed. Treatment method and 
conclusion of unexpected declines of treacment or gains of particular bills as 
indirect or d1rect are. examples in position. 

(iii) The correctness of these characters needs to become vouched. 

'Statutory Cost Audit can be a method of the audit provided by the federal government 
of India for its inspection evaluation and evaluation of this cost-accounting record and 
also extra information necessary to be kept by given businesses1 (ICWA of India). 

The idea of cost audh Was elaborated by lCWA because of 'an audit of the efficacy of 
second infonnatio,, of cost, whereas the job is currently in advance and maybe not a 
postmortem assessmen.L A fi11ancial audit can be a 'fait accompli,' cost audit is 
principally a preventative step, a direct for direction coverage and conclusion 
additionally addition, fora barometer of performance.' 

Cost Audit could be predicted as efficacy audit. It's eVidenced by amendment in 
section 209 that reads, 'The first goal of the amendment of this section would always 
be to make sure given, sLLitable company records regarding. Utilization of substance 
labour are al! available that could make efficacy audit (price tag-audit) potential.' 

Conduit Auditing is the procedure of "auditing the standard of supervisors via 
assessing these as human bosses and assessjng the caliber of the entire technique of 
contr6])jng within a venture." So conduit audit targets in analyzing how supervisors 
perfonn various purposes of direction, e.g., weparation, organizing, inspiring, etc. 

Features of Cost Audit 

The principal benefit~ of the cost audit that it will make certain to rely on its 
information because of its intentions Hke - price-fixing, decision. and strong grip on, 
etG. Existence of this procedure of audit is also of excellent usage for sustaining 
internal control and checking. lt is of excellent support to monetary audit. However, it 
is to be noted that the goals of the financial ancl cost audit differ. 

The fonner is aimed at avoidance of errors and frauds along with a demonstration of 
Gain and Loss Account and Balance Sheet that demonstrates an accurate and 
reasonable v ie\.v of this condition of events (of gain brought through the entire season 
and also of economic position .in the close of the entire year). 

It works out the totality of cost and profits in place of its operational investigation. 
Cost Audit will demonstrate the validity of expense of just about every item, 
occupation, actiy ity, etc., and takes account of the right tnvestigation of information 
au.a its particular estimation, therefore it receives the essential information instantly. 

Aside from dependability of information, cost audit needs to yield certain significant 
benefits. Somewhat, it ought to be stated that cost audit helps unify and comprehend 
gains expected in the means of breaking. According to H R Gokhale, ex~minister of 
Law, Justice and Company Affairs, the. societal benefit of cost audit: 

'The aim with this step (cost audit) will be i:eal to shield shoppers from unwarranted 
growth at price ranges. Reasonableness of those values charged may simply be 
guaranteed with the proper conclusion of expenses and also the perimeter billed by 
manufacturers as well as their retailers. Another thing underlying this measure is 
always to produce the businesses protected by these kinds of rules efficient and alert 
and also to create sure they understand their own fair cost using a view to cutting 



down i1 into lhe scope potential. So by adapting for the system, the interest in 
consumer bas been gunnied plus its certain. measure iu t:be direction of removing of 
soc,eraJ chaos'. 

The benefits. temporarily. are the foUowing: 

( i) At1 intimate test is goictg to be kept on most of the wastages substances from a 
retailer, labour. etc. - and they're going to be instantly reported and located, 

( 11) loefficieocies in a generation (or efficiencies) will probably be '11tua1ed and 
changed to fisc:il provisions. 

(iii) Dunng fixation of human duty, direction by exclusion will undoubtedly be 
powntial. 

(1v) rhe machine of financial control and standard costing will probably soon be 
significantly eased using cost audit in the co.ntrol of an expcmmced cost 
accountant. 

(v) Records are likely to be soon update and infonnarion for assorted purposes wil l 
probably be accessible. 

(v1) Cosl: audjt can overtake quite a few of frauds and errors rhat migh1 no1 be shown 
differt!ntly, This js only because a cost auditor assesses cost caked and contrasts it 
together wilh standards and also ascertains exact causes of the discrepancy. 

Cost audi! provides many benefits in handling differeni matters to, price accountants, 
shareholders, stalutOry auditors. shoppers and also to govemment. 

All ihese benefits are outlined as under: 

Poriti11e A~pects <>/ Control: 

(i) Glitches in after tfa,og fundamentals and principles are aH found. lnconsistendes 
and scams may likewise be discovered. Th.is prevenrs e\'ery one awake and boosts 
efficacy. 

(ii) Cost audJt may function to quantify the performance of administrators along with 
far better perfonnance might be rewarded. 

(ii,) This will belp to organize accurate price reports and also l'liis firm preparation 
could be more authentic. 

(iv) lnter-firm comparisons might be built with ease, which may be qu,ito a helpful 
proposal if industrial intellect is equally excellent. 

(v) Cosl uudit may give a notion concerning the relutive operational efficacy of just 
about every sect1on Clf the branch; also can therefore induce deficie-ncies and alt(~ 
st1mulate to use within an aggressive soul. 

Positive Aspecrs fD Ma11ogement/Cost Acco1111tant 

Significant benefits includ~: 

( i) The t.'lsk wm be cased as deficiencies, mistakes, etc., are all stated. Costing ideas 
might be rendy to manage the points. 

(ii) Cost audit c:1n assist in the quicker understanding of financial and cost reports. 

(iii) ln the event the cost auditor can be an outsider and is still an c;,:pcn·, then he can 
undoubtedly provide a few practical and solid jnformatfons to streamline dividing 
systems and business enterprises. 

13 
An lmmdttclmn to Auditing 



14 
Audifing 

(iv) Cos1 audit can help to concentrate attention directly to the ptoblems confronted 
with the price accountant. This can help him to reacb his targets and aims 
effortlessly. 

Positive Aspects 10 Statutory A uditor 

Important benefits include: 

(i) Audited price tag data enables him to ascertain the worthiness of shares, 
remuneration of managenal employees, etc., together with precision and ease. 

(ii) Statements and Data of cost audit aUow hlm to get ready his audit programme and 
also plan accordingly that he focuses more on those facets that have yet to be 
satigfactorily insured by cost audit. 

Benefits to Consumers: 

( iJ The most primaiy benefit incJudes the way a statutory cost audit functions and 
resolves an affordable price tag for the shoppers. 

(ii) Considering that cost audit targets in achieving efficacy from rhe business 
enterprise, this may also have represented in lower prices towards those shoppers. 

Positive Aspects ro Laboirr: 

(i) ln case of cost, the audit is perfonned enrireJy by labour, additionally benefits 
furure of the persons who are involved in this process through different rewards 
and added benefits. 

(ii) Additionally, it provides to coosider the use of labour in strengthening efficacy in 
the duration of greater productiveness. 

Positive Aspects to Shareholders: 

( i) n1ere's correct evaluation of most types of inventories.. This will endeavour an 
acrual picrure of this organization before shareholders as well as different 
shareholders and allow them to evaluate its perfocmance. 

(ii) Topical cost audit emphasizes efficacy or inefficiency, ut'ilization of work as well 
as othertools, adequacy of yield, etc. 

Positive Aspects to Govt. a11d Economy: 

(i) This enables our government to repay accow)ts al which cost-plus contracts are 
manufactured. 

(ii) TI1e federaJ government might intervene to look after the intecests of their 
shoppt:rs, labour1 shareholders, and traders in exploit or ineffective managements. 

(iii) In the federa l stage, cost audit boosts cost awareness and general efficacy. it 
follows that every rupee spent. creates the most number of merchandise and 
solutions. 

Kinds of Cost A udit: 

The major types of cost audit would be: 

(i) Cost Audit within a Supporr to Control: The goal is always to find that most 
information set io earlier direction is more relevant, dependable and immediate 
tberefore that direction may rele<1se its responsibilities nicely. It also has to be 
found that no applicable or relevant information has been curbed. 



{Ii) Cost Au,lit Ccmceming a Person: Regularly contracts have been positioned oo 
"Price Plus" founcladon. To put jt differently. tbe consumer may e 'tnbli~h cha I 1be 
last price tag to be compensated on the grounds of exact expense and an agreed 
margin of benefit . The purchaser, at this situation, commonly receives pnce 
account of 1h1$ product. audited to ascertain appropriate price aod for that reason, 
selling price. 

(iii) Cost Audit for Government: On occasion. lhe Authorities have bee» approached 
witb a pctitton for financial support or security. Before deciding about lhe 
petition, the Authorities might decide to acquire cost accoUllt of their applica.J1t 
audited, lo ascertain tbe authenticity. 

(iv) Cost Audit bmeutlt Statute: The Amendment Act of 1 Q65 has ,\dded a fresh 
sect.ion, 2338 , at the Businesses Act, 1956 where tlie Cent.ml autho1ities can 
dictate Lhor one types of organizations will receive their price tag accmmts audited 
using a p,m of tbe lnstitute of Cost and Works Accounts. Just sucb businesses as 
having to keep correct records w:ith regards to stuff absorbed, labour as well as 
other bills under Section 209 (as revised up to now) and olso could be asked to 
receive their pnce tag accounts audited. 

The abilities and obligations and style of cousultat1on ot' this cost auditor would 
be _iusr like that of outside economic auditor alo11g wiLh the exact very same 
disqualificat1ons may employ. The cost auditor will publish l1is account i1uo the 
Company Law Board having a copy into this provider. The best way to explore 
all parts of price rag account is presumably given to this cost auditor. 

The desire of cost audit underneath statute seems t.o being a tool of command.. tbe 
fees of nwnerous merchandise. The governmem gets chc capability 10 prescribe 
differelll forms at which cos1 audit accounts must be created. All lhe:-e were 
created not merely to check information, but addiriooaUy to com,uunicate a decent 
offer of information regarding Authorities_ 

(v) Cost Audit Co11cer11ing this Trade As~ociat.ion: Sometimes commercial 
mstitudons want co keep up prices in a particnlar degree. for tlus use. the truth <)f 
breaking infonnatlOD filed by several worries needs to be assessed. The commerce 
institutions could choose to own entire mformation on the topic of creation 
capacity and also the comparative efficacy of successful procedures. 

1.9.2 Environmental Audit 

The environmental audit has been an overall term which may sigo1fy different sorts of 
tests designed to spot environmental compliance and administration sti·ategy execution 
interruptions, togel11er with. corrective actions. Inside this monner, they pecfo1,111 an 
equal (like) rolt: into financial audits. Additi.onally, there are usually two di!mnct kinds 
of environmental reviews· cornpUance audits and management systems audiis. 
Compljance audits are normaUy I.be main type in the United States or within just US
based 01ultinationals. 

Environmental auditing staned from the USA from the 1970s. At first reactive in 
attention, ecological criteria were coped with by 'end of pipe' answers. Command 
measures had been significantly afrec1ed from the decrease remediatt0n expenses. and 
pcoalties which couh.l stern from industrial injuries. also should handle environmental 
obligations. 

Environmental auditing premiered into both UK and elsewhere chieny by 
muJtinational companies that started initially to use the audit techniques corporately 
and by way of subsidiaries. it's currently being invited down the distribution series 
wheu substaorial businesses require that their providers have green qunlifications. 
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Environmental auditing bas additionally been proactive because businesses have 
recognized pocenrial economy along with stake l1older rewards, efficacy profits, cost 
economies, and also the importance of enhanced public connections. 

TracUtiooaUy, cnvironmernal auditing was created for industrial (compound and 
manufacturing) sottware. Further it was used in i.ndustry leading IO many Charter 
efforts to stact up activities lo higher public examination. Local governments today 
employ auditing inside their job. Thfa is sometimes Jikely to rise quickly as a 
consequence of new obligations b1 the direction of sustainable improvement and also 
the execution of local Agenda 2) . 

The expression 'environmental auditing' is extensive. Personal industry environmental 
auditing was variously understood to be: 

The systematic srudy of the interactions between finn performance and its 
surrounding. This consists of all emissions to the atmosphere, water, and legal land 
limitations; the ramifications in the Arabian community, both landscape and ecology; 
and also the general public understanding of this operating corporation from the 
neighbourhood field. 

Several kinds of the audit are completed out by employers: 

• Complla11c.e Audit: Probably the most frequently encountered kind of audit 
compose.cl of tests agai11st ecological laws and firm coverage; 

• Problems A tu/it: An appraisal of the way in which ,\ corporation's activities relate 
to an eco]ogkal dilemma or (e.g., worldwide contamination, electricity usage) or 
an appraisal of the particular dilemma (e.g., properties (provides); 

• We/being Insurance and Protection Audit: A11 appraisal of challenges and 
contingency preparatio11 (occasionally combined with environmental auditing on 
accoLLnt of the interconnected impacts of industriAI procedures and dangers); 

• Internet Site Ai,dit: Au audit of the speci fie internet site to test actual or 
prospective ecological problems; 

• Business Audit: An audit of the complete provider and irs particular policies, 
consti·uctioos, techniques, and practices; 

• JJ11si1iess Procurement Audit: An appraisal of future ecological and monetary 
hazards aad obligations taken out earlier to an organization performing regular 
audits related to environment. 

• Activity or Futict;o11al Audit: Ao appraisal of activities which can cross 
corporation sections or components (waste or energy direction). 

• Product or Service or life-Cycle Audit: An i11vestigation of ecological impacts of 
the product or service duri.ng a)) phases of its design, manufacturing, and usage 
and disposal, for example, its recycl ing and reuse. 

Those mentioned above are clarified as semi-~udi ts re lated to the environment 
differentiate them by the more special environmental audit also, specifically, the 
periodic audit which fonns an essential measure of ecologica l management systems 
(EMS).) Each is reviewed below. 

From the community sector, community governments also have direct.ed tl:ie manner 
ill environmental auditing. Two forms are identified: 

• External audit: An evaluation of the status of the neighbourhood surroundings, 
commonly leading to a cood.itioo of tlie Environment Report (SOE or SOER). 



• l11remal audit: Comprjsing of two locanons: 

❖ Plan impact evaluation: An overvjew of these activities (objects and services 
nnd practices and coverages) o f their jurisdict ion. 

❖ Conrluit Audit: A summary of these s tructures and procedures whereby 
ecological insurance poJic,es are handled from the jurisdiclion. 

'Strategic J!11virorunental Assessment' (SEA) has recently surfaced as an easy style of 
assessing the ecological impacts of policies. plans. and programmes. J n Scotland SEA 
wa.~ piloted in Gordon D1s1ric1 al 1994. SEA can be researched as an easy style of 
differentiatmg the possible ecological impacts of a few of tbeir Stn1ctural Fund 
Programmes. 

E11vironme11l11l a11diti11g prac1ice and processes 

The more partjcular sort of environmental audit includes lhe col,leccioo, collation, 
evaluation. interpretation, and presentation of all infonnation that is utilized to: 

• Evaluate performance rrom a group of objectives or requirements, associated with 
cer1ain topics; 

• Appraise compliance witl1 environmental Jaws and company insurance policies: 
aud also 

• Step perfonnance contrary to cert~in essentials of an environmental management 
process benchmark. 

The orderly, regular, recorded t1nd objective elements of enviromucmal auditing are 
key for efficacy. h's fast growjng as an important and effective tool for the 
organization's ecologicaJ evaluation and direction tool kit. The demand of 
occasionally repl icating audits makes sure that there's a continuing devotion and also 
a systematic course of action to boost ecological performance. The reach of repeat 
audits may additionally expand to eventually become a lot more comprehensive 
because expcrt[se and experience will be accrued or new problems or Jaws arise. 

On occasions, the provisions appraisal, evaluation, observation or inspecuon are 
utilized inlercbangeably together with lhe audit. The audit suggests in-depth sratistical 
conftrmati(>n with a regular cycle amongst audits. An appnusal or inspection can be 
quite a one-off event that's performed in less detail and also with sigJ1ificantly less 
direct assessing of infonnation. 

Security Revjews offer a research breakdown of latest environmental rt sults or 
impacts, import.ant environment.al laws plus an announcement of live ecological 
performance The testimonials offer a foundation for setting up a 111ore duect action 
programme, They are a pa.n of an ecologicaJ cont(ol strategy that will help execute 
s trategy 

They need to be right to these particular conditions. As environmental auditing 
depends up on various modalines, every corporation can specify us own strategy 
predicarcd up on its dimensiot1, its activities, and its pacticular company civilization. 
The extent nnd fashion of audits differ. However, frequent phases and acuvities 
comprise: 

• Pre-audil point; 

• Entire control devotion; 

• Placing general objectives, goa ls. extent and disposition; 

• Pfoking a staff to guarantee objectivity and ex.pen proficiency: 

• Audil poinr: 
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• Onsite audit, n.ice]y systematic and defined with prot0cols or checklists; 

• inspection of files and records; 

• Inspection of coverages~ 

• Interviews; 

• Website review; 

• Article-audit phase; 

• Analysis of findings; 

• Reporting with suggesuons; 

• Groundwork of an action strategy; and also 

• Follow up. 

That can be an increasing requirement for those consequences of auditing to become 
revealed. Present European centers on behalf of ecological infonnation and also the 
need for this Eco-Management and Audit Scheme to a llow participants to successfully 
release ecological announcements. 

Environmental Auditing ,wd E11viro11.111enta/ Mtm1igeme11t Systems (EMS) 

An EMS is an instrument bitilt to allow busu1esses ro aim, reach and establish 
continuous progres$ in environmental perfonnance. This consists of only one 
incorporated direction process having a range of phases, including an environmentaJ 
audit. There are a lot of crite1ia (e.g., the Britisl1 Standard BS7750 (BS I l992), also 
both. the European Eco-Management and Audi1 Scheme for both Sector (CEC, 1993) 
aJ1d also fhe DoE Eco-Management and Audit Sc.heme for UK Local Authorities 
(DoE, 1995) etc. These include most or ea.ch of the subsequent components to: 

1. Adopt an ecological coverage to support and a lso promote devmfoo to constant 
improvement in environmental performance; 

2. Attempt an ecological evaluation to determine substantial ecological matters and 
impacts; 

3. Put up ecological programmes of goals, objectivei,, and actions; 

4. Set an ecological direction strategy to be sure the execution of t11e essential 
actions to attain such aims; 

5. Undertake periodic estimate of elements; 

6. Make one ecological am10uncemen_t on ecological perfonnance; also 

7. Attain impartial confirmation of this ecologica l invoice. 

Some businesses have established internal ecological standards that are implemented 
worldwide. These are strictet than nearby law. 

Communily busi.11ess environmental auditing 

More importantly, community sector bodies and community governments are 
adopting auditing ways to set baselines of ecologkal perfonnancc. These subsequently 
inform direction action. 

lnterest and action had heen sparked from the late l 980s from the Friends of the 
P Janet Earth (J 989). Lots of governments willi.ng ecological charters, foHow 
ecological plans and action ideas that are often thought of as Greeu Strategies. lt 
wasn't good comparing to previous leading policies and additionally realized that the 



htgher company performance ru\d ecological added benefits of these wider and heav1e1· 
methods for their internal aod external audifing. 

Back in l989. Lhe very first regional authority environmental audil 1,as been 
perfonned by Kirk lees District Couocll using the aid of both Friends of our planet. 
Ever !>ince that time numerous Scottish Regional governments bave generated 
environmental audits. especially Fife and Grampian Regional Councils, Ross and 
Cromarty, Gordon, Falldrk, Clackmannan along with Dundee District Councils. The 
range of community industry audits differs. The impacts of rhese act,vJties of th<:fr 
neighbourhood jul'isdiction include: 

lmmetli"te impact,;: Ecological impacts which derive the way ii'\ which daily 
act ivi11es are undertaken. Direct results are insured by internal control oudit. 

Assisto11ce impacts: Ecological inlpacts which lead in the businessc:-s attempts tn 
executing environmentaJ procedures and aims. They'd be dealt with the coverage 
Impact evaluation kind of audit. 

Public ind11s/lj,' uutlits protect quite a few of concentrate in places like: 

• Vitality usage; 

• Recycling; 

• Hard woods from rem:wable resources; 

• Environmental 1nstructionj 

• Habirat conserv~tion and production; 

• Green paying for; and also 

• Visitors are relaxing. 

Inevitably yon'U find problems tbat could happen to be .mtssed or may be 
misinterpreted, and also further and better guidance is going to w,doubtcdly be 
critical. 

Tlte Adt1a111agcs of A,ll(/iti11g 

Even though euviroruneutal alJdtts are made to recognize ecological problems, there 
can be extensively varied motives for a job and these include c1Jmpliance with all 
laws, anxiety from provide1·s and clients, pre-requisites from insurance or Lo get 
funding initiatives, or even to present environmental activities towards people. The 
advantages of env1roomemal audillng include: 

• Assuring compliance, not just together wjth laws, rules, and criteria, but also wilh 
business policfos and also tbe needs of an environmental admiwstration system 
(EMS); 

• Allowing ecological problems and dangers to become predicted and answers 
intended; 

• To prove that an organizatjon knows of its impact on tile surroundings th.-ough 
supplying op111ions; 

• Eleviued consciousness amongst staff; and also; 

• Addinonai effel)tive resource usage and cost deficits. 

Tremlslfuture impruvemants 

Audit programmes are going to be a conventional ecologicaJ direction cool but 
problematic because of tls revelation of audit answers are climbing. General public 
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statements of ecological information together with outside empowennent have to be 
people engaging from the local or European jurisdiction Eco-Management and Audit 
Scheme. 

The usefulne~s of environmental audits differs from mganization to organization. It's 
very Ukely that audits are going to be p.ropedy used increasingly to: 

• Supply analysis infoTTI)ation to allow businesses lo appraise and take care of 
ecological surroundings and hazard; 

• Form the cornerstone for monitoring and initiating both Environmental 
Management Systems; 

• Subscribe to ecological direction strategies that become incorporated jnto 
ecological impact evaluation along wi:th the managing of predicted impacts, 
monitoring and mitigatio11 steps; 

• Encourage the ex.ecution and direction of integrated mr pollution' management 
processes and help within the meaning of 'best practicable environmental 
solut1ons' (BPEO): 

• Handle external off-road impacts that believe that the wider ecological footprint of 
an organization's activities~ and also 

• Overhattl environmentally accountabk procedures down the distribution series. 

Environmental audits have cusmmatily taken care of the ecologica'l ramifications of 
industrial procedures as well as to some smaller degree, together with origin ingestion. 
Dir:ected frnm the compliance and legisla-tion techniques, the surro!J.lldings have 
11sually been contemplated regarding atmosphere, water and land. Substantial 
conservation advantages can he accomplished by broadening the attention of auditing 
to comprise natural legacy capabilities and objects. This will consist of natural legacy 
laws and from the use of audit methods to habitats and soil usage, for example as 
plantation components, forest management components, or even -0thletic property. 
Generic ways can result in the evolution of conservation management ideas. 

1.9,3 .Energy Audit 

Energy Audit can be a critical connection with in the whole direction series. The 
vitality din:ctor, even though suggesti'ng a variety of classe$ of action and analyzing 
their impacts, necessitates a in-depth information foundation to perfonn out of energy 
audit efforts to successfully equilibrium th.e complete electricity inputs together· with 
its own usage arid functions to spot all of the energy tlows inside the body and also 
quai~tifies vitality usages predicated on its distinct functionality. 

An energy audit can be. a fruitful device in discovering and chasing thorough energy 
control programmes. Its favourable attitude aiming in c.ontinuous advancement in 
electricity utilization compared to monetary audit that emphasizes to keep up 
regularity. Energy audit offers a remedy to this query - what things to accomplish, the 
place you can start out, in what expense and to that wbich positive aspects? 

An energy audit will help in vitality expenditure optimisation, air pollution 
management, protection elements and signafs that the way to enhance the upkeep and 
operating practices of this body. It's instrumental in dealing with all the specific 
situation of the version at energy expenditure accessibility, the efficacy of power 
distribution, conclusion predicated on appropriate energy combination, the conclusion 
on utilizing enhanced, e lectricity conservation gear, instrumentations and technological 

innovation. 

It's been demonstrated that energy-saving of this purchase price of 1-5 to 30 per cent is 
potential by simplifying utilization of vitality by improved sourci'ng, very Jow priced 



retro fitting steps and usage of energy efficient gear during the right time of 
replacement~. lndinn marketplace absorbs a lot more energy in comparison with its 
counter-parts UlStde the developed oations. 

Targets of Energy Audit 

The energy audit stipulates that the critical infonnation foundation for total vicality 
conservation programme covering in essence vitality usage evruualion and analysis of 
all power conservatjon steps. 

h targets in: 

1. Eval11at1ng present blueprint of pow~r intake at several different cost centres of 
surgeries 

ii. Relating vitality inpur.s and generation output signal 

Ill. Figu ring out potential regions of renewable and electric power economy 

iv. Highl ighting loopholes in important locations 

v. Repairing of energy-saving potential goals for human cost centers 

vi. lmpl~memation of steps of electricity conservation ,md also 1he realization of 
economics. 

The general goals of this Energy Audit are executed with: 

i. Pinpointing aspects of advancement and foanu1ation of power conservation steps 
necessitating no investment decis1011 or even irreconcilable investment decision 
through strategy advancements and optimization of all surgeries. 

ii, l'inpoullUlg areas needing the key investment with a combmauon of 
contemporary energy efficient equipment and also up gradation of present gear. 

1.10 DIFFERENCE BETWEEN INVESTIGATION AND 
AUDITING 

Sometimes, the terms 'investigation' and 'auctiting' are used synonymously. However, 
there is a wide clifference betwee11 the two. Let us study about tbei.r differences in 
detail. 

Table t . I : Difference l)ehveen Investigation and Audllillg 

Investigation Auditing 

Tnves1tgation infcn. to cxamme 1he reco1ds of a Auditing iruplie-s JO exarninc 1he financial 
business for a p.1nicultlr purpose in a systematic infounation of :my entity 111 an indepenMn1 
nod cn11c:1I mnnn~. way. The purpose of such c~11mmuhon IS 10 

e,~prcss an opmiou therton. 

It is volun1ory in nomrc. II is mandatory for companios bu1 volu111:1ry for 
other organiza{ions. 

h can be cnmcd 0111 by any per.mn, who may not It is mandatorily conducicd by a quahfied 
necessarily be n chartered accountMt chanere<l acco,mtant w1tbin the mcan1!1g$ or 

the Chancn:d Accountants act 1949. 

Here the poim of view of me appointing agency is Auditing 1s carried out on company owner's 
kepi in mind while the work is camed 0111. behalf. 

Only the questions laid down in the engagement The opinion is fom1ed on 1he basis of financial 
let,er ure nnswcri:d. sta1ements. 

There i$ tt(, nctu of statutory form of Investigation The matters which are covered in an audit 
report. report are sometimes preRcribsd by law. 
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COMMITTEE 

Corporate Governance is the process through which organizations are guided and 
regulated for the interests of botb many others as well as their stakeho)ders ensuring 
increased transparency. improved direction, along with financial coverage. The Board 
of Managers 1s accountable to the governance of these own con1panjes. 

Governance ts crucial within our enterprise community now, notably following the 
globaJ disasters. Company governance is recognized as a requirement enrolJ and to 
simply accept an organization generally in a lot of those stock-exchange markets alJ 
around the world. The audit committee performs a part io company governance in the 
management and faking responsibility of the organization. As an agenr of the 
government mechanics and board of supervisors, the procurement. committee is 
closely included with the organization's internal and foside audits, internal 
management, bookkeeping and fiscal maoagemem, regulatory compliance, and hazard 
administration etc .• are looked after by them. 

Business govemance has relarionships in between. and responsibility of your 
company's stakeholders. in addition to regulations, processes, techniques, 
expectations, and also fundamentals which might impact the company's leadership. 
Additionally, it includes assessing policies and ci1e company's prnctices concerning 
respect for Lhe moral criteria and fundamentals. together with the compliance of the 
organizanou. 

Dramatic company failures have left it a very fundamental dilemma, with uu.merous 
authorities and regularory governments creating attempts 10 pm in rigorous 
governance regimes to guarantee the smooth functioning of business associations, and 
also protect against some kinds of failures. A company government process is 
w1derstood to be a more-or-less country-speciflc period of legal, cultural and 
sociological facets affecting tl1e routines of sway which investors (or stakeholders) 
apply oo the work-related conclusion. Business governance mechanics would be the 
processes used, a1 the busjness level, to address corpo1-ate-govemance issues. 

As it's rt:garded as a required part of marketplace field, is tremendously required by 
shareholders and alternative economic market members. Regulatocs have enacted 
business government reforms to reguJation in various nations, like America 
throughoul the Sarbanes-Oxley A ct of 2002 that claims that so as to protect their Jong 
tem1 victories, assoc.iations employ company governance to be ce.rtaio that they're 
controlled a:nd (tirected at a:n expert, accountable an<l clear method. The organization 
government codes are fundamentals of the clinic dtlring the stock exchange using 
some portion of legislature running. 

Deji11iliot1 of Co,-porale Governance 

The phrase 'Corporate' is connected with an authorized enactment for the business' 
trnde. The phrase 'Governance' signifies that the practice of control, direction or 
power. TI1e thought of 'Corporate Govema.nce' is that the device by that the small 
business entity's djrection sends and controls the actions of this stakeholder's interest. 

Narayana Murthy, Chairman,. Committee. on Corporate Govemance opines----

11Corporate governance could be your endorsement by direction of thejr inalienable 
rights of investors because ~1f the true proprietors of their business and also of the own 
job as trustees concerning those bankers. It's all about devotion to worth, on ethical 
small business behaviour and around building a differentiation between individual and 
corporate capital at the managing of the business." 



Problems of Corporate Goi•ernance: Clause 49 of the l.tsting contract addresses SEBJ 
rules seeing Corporate Governance. Problems addressed in Clau~e 49 conceming 
Corporate Governance are: 

(i) Board's Director. for example. itS rei.rrtbursemcnt; 

(ii) Provisioos relating to Doard's Committee such as functioning and composition of 
Audit Committee. That is a significant pillar of Corporate Governance; 

(iii) Control of subsidiary businesses; 

(iv) DiscloStU'eS of significant dtlemmas involving reJa.1ed party trades, bookkeeping 
procedures, bai:ic prjnctpJe of danger management, bookkeeping for profits from 
people problems, appropriate problems, preferential problems, and so on; 

(v) Content of di.rection discussion and evaluation; advice for investors; 

(vii) CEO/ CFO certificate 

viii) Report of Corpora1e Governance and compliance credentiaJs. 

Admi11is1ratio11 's Ob/igotio11 

Managements' du1y for running its own business takes u 10 rake act,ons 10 make sure 
the execution of thetr demands of c01porate governance as stipulated m Clause 49 of 
tile Listing Agreement 

Below the details of Lhe Llsting Contract i given. A company bound to apply the 
Demands of Clause 49 of the Listing Contract. 

Audit Commilfee under Claw,e 49 

The needs of Corporate Governance under clause 49 of the list deal is n:viewed 
under. 

Reputable and Separa1e Audit Committee [Clause 49 (11) (a)] -

Depending Uf)Oll the SEBI a licensed and independent audit comn11t1ee will ltkely be 
put ·up taking into consideration of these standards: 

(i) The audit co1tID1ittee will have three supervisors. Two-thirds of those as~ociates of 
this audit conunittce w ill likely be independent supervisors. 

(ii) All of 1he members of th.is audit committee will likely be tinHn<.:iol ly literate, and a 
minu:UUJJl of one membe( will have accounting or reh1ted financial management 
experience. 

(iii)The Chainnan of the Auclu Committee wiN be a different manager. 

(1 v) The Chairman of the Audit Committee will be present in Annual GeneraJ Meeting 
to answer shareholder queries. 

( , ) The auclil committee couJd encourage those respondents it believes ,ight (and also 
particularly the thoughts of their fund work) should be found in the conferences of 
dris committee, however, on occasions it can even meet with no existence of some 
execuuves of lhe provider. The fund manager, head of internal audit and also a 
repre.s<:ntativc of trus statutory auditor would be present as invitees of thIS audit 
commiucc. 

(vi) The Company Secretary will ace as the secretary of the comminee. 

The word "economically literate" signifies that the power to browse and comprehend 
official financial a1111ouocements. i.e., balance sheet. revenue and loss nccount, along 
with the an11ounceinent of income flows. 
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A participant fa going to be believed to get accounu.og or related financial 
management skiJls whether or not she' owns knowledge u1 accounting or finance, or 
necessity expert certification in accounting. 

Some other comparable expeiience or background which leads to somebody's fiscal 
sophistication, including being or having been a princjpal executive officer, chief 
financial officer or other senior officer with financial oversight tasks. 

Assembly of Audit Committee /Cla.ui;e 49 (11) (B)J 

The audit committee must satisfy no less than four occasions at a calendar year and 
aJso not greater than four weeks will likely discriminate between two encounters. 

The quorum will likely be either two members or a third of those associates of chis 
audit corrumttee whatever i.c. increased. however, there needs to really be at the 
minimal of two membeIS. 

Powers of Audit Committee {Clause 49 (TJ) (C)J 

The audit committee will have abilities, which oughr to incorporate the subsequent 

l. To research any activity within the terms of reference. 

2. To Seek out advice from every worker 

3. To get external legal or other expert info1111ation . 

4. To secure the attendance of outsiders, 

It might be said that the four abilities as stated previously are simply illustrative rather 
than exhaustive. 

Tbe auditor must assess if the condjtjons of reference to this audit cqmmittee have 
been styled citing the abilities. It's compulsory for its four forces to become vested 
from the Audit Committee. Tbe Board could delegate/vest forces that are additional. 

Part ofAudit Committee /Cl.ause 49 (11) (DJ/ 

The use of this audit committee will incorporate 

(i) Oversight of this provider's fiscal reporting procedure as well as the- disclosure of 
its financial jnfonnation to be sure tbat cl)e s tatement is accurate, sufficien1 and 
credible. 

(ii) Reviewing with managemenr the yearly financial s tatements before submission to 
the Board, focusing moS1ly on: 

❖ Any changes in accounting gi,.1idel)nes/and clinks; 

❖ Significant accounting entries based on exercise of conclusions by direction; 

❖ Qualifications in draft audit document; 

( iii) Substantial adjustments caused by audit; 

❖ The major concern premise: 

(iv) Compliance with accounting criterfa: 

(v) Compliance with inventory u·ades and also a lawful requirement as to financial 
announcements. 

(vi) Any other connected party transactions. 

{vii) Reviewing with the management, intemaJ and outside aoditors, the adequacy of 
the internal management programme. 



(viii) Asscssrng the ade(luacy of an internal audit feature such as lhe arrangemeot of 
this internal audit department, staffing and senioriry of their officer headtng the 
depa111nen1., reporting structure coverage aud frequency of internal audit. 

(ix) Discussion with internal auditors any major findin,gs. and fo llow up the1eon. 
Assessing the findings of any evaluation by the internal auditors wtu matters 
and reporting 1he issue. 

(X) Discussion w.itli e-xtemnl auditors before the audu starts, character and range of 
audit, in 1.1ddit1on. to have article audit discussion to ascertain any area of 
co1tcen1. 

(xi) Assessing the nrgan11.atiou1s economic and risk management guidelines. 

(xil) Now to research the explanauons for substantial defaults in the J)ayrnent to the 
depositors, debenture holders. shareholders (in. the even, of non-refundable of 
announced dividend) and lenders. 

(xiii) Carrying out every Nher role as can be said from the conditions of !'eference to 
tl11s Audit Commiuee 

The definition of "n!lnted party LraJlsacrions'' will have exactly the e-xact significance 
is included from the Accountiug typical 18, Related Pany Transactions. issutd from 
the National lnstitUte of Chartered Accountants of lndia. 

To case the l)rganiza1ioo ha. put l)p an audit comm.tnee according to section 292A of 
the Companles Act. the provider insist~ the audit committee wt.It possess sucb as can 
be found within the L1$tiug Agreement. 

Feawres o/11tisAudit Committee 

The Audit Committee perfouns many significanr purposes. for example. explonng the 
things called the plank, talk internal management, etc .. The subsection 7 and 6 of 
Section 292A are hereunder define the purposes of this audit commicti?e: 

The Audit Committee must have negotiations with all the auditors occasionally 
regardfog intcn)al managerne,1t methods, Lhe reach of an audit involving the 
observations of their audi1ors and examine that the half yearly and yearly financial 
statements before submission to the Board and also guarantee compliance witb 
internal management procedures. 

The Audit Committee will po~sess jurisdiction to research any subject regarding those 
items given withiJl this section or caUed tlris from tbe Board as well as also for lhis 
mtent, wjll possess full accessibility to advise with.in the da1a of tbc organization and 
outside qualified infonna11on if needed. 

lnspectilJ11 a/ Advice from Audit Committee 

Tlte Audit Ct1mmiJiee will ma,ulatorily examiJ1e rite Subsequent advice occordi1tg to 
Clouse 49 JI (£): 

Management discussion and anaJysis of financial condition aJld results of operations; 

AudiL Committee under Section 292 a I of lhose Companies Act. 1956: 

All businesses need to setup in Audit Committee at Compliance with clause 49 of the 
Listing Cootr:ict. ·rhn1 can be ulong with chis development elf Audit Committee under 
sectfon 292. Some llumbt!r of Lhe Companies Act, 1956, of which will be summarized 
beneath, the cbaJ'acterist,cs: 
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Section 291 some number of the Companies Act, 1956 oJJers: 

(]) Every employer having paid up funding of not more than five crores of rupees will 
make up a committee of the Board reterred to as "Audit Co1n.i:nittee" w)1ich will 
contain not less than just three supervisors and tbis quantity of different 
supervisors as the Board can determine if that two-thirds of this complete quantity 
of participants wiH be supervisors, apart from controlling or whole-time managers. 

(2) Every Audit Committee included beneath si1b-sectio.n will behave jn compliance 
with conditions of reference to be given on papeJ' from the Board. 

(3) The participants of this Attdit Committee shall select a chairman from one of 
themselves. 

(4) Tbe yearly record of this company w ill disclose the makeup of this Audit 
Committee. 

Audit Committee 

Ao. Audit Committee is simply a questionnaire organized by all the Board of Director's. 
of their company that is entrusted with the ability co overi.ee the practice of monetary 
management of tbjs venture for example topics associated with audit review and 
function of fiscal covernges, hazard management covernges, etc .. 

Introduct ion of tl)e Committee 1s placed under clause 49 of t'be listing contract and 
section 292. Some number of the Companies Act, 1956 in regard to given businesses 
in Jndia bas attracted to a noticeable shift in the financial reporting procedw-e because 
auditors. finally have the chance to create forth audit - rele.vant topics to their interest 
BOD, chiefly consisting of non-executive or individual n,a11ager for making certain 
successful Corporate Governance. 

The next further prerequisites are given accordjng to Clause 49 of the Listing Deal 
where Section 292A (about audit committee) is hushed: 

( i) The audit committee could encourage those respondents, since it believes right 
(and also notably mind of their fund job) should be there at the end of this 
questionnaire, however, occasionally, it can likewise meet witb no existence o f 
some executives of the provider. 

(ii) The business secretary will become a secretary. 

(iii) The audit committee will meet no less tha n twice an11ua!ly. The difference 
between two encounters must not be more r.han just four or four months. 

(iv.) The quomm of this audit committee will likely be two associates or among those 
associates of this audit committee whatever is increased and the least two separate 
supervisors exist. 

(v ) The forces and character in this audit committee are elaborately found in Clause 
49 U (C) and 

(vi) Each of members of this audit committee will likely be fLnnncially literate, and a 
minimum of one me-mber will have accounting or related fir.1artcial management 
skills. 

The subsequent further ccnditions are given according to Section 292A the Companies 
Act, 1956 (about audit committee) where Clause 49 of the Listjng Contract remains 
hushed: 

(i) The audit committee contained shall behave in accordance on paper from the 
Board, to be given. 



(1i) The rjps on this audit committee about any subject conceming financial direction , 
for example, audit document, will likely be bjnding ro the Board. 

(11i}When the Board wiU not acknowledge the tips of this audi1 conuni1lee, 1t will list 
the motives ond convey such factors for the share holders. 

The audn comttuttee coJ1sists of 3 members that are minimal. Evert the auditor must 
ascenain if 1wo-thirds o f tl10se members of the audit commmee are independeot 
supervisor.; and if all rnembers of the audit committee are fu,andaUy ljumite and a 
nunimum of one member has accounting or related financial management skills. 

l11e word ''economit;ally literate" signifies that the capacity to browse and 
comprehend simple financial announcements, i.e., baJance sheet, revenue and loss 
account, along witb i-he announcement of income Oows. 

Even the auditor must have fulfi lled four occasions and also no1 over four weeks have 
elapsed in between two meetings. 

Tue auditor must a$cermin if the Chainnan of the Audit Committee cao be an 
unaffiliated manager. The saying "independent manager" was discussed al' Claus~ 49 
0) (A) (iii). 

The auditor needs to ascertain io your common yearly assembly (hcrcin after cal.led ns 
AGM) presence novel along with moment 's novel perhaps the ch.ainnan of lhis audit 
committee has been present in such interview to respond invei.tors' qul!Stions. 

The AGM of rhe year that's underneath audit would be held followmg this auditClr 
filing tJ1e cernfica1100 of compliance with conditions of corporate governance. 

Even th1: auditor must ascertain if there's a custom of encouroging the e~ecutives (and 
also nolably the mfod of their fund role) rrorn the audit committee encounters plus be 
needs ro likewise .iscertain in tl1e momenrs publication of tll1s audit committee if these 
execmives faiJed to attend that the audit committee encounters. His existence in rhcse 
audit commiuee mee1.ings (under Section 292A) could be demanded J11st if he's been 
encouraged to. prof~ssionally provided notice of these interviews. 

The auditor n'\ust determine from your moment's publication of th.is audit comn11L1ee, 
while the fund mannge.r, head of the intema1 audtt consultanc of this siatutory auditor 
if dema11ded hod been present since invitee from the conferences of tllis audit 
committee. 

The chnng,e to Listing contract together with tbe Companies Act, 1956 regarding 
ministry audit comm1ttee llnderscores th~ need for audj\ procedure as well as its 
particular participorion illro Lbe corporate governance procedure. Clause 49 stipulates 
that the consuh:mt of tlu1t auditor, if demanded, will Likely show up within an invi1ee 
for those encounters of this audit cornmittee. Section 292-A of the Companies Act 
1956 stipulates that all the internal auditors and the auditors. 1f any. 3nd also person 
wbo is in cJ1argc of the fund will likely enroll in and participate m meetings of this 
Audie Commjttee. However they will not be abJe to vote. 

Even the auditor is notifying the audil committee on topics related lo all lhe audit so 
often, llley coultl donate greatl}' in aiding and counseling the audit comminee by the 
petitlOn of their audit committee, especially at advancing corporate governance, 
supervrnioo of financial reporting procedure,. execution of accounting procedures :ind 
methods, compliance with accounting requiremeots, strengthening of lheir interior 
management methods in respect to economic reporting and coverage procedures. 

Event.he auditor!. are devoting expert period in helping rhe direction and also the nudit 
committee Lo help it discharge its functions effortlessly and aJso in the certificate of 
cont.litions of corporate governance. 
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Even the auditor needs to bear in your m ind that his job isn't to induce corporate 
governance by making certain comp liance with their pi:ereqnisites of corporate 
governance. ft's the direction obligation for making certain the same a,1d he'd play a 
part in heJp ing the direction for ensuring specifications of corporate governance. 

A11tlitor1
.'/ Obligation 

The Auditor's accountability in certifying compliance with conditions of corporate 
governance associate with confirmation and ce1iificate of both quali tative executions 
of demands of corporate governance as stipulated in Clause 49 of the L isting 
Agteernen t. Certificate and verification can b e neither an audit nor an express.ion of 
comment about financial statements of the business. 

The certification in the Auditor as compliance wich requirements of corporate 
governance would be neither a certainty regarding the upcoming viability of the 
organization nor the efficiency or effectiveness with . 

General Basic.,· of Audit 

The specifications are set out jn Standards on Auditing (from now on known as SA} 
are appropriate in operation of a certificate of conditions of corporate governance 
from the Auditor, for the extent pertinent. 

As in the inStance of additional professional missions, iJl the certificate of compliance 
with cooditfon.s of corporate governance, the Auditor needs to comply with aU the 
''Code of Ethics" issued from the American Institute of Chartered Accountants . 

Disclosures 

The Repolt on Corporate Governance demands disclosure of transactions with trades 
o r connected events, which might perhaps not fWlction as 'arm's length' trades. The 
auditor must verify if the advice has been plac,ed by the direction before the Audit 
Committee. 

The trades necessary to be revealed from the direction are beneath: 

• Ts;ansact ions wjtb connected parties, both enter into at the normal path of 
organization should be divulged in outline type (divides them to comprehensive 
so1ts of the lrades ). 

• Tra nsactions with connected parties that usually do not collapse over the !ltandard 
small business trades (and so are therefore not covered in (a) above) would be 
supposed to be divulged separately if this kind of trades is materials t rades. 

• Transactions who have any get together (associated or differently) that aren't 
regarded because arm's length transactions, should be divulged separately if these 
trades are substance trades. 

The auditor needs to check if or not a trade is an affiliated party trade depending on 
AS 18 (Related Party Disc losures). According ro AS 18, functjons are thought of as 
relevant if at any moment throughout the coverage period one party gets the capacity 
to restrain the party or exercise considerable influence on anotJ1er party for making 
operating conclusions. With the goal of carrying further confumation. mention could 
be forced to SA 550 (Associated Professions). 

Materiality is contiogent upon the dimensions and t~mperament of this thing. 
foundation of connected party trades Clause Forty-Nine lV (a): 

(j) AD announcement in outline type of transactions with connected parties from the 
standard plan of the organization w ill likely be placed on the audit committee. 

(1i) Deta ils will likely be set before the audit committee. 



tiii) lafo1mation on material pacient 1rades with relevant functions or some 01J,er. that 
are maybe not within the arm's Jenglh foundation needs to be set ahead of the 
audit committee, along with administranon's rationale for exactly th~ sam<.:. 

Disclosure of Ac":011nti11g cure Clause -19 W (BJ 

At which c:ise or financial announcements, remedy not the same as that approved 
within an Accounung regular has already been followed closely, that the truth will be 
disclosed witbin the financial statements, along with all the direction's rationale 
concerning the reasons it considers that remedy cure is significaotly more 
representative of this authentic and acceptable -perspective of this inherent firm rrnde 
\vtthm lhe Corporate Governance Report. 

Lnside this respect, tbe auditor needs to reference Sections 21-1 (38), 217(2AA) and 
227 of the Companies Ai;t, 1956. Also, the auditor needs to refer to lh is CEO/CFO 
certificate supplied h<:low Clause 49 (IV). 

Board Disd osures 

Possibility direcuon Clause 49 JV: The business will set out approaches lci educate 
Board members concerning the hazard evaluation and rninimization melhods. These 
processes will likely be assessed to make certain that hazard is controlled by direction 
through the way of a frnmewor.k. 

Report on CorflOtale Govem'1nce Depending Oil Clause 49 ( VT) 

(i) There wiJI be the section on Corporate Govem nnce at Company's Yearly 
Reviews, using a cornpliance report on Corporate Governance. Noncompliance of 
almost o.oy necessary necessity, i.e,, that will be a portion of this tlstwg Deal 
with good reasons thereof as well as the point to that the no mandatory 
reqmrements 11re adopted should be particularly emphasized. 

(ii) A compliance report shaU be submitted by the firms over 1-5 days by the closing 
of the quarter on the inventory trades. The analysis wiU probably be signed by the 
company's Chief Executive Officer and also the Compliance Officer. 

The auditor must ascertain perhaps the Board of supervisors have comprised within 
the yearly report of the corpC>ration, another section on corporate governance having a 
comprehensive compliance report on COll)orate governance. 

This would highlight non-compliance of almost any necessary condinon. (j.e., chat can 
be an element of thii. ListiJlg Agreement). Togeth.er with reas0J.Js thereof a1Hl 
additionally the degree to that the uon.-mandatory reqwremenL,; are ~mbraced. The 
auditor should check if the hst111g of list and items of all conditions according co 
Clause 49 are incorporated in accounts. 

Any mfoanatiou on the report on corporate governance shouldn't be inconsi~tent with 
that. 

Auditon ' Certification 

By rhe lisc arr:ingcmeot of Clause 49 (Vil) chat rhe firm will gee a C'¢rtification m the 
Auditor of this organization as to compliance with conditions o f CC1rpora1e 
Governance aud a1rnex Lhe CertHfoation with all rhe ad:minl!;trstors· Report that is 
delivered yearly 10 :ill of tl1e investors of the provider. Tbe Cc1tification sh-nll be 
transmitted to the stock exchange. 

Undesirable or Competent Record: Determined by the truth and situation, a few cases 
migh1 need n detrimental or con.1perent announcement or perhaps a disclosure without 
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necessan ly rendering it an issue material of eligibility inside the Auditors' 
Certification. regarding compliance with requirements of Col']}Orate Govemanc~. e.g., 

(a) Non-executive directors' less than 50 per cent of Board of directors' potency. 

(b) All audit committee isn't put up. 

(c) Even the chairman of the audit committee isn't a different manager. 

(d) The audit committee doesn't fulfill four times every year. 

The vital abilities when it comes ro Clause 49 JI (D) of this Usting contract have not 
been vested from the Board at the audit committee. 

Enough period difference between two Board conferences is significantly more than 
j ust four weeks. A manager is a part more than ten committees across all companies. 

Chc.'cl< Your Progress 

Fill in the blanks: 

1. When the audit work is carried out after tbe close of financial year it is 
known as the _ _____ _ 

2. Auditing is mand.atoriJy conducted by a _______ within the 
meanings of che Chancred Accountants Act, 1949. 

3. _____ infers to examine the records of a business for a particular 
purpose in a systematic and critical manner. 

4. _____ appraisal activity whi.ch takes place within an organization 
in order to review the accounting, finaliciaJ and other operations as basis 
for protective and constructive service to the management. 

S. An auditor must confirm that whether proper distinction has been made 
bctwcen _______ and ____ _ 

1.12 LET US SUM UP 

• Auditi~1g is a process used for verifying the financial status of an organisation as 
per its financial statements. 

• As per lCAl, "Auditing is a systematic and independent e:,,;..amination of data, 
statements, records. operations and perfom1ance of an enterprise for a stated 
purpose. In an,y auditing situation, the auditor perceives and recognizes the 
propositions before him for examination, collect evidences, evaluates the same 
and on this basis, formulates his judge~nent which is communicated through his 
audit repmi". 

o Audit acts as a reporting insm1.1nent. It provides the report regarding financial 
statements which are required as per the tenns of appointing an auditor and his 
agreement along witb certain necessary legal compulsions and obligations. 

• The p1imary objective of auditing is governing aod evaluation of financial 
statements and other records that support accounting of a particular financial 
period. 

• The secondary objective of aucliting is detection and prevention of frauds and 
errors. 

• Auditing 1s also helpful in jocreasing the goodwill of a company. The financial 
position and profitable status provided by auditing creates faith of people with the 
company or an organization. 



• The only source of reliability of an audit is the inform1111on that is given by the 
management. Therefore, it gets difficult for an outsider to rely entirely oa the 
repon provided by an auditor. 

• The effectiveness of internal control system leads the auditor in deciding to which 
extent the checking can be done by the auditor. In order to determine the 
effectiveoess of internaJ control system the auditor needs to perform a compliance 
rest and substa ntive procedures. 

• Types of aucLit can be broadly categorised on the bam of owoership) time and 
objectives. 

1.13 LESSON END ACTIVITY 

"Independence of an auditor 1nust not only exist in fact, but should also appear to 
exist to all reasonable persons". Discuss and prepare a presentation cons1clering this 
statement and highlight the advantage ofindepenclent audit. 

1.14 KEYWORDS 

Audit: The term 'audit' is derived from the Latin word 'audire ' , which.means to bear. 

Auditi11g: lt is a process used for verifying the financial stat:us of nn organisation as 
per its financial suitements, 

Cost Audit: ost Audit symboli2es the affinnation of credit reports and ass~sses the 
adherence to 1hc cost-accounting programme. 

1.15 QUESTIONS FOR DISCUSSION 

1. Define audjling. 

2. Wbac 1s the need of audjting'l 

3, What are the foatures of auditing? 

4. Explain the objcct\ves of auditing. 

5. Wh.at are lhl! benefits and lirnltarions of auditing? 

6. Describe tbe types of auditing. 

7. What are the differences belween auditjng and invcstigatton? 

Check Your Progress: Model Answer 

l. Final audit 

2. Qualjficd chartered accounram 

3. lnvest1gatioo 

4. Internal audit 

5. ftem of capital; revenue nature 

1.16 SUGGESTED READINGS 

A. Kwnar, R. Sbarm11. Auditing: The01y and Pructice, Atlantic Publishers and 
Distnbutors, New Delhi. 

S. K. Basi1, Auditing: Principles and Techniques, Pearson, New Delhi. 

Ravi□der Kumar, Virender Sham1a, Auditing: Principles and Prac1ice, PHI Leaming, 
New Oellii. 

Jl 
An Jnlro<luction to A11chlln& 



LESSON 

2 
AUDIT PROCESS AND PROGRAMME 

CONTENTS 

2.0 Aims and Objectives 

2.1 !Jltroduction 

2.2 Audit Process 

2.3 Audit Programme 

2.3. I Types of Aud.it J?rogramme 

2.3.2 Advantages of Audit Programme 

2.3.3 Limitations of Audit Programme 

2.4 Audit and Books 

1.5 Audit Working Papers 

2.6 Audit Evidences 

2.7 Preparation before Commencing an Audit 

2.8 Audit in Computerised Environment 

2.9 Let Us Swn llp 

2.10 Lesson End Activity 

2.11 Keywords 

.2.12 Questions fur DiscuRsi<rn 

2.13 Suggested Readings 

2.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Explain the meaning of audit process 

• Discuss the meaning and types of audit programme 

• &'<plain the importance and relation between audit anp books 

• Descdbe about working and evfrlence~ about audit programme 

• L ist out the steps of preparation before audit is commenced 

2.1 INTRODUCTION 

1n every organization, it is mandatory to perform a-uditing by a qualified professjoaal. 
auditor. Auditing is carried out on tbe basis of certain processes and steps. Audit 
process is the initial stage of aucliting. It is carried out for making a plan, obtaining the 
needed evidences and fina lly concluding with an audit report. 



After the audit process. an audit programme is conducted as per suitable for tbe type 
of organizations. The oudit programme is not same for every organization, thus there 
are two kinds of aud it programmes, i.e. fixed audjt progrdmme an<l flexible audit 
programme. AJJy of these can be taken into consideration as per the suit.ability of the 
organization. Auditini is based on account books and 01her relevant documents, on 
the basis of which working paper.- and evidences to perfonn audit programme are 
created. 

tn tbe following lesson, lhe audit programme 1s discussed in detail along with i1s 
advantages and disadvantages. Furthermore, working papers and evidences are also 
described LO details along with the steps that must be ca ken before the commenccmcnc 
of an audit. 

2.2 AUDIT PROCESS 

Audit process 1s carried ouc by engaging an auditor in an organisation. During the 
auditing process the audiror obtains knowledge of client's busiMss. On the basis of 
th.at, the auditor focmulates on audit plan aod pcogramme. The auditor determines 
NTE (Nature, TimLng and Extent) of fundamental procedures. The fu rician)enta l or 
substanLive features which are performed are based on the results of compliance 
procedures. 

The audit process can be listed in the following steps: 

Step 7: To prepa,•e o plan: 

The auditor fonnulates I.he overall plao on the basis of the knowledge obtained abour 
business of che client. This plan is called audit plan. 

After fo1mulation, Lhe auditor prepares a detniled audit programme. In the a11di1 
programme, every aspect is covered. 

Step 2: Perfnnn 111·t>t:edure.v 1111d ob(oill evidences: 

In chjs step c.he auditor has to perfonn following actions: 

• Examination of system of internal controls. 

• Determine 1.he NTE of substantive procedures on the basis of above exnm.i.natlon. 

• Conduc1 the vouching of IIansactions and verify the balances. 

• Ensw:e that the in fo rmation is disclosed appropriately. 

• The financial statements must be examined in terms of form aud content. 

• Ratios and trends whlch are significant musl be analysed. 

Step J: Cortclmle and reporr 

Io rhis step the auditors b.ave to form a conclusion on the basis of evidences collec1td 
througb above steps. Based oa. their conclusion. they are supposed 10 foon a report of 
financial statements. The report must justify the truthfulness and fairness of financial 
statementS. 

Moreover, it must be ensured that the report complies \.\jlh the necessary stannory 
requfremenrs. Finally. the report is commuted 10 che appropriate authority. 

2.3 AUDIT PROGRA1Vll'1E 

An audit programme is defined as a set of instructions for an auditor so that audit can 
be followed i.o a proper manner. The audit programme contains certain steps and 
procedures in a deta iled written manner. Tt is generally a maouaJ th.it determines what, 
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and how much evidence must he collected and evaluated. The audit programme 
provides the responsibilities to be taken in to consideration by the whole audit team 
and divides the task among the team members. 

The audit working papers documents an official records in which the planning and 
execution of audit agreement is contained. 

2.3.1 Types of Audit Programme 

There are rwo types of audit programme, i.e., fixed audit prograunx1e and flexible audit 
programme. These types and their advantages are discussed as follows 

Fixed Audit Programme 

Commonly, the audit programme is prepared by the auditor on tbe basis of 
suggestions and recommendations provided by the assistant staff. This type of audit 
programme is restricted to any changes in between tJ1e auditing plan is earned out. 
Th.is type of audit programme can be changed forcibly only because of pace of time ot 
change in the siruation and size as per the needs of the client. Fixed audit programme 
can be performed in all kinds of organizations. 

The advantage of fixed audit programme is that it saves time and cost, since the work 
gets completed within the specified time frame, because the audit programme is 
restricted to any sort of change as per the request of assistant staff. TI1e other 
advantage of fixed audit programme is that as the responsibilities of the auditor's 
assisting staff are fixed and divided, •it facilit<\tes them to complete their work in the 
provided amount of time. This re.suits ill the preparation and presentation of audi.ted 
report on time. 

Flexible Audit Programme 

flexible audit programme can be defined as an audit programme which is subjected to 
change according to the need, time, and narure of business and auditing standards. 
There is a scope of review as per the recommendations and suggestions of the 
assistants. The factors such as change in number of work. nature of bu$iness, 
change in management and their feelings can be taken into cons1deratioo for changing 
the audit programme. In flexible audit programme, the assistants have the freedom to 
use. their knowledge, intelligence and calibre. 

The advantage of flexible audit programme 1s its effectiveness because of change. 
which can be made in the nature of nature and size of business. 

2.3.2 Advantages of Audit Programme 

There are several advantages of au<liting programme. Some o( the advantages are 
listed as follows: 

I. All the important aspects to be covered dunng an audit are ensured by the audit 
programme. 

2. ln audit programme the work distributed among the assistants 1s done as per their 
experience and competence. Thus the work load lessens and results in a better 
performance at the end. 

3. The scope of 111isunderstandings decreases due to the proper instrnctions provjded 
by the audit staff. 

4. The progress of the work can be assessed through determining the portion of audit 
work bas been completed or left. 

5. Audit programme is helpful in serving as evidence in case of negligence. 

6. After the audit is completed, the audit record may be used in future as a reference. 



2.3.3 Limitations of Audit Programme 

The limitations of audi t programme are as follows: 

1, lnjlexible a11d rigid: Af1:er the completion of audit repo1i, a particular audi1 
-programn;ie becomes rigid and its flexibility is lost. Since each type of business or 
otganization face unique and separate problems, thus a same audit programme is 
not possible to be used for every business or organization. 

1, Reduction in efficient stajf s initiative: It diminishes the inventiveness o f 
proficient people. Ao assistant do not have any authority to recommend any 
improvement i.n U1e plan. 

3. Mechanizing of audit work: The audit programme becomes so automatic that i1 
disregards most of other features such as, internal control. 

4. Probabili·ty of ignorance of new areas: There may be an emergence of new 
problems. These problems get unnoticed during the audit programme, with tbe 
passage of time. 

2.4 AUDIT AND BOOKS 

As discussed earlier, auditing is a process to verify the financial statements and books 
of accounts of ao organization or profession. The books of accounts are audited 
befo,re filing In.come Tax Return (lTR). Let us study more about auditing of books of 
accounts. 

lt is compulsory for some assessees of income tax to audit their books of accounts by 
a chartered accountant as per the section 44AB of the Income Tax Act, 1961. Some of 
l'hese assessees and the conditions in which they need to conduct audit. of their books 
of accounts are as follows: 

Assesse.e Condillons (Assessment Year 2017-2018) 

l3usine~ses T n a busU)eS.~, when the total .sales, nim vver Qr gross receipt fur the previous 
year exceeds Rs. I crore, then the books of accoon1s needs to be audited. 

Profession In a profession, when the l,'TOSS receipts for the previous year ex.ceeds Rs, 
50 lakhs, then the book~ of accounts need to be audited. 

Persons covered under If a pc:rson, covered under these sections, c laims that the profit u11d gains 
Section 44AD, 44AE, obtained from his business or profession is Jess th~n !he profit and gain~ 
44A F, 448B or computed under these sections (irrespectlve o f the tumover), then his/her 
44HBB books of accounts needs to be audited. 

Persons covered under A person covered under this section needs to perform !he audit of his books 
Sevti,.m 44/\DA of nccount11, i f the he/she claims that: 

• income from hisfbe1 profession 1s less than 50% oftbe gross receipt of 
the profession 

• his income is more than the max:imt1m a111onnt, which is not eligibk 
foy income tax is any previous year 

Persons covered under 1 f the income of a person ( carrying out a b1Jsiness) falling under this sec1ion 
Section 44AD(4) is more lhan the maximum amounr on which income tax is not chargeahle, 

then he/she needs to audit his books o f accounts. 

Under the Income Tax Act, professionals are doctors, engineers, architects, lawyers, 
interior des1goers. actors and ocbe.r notified professionals. [o businesses. aU businesses 
come under the purview of this Act including the traders of derivatives (future aod 
options). 

The chi,l[tercd accountants are the orw who audit the books of accounts of businesses 
and professions. An audit report is also prepared after this audit and the due date for 
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tiling the report under section 44AB is 301n September. The businesses, professions. or 
persons who need not to file the audit report can submit their income tax return on 3 t ·<l 

July. 

Tf an assessee is not able \O maintain the books of accounts according 10 sect1on 
44AA, a penalty may be levied. T he maximwn penalty charged for this is t 25,000. 
However, if the assessee can provide a reasonable cause for failure to maintain the 
boo.ks along with some evidences. then the penalty can be waived. 

2.5 AUDIT WORKING PAPERS 

Audit working papers are the papers and documents that consist of details of accounts 
under audit. These papers are in the written form and they are private materials 
prepared by an auditor for each audit. These documents inc lude: 

• The accounting infotmt1tion. which the auditor has obtained from lris client 

• The method of evaluation used for examiufog the accounting information 

• The conclusions derived by the auditor by evaluating the accounting information 

Some of the definitions of audit working papers or simply 'working papers' are as 
foJlow : 

''Working papers must include audjt programme. queries, explaoations gi ven for the 
qocries, schedules of important items like depreciation, inventorie:;, confinuation from 
third parties, ce,tificates issued by the management, banks, etc_' ' 

- Institute of Chartered Accou11ts of Indio 

"The term ' working paper' is a comprehensive one and includes a lJ the evidences 
gathered by the auditor to show the work he has done, the methods and procedures he 
has followed and the conclusions he has developed." 

. Prof. jl,,Jeigs 

From the above two definitions, it can be concluded that the working paper should 
provide information about the: 

• Planning and ~upervision of work 

• Review of the internal control system and its reliability 

• Collection of evidence and the procedures used for 1t 

• Whether the procedwes adopted provides sufficient evidence to fonn a reasonable 
basis for making an opinion or recommendation? 

So, the working papers should contain a valid evidence of the work done in the current 
audit. 

Some of the objectives of working papers are as foJlows: 

1. The ·work ing papers act as a useful audit tool for an auditor as well as a permanent 
record of the audit performed by him/her. 

2. They help the audilor to control the current year's audit work. 

3_ They co)Js.i,sts a reliable guidance to plan the future audit .issignments. 

4. An examination of working papers provides an assurance that the audit is accurate 
and complete. 

5. As the data in the working papers are arranged properly by the audjtors, so, the 
data become mo.re meaningful or usefuJ for audit. 



6. Working papers are essential to validate the work and the findings of the audit 
staff. 

In general, tbe audit working papers include the following details: 

• Schedule of debtors and creuitors 

• Trial Balance 

• Official certificates such as bad deb1s, valuation of stock, unpaid e:-..-penses, 
accrued incomes, etc. 

• Depreciation statement 

• Communi.cation between the auditor and the debtors, creditors, elc., of the client 

• Iovestment schedules 

• Confirmation from Lhe bank about the bank balances of the client 

• Bank reconciliation statement 

• Important extracts from some accounting books like vendor agreement, hire 
purchasers, selling agents, etc. 

• Detail of cash balance checked 

• Adjustment entries 

• Contingent liabilities certified by the management 

• Financial accounts 

• Details of clarificatio11s made during the c.oun;e of audit 

• A copy of the auditor's book 

• Letters of representation 

• Correspondence from legal advfaors 

• Pertinent memoranda relating to the audit 

• Data related to the review of intemaJ control 

• Stock. holder equity and the minutes 

• Test of transactions 

2.6 AUDIT EVIDENCES 
Evidence is die fundamental concept in auditjng. Audit evidence refers to a reflection 
of the realities obtained durmg the course of ao audit. All the techniques and 
procedures of audit are derived from the concept of evidence. It enables the auditor to 
determine Lbe different types of evidences that can be obtained in a specific audit 
s ituation, collect these evidences using various audit techniques and evaluate 1he 
sufficiency and appropriateness of these evidences to support the accounting cuita. 
Therefore, lhe audit evidence helps an auditor to anive at his professional judgment. 

Some of the definitions of audit evidence are as follow: 

''Evidence, for auditing purposes consists of nothing more than facts in sorue form 
which bave an inherent objective proposition that tends to influence the auditor1s 
mind." 

-Willingham 
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"The term 'evidence' includes all influences on tbe mind of an auditor whicb affect 
his judgment about the truthfulness of the propositions sub mined to him for review.'' 

- Robertson 

'<Evidential matter supporting the financial statements consists of the underlying 
nccounling data and all corroboratory information avaiJable to tbe nuclitor." 

-American Institute of Certified Public Attor111ta11ts 

The features of .audit evidence are as follow: 

1 An audit evidence should reflect the realities o f the situat ion ond should oot be 
fictitious, based on imagination. 

2. An autlit evi.dence should be able to create an impact on lbe opinion of the auditor 
with respect to the truthfulness of the accounting data. 

3. An audit evidence can be drrect or indirect. 

2.7 PREPARATION BEFORE COM.!VIENCING AN AUDIT 

Before starting the final audit of an organization, an aucLitor shouJd give the following 
jnstmctions to his/her client: 

I. The organization should provide the list of accounting books in use, list of 
employees and their duties, and internal control to the audit staff. 

2. The organization should provide the books of orig inal entry, ledgers, trial balance 
and final account to the auditor. 

3 . All the supporting documents of the accounting informat ion shou ld be arranged 
propedy. 

4. List and schedule of assets and liabilities s hould be arranged properly so that the 
audit staff can examine them properly. 

The following work shouJd be performed before commencing tJ,e aud1t: 

I Appointme111 of the 01'ditor: The shareholders of an organization can appoint an 
auditor. A copy of resolution represents rhe management decision for the 
appointment of the auditor. 

~ Previous audit.or: The newly appointed auditor can write a letter to the old auditor 
for obtaining his consent. lt is the moral duty of new auditor foe infonning the o]d 
auditor for appojntmenl 

3. Time of A.udit: The auditor can consult the management of the otganizatjoa for 
deciding time of the audit. The accounting data for auctic is fixed with the consent 
of management. The time allocated is used for the proper work of audH. 

4 . Time required: The auditor decides the time required for completing the audit. 
He/she can involve audit clerks for completing the audit on time othenNise the 
cost of audit increases. 

5. Audit staff: The auditor can arrange audit staff based on the work load. There 
should not be extra burden of work on the audit staff. 

6 . Audit duties: Tbe audit duties are mentioned in the nudit engagemenr letter. lo 
addition, the duties mentioned in the organ.ization 's ordinance cannot be 
overlooked. 



7. Nature of husiness: TI1e audi1or .shollJd check the n3ture of busrness, i.e., whether 
it is a ma1\ufacmring, trading. or service organizatiou. The knowledge of nature of 
b\Jsiness activities help in conducting auilit. 

R. Busi11css Histoty: The auditor should record the history of busi1,ess including its 
year of establishment. nanue, and number of products or services available in. the 
market. 

9. iypes of product: The business should produce HS different procfuc1s, which are 
working successfuUy in the market One product or service 1s not sufficient for 
com}'eting in the market, so. the auditor should note I.be various types of product. 

J 0 . list "f r,fficers: The auditor can ask for list of officers 111 the otgru1izocioa. along 
with their duties and specimens signature so that he/she is able to know their 
authorities and responsibilities. Tr is necessary for lhe comple1lou of the audit 
work. 

11. Copies of dncume11t.s: The auditor can collect 1he copies of documents like 
memorandum of association and articles of association. He/she can evaluate all 
these documents for the purpose of audit 

12. Books of account: The auditor should obtain the lis1s of accounting books of the 
organization. l::le/ she can check that the legal requircroerns are followed in 
preparing books of accounts. 

13. lmernol cn11trol: The internal control system of the oi:gnni1.atioo .should be tested 
by the auditor so thar he/she can rely on it. [f the• organiznuon has proper 
accounting and administrative control, audit sampling can be conducted. 

14. CertijiC11tes of c/ie,11s: The auditor should get the certificate from I.be 
organization and the confirmation of accounts from the debtor!> and credi tor. The 
organization can issue a stock valuntion certificate for the a11d1ror. 

15. Old reports: The auditor should ana lyse the old audit repon. Uc/she can deteanine 
the weakness mentioned in the previous report. He/she can check that whether the 
weak point mentiotled in the previous report is repeated in the current year. 

l 6. A1utlJ1tic<,L revie,v: The auditor should check the ratio and percentage of a number 
of years to dete1mine the trend of different accounting and finnncia I items. 

17. Prepare report: 111e auditor s hould prepare a report of the work µerfo1med by 
him/her. When the auditor is fully satisfied with tht:: accounting books, there the 
repo11 he/she submits is called clean report. If there is something wrong in I.he 
accounts, the report' be/she s11b1D.1ts is called a qualified report to 1he shareholders. 

2.8 AUDIT JN COMPUTERISE D ENVffiONMENT 

These days, the orgru:iizatkm eovu·oament is m creasingly ns,og Jnformation 
technology (lT) along with computer data system (C1S) io their day-to-day 
procedures. That bas altered the fashion how the companies work out t·he ir operations 
and different small business procedures. That has further cot1t1i.buted to shifting into 
the essence of audit signs created by every financia l trade. 

The technique of evaluation aod collect.ion of audit proof ha~ also improvised. This 
demands nuditors to have sufficient understanding about EPJ, SDLC, CASE 
appLication~ and assorted hardware and applications wvolved from the business 
e nterprise. 
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Scope of Audit in CIS E11vil'onme11I 

The application of ClS in 11umerous organizations has to lead to a radical influence on 
auclit procedures, methods, bazarc.l involved and internal control procedures. A~cr 
facets (chaJlenges) have to be provided with due consideration when framing an audit 
plan which will be applied lo any organization: 

l.. The Higher rule of speed and uutomated initiationlexecuti.011 of trades: Within 
the environment of CIS, all trades are processed immediately. As soon as the trade 
is fed into the system, it could easily get implemented automatically without any 
need of authorization of tlle same. Jn the same way, studies (more elaborate ones 
too) may also be generated in a rather substantial rate and will be considered by 
multiple customers in one moment. So giving rise to a lot of security difficulties. 

2. Uniform processing of trade, thus nontechnical m4/fwzction: Even though 
calculating inputs. processing trades and producing sparks, the personal computer 
system controls multiple tem of data in each and at each time period. 
Furthennore, th.e processing of this trade is still in a consistent method. Thus tile 
clerical mistakes made are minimised. But, there's just a change of problems 
against individual established mistakes involv ing machine -produced mistakes. 

3. U11intentioual or platform gmeruted mistakes: As mentioned a while ago. there's 
just a change in .nature of problem:- from individual established platform made. 
Errors happen a:. a resull of the absence of skilled employees. And dffficulties are 
primarily associated wilh the development part, maintenance and implen1entio.g 
the CIS. 

4. 111 experienced employees: Now, the most technical progress is happening a'l an 
incredib1y quick tempo. lt bas produced a shortage of highly expertized team 
members to master the present technological im1ovation, both in client stop and 
auditor conclusion. 

5. The focus of respott~·ibiLiti.e.v: According to the G[S environment, significantly 
more than one sort of task/function could be executed using an individual. This 
also contributes to issues in segregation of responsibilities just on one hurnan. 
Thus, it adds rise to numero1.1s secllrity concerns too. 

6_ The abs:e(tce of audit trail: At the computerized procedure, the processing of the 
trade occurs immediate ly. Th.is also results in lack of audit trail. Hence, the auditor 
should employ another rnetJ1od to compensate for tb.e rechJction io audit course. 

Audit Trail 

TI1is could be understood to be a well-ex.plained listjng in which a trade could be 
tracked. Even the auditor will employ among these approaches to compensate for the 
reduction in audit trail procedure: 

1. Special/Exceptio,ial Repom,: The auditor could ask your customer to set up 
specific accounts and print outs. E.g., some sales orders of that particular calendar 
month of December & March; invest in orders which happen to be short-closed 
from the acquiring section. 

2. Tagging a1td monitoring: J t is also a process of compensating the audit trail. 

(a) It consists of labeling tbe customers' input data for e-xample just only 
applicable relevaot details is emphasized around the monitor. which has to 
become verified by the auditor. 

(b) for example. funds payments greater when compared to a 20,000; borrowers 
pending for over a couple of weeks; purchase arrangement pending for over 
one month from the anticipated delivery day; etc .. 



3. Alternative Review Procedures (ARP): This is way to include number of 
approaches to pay audit tria~ for example: 

(a) Auditors' conclusion: Budgeting that the characters and relating them 
together with real statistics. 

lb) Ratio im1estigatio11/assessiug significa11I rati-0s: Computing certain ratios 
about the grounds of data prevfous or data time's information or info in 
similar businesses and e valuating- tl1em along with the real information of 
their customer company. 

(c) Scree11ing around the overall premise: Should human items cannot be 
assessed at length afterward auditor can require patches of decent chunks of 
information a11d assess so. 

(d) Clerical recreation: Auditor can himself generate specified characters which 
were generated from the machine ( which is automated). 

4. Usage of CAA T: The auditor can seek the advice of ejther white box audit 
process or CAA Ts. 

Auditor's Involvement in SDL C ""tl Relitmce iJt Additional (Guide) Co11trollers: 

We are aware that there's a restriclion of audit trail iu C!S environment So, a 
computerized data process lacks a sense of human reasonableness. A data approach of 
a company might only be more powerful if it's a decent degl'ee of audit centers 
integral right into it. That's why the involvement of auditor is remarkably critical in 
SDLC. Moreover, the auditor can utilize certain handbook processes even while 
caaying out the analysis. 

Intern.al mfmagement em 1iron111cnt & direction oversight: The benefit of CIS 
tremendously is dependent on the participation of direction of maintenance and the 
development process of ClS. Below CIS setting, the probability of fraud and mistake 
is comparatively large. So higher direcrion oversight and improved internal 
management atmosphere are demanded. 

Usage of CAAT: The audit as per CIS environment may not be performed via 
couventio.nal (manual) procedu(es, effortless ly. Considering that the processing of 
trade in ClS setting is complex a,;1.d fast, the audit has to be performed out with 
computer aided verification techniques (CAAT). lt necessitates a pretty very good 
nu1nber of TT abilities within these auditors. 

Impact of Clwnges on Business Process 

1. EDJ: Electronic Data Interchange. since its name implies means swap of 
data/infonnation/docurnents out of one person to a different, djgitally (using the 
assistance of personal compu1ers). To put it differently. EOI may be your 
computer-to-computer market o f documents/ information in people standard 
arrangement. in the process of EDl framework, as soon as trade lstatistics) has 
been fed to some pc most records have been automatically upgraded. That was not 
any requirement to re-ignite the info into bookkeeping method. Titis conserves a 
great deal of effort and time and empowers the mistake free trade processing 
system (TPS). 

2. Procedure for documentillg trades: Contrary to other manual method i.n which a 
trade undergoes a succession of measures to be able to receive listed from the 
main entry ledger last accounts (Balance Sheet and Profit & Loss Accow1t) . 
BeJow CIS ecosystem, those mentioned above cited three procedures are 
performed concurrently. 
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3, Accow,tingl'lra11sactio11 Processing System: The CIS mechanism re~ults in 
failure ofl'he maintenance documents that are primary. 

4. Dau,~storage/document programme: TI1e data storage centers and submitting 
method of this organization moved through extreme c hanges due to fluctuations 
from tile m anner of executing business procedures. 

Batch Proces.'iing (Old Theory) 

l. lt's a very &imple procedure and marginally just like the conventional manual 
programme. 

2. Within this teclmique, trades have been processed and accumulated 111 both 
classes. 

3. Within this, documents are not upgraded quickly, 

for example, Accountant accumulates eacJ1 of the receipts, coupons on daily basis 
and upgrades his new book.keeping listing at the conclusion of the working day. 

OLR'I I RTOL Programme (Neiv Principle) 

l . OLRT - on line/real time. 

2. According to this procedure, trade is processed once they can occur. 

3. All these records have been upgraded simultaneously in the phenomenon o f the 
trade. 

Fbr example1 On the topic of the earnings statement, revenue ledger and buyer1s 
ledger ar.e all updated) mechanically, 

4. Computer software packs such as Ta lly, SAP, etc ... in this way. 

Timeslrnritig & Support Bureau 

1. Timesharing is actually a circumstance where a single computer functions greater 
than one person. 

2, An agency bureau is a business that proceduses trade concerning its consumer 
business enterprise. 

3. , An agency bureau dealing with payroll ( like ESJ/PF) to get a little firm. 

4. When ao organization employs professional services of an agency bureau 
afterward, your auditor needs to get decent evidence in service of their controls 
exercised with the customer firm through those tasks carried out by agency 
bureau. 

5 . Now, most of the bookkeeping firms do tJ1is son o f casks. 

Flat File-system (Old Principlej 

1. Quite sjmply, at a set file system, end users have their particular data plus so they 
truly are accountable for these various data-files. 

2. It contributes to info degradation and repetition of actions. 

3. Attempt to visualize entry process of the govt. school, at which you'te requested to 
fill --up a hnnd written type. 

(a) On the grounds of such a sort the Admission Officer tends to make an 
entrance into his enro ll (Book-1) also requests one to follow the costs with 
Cashier. 



(b) Now th.e Cashier requires the charges and also moves reception entrance with 
his money enrol (Or Book-2). 

(c) Eventually, you introduce the money receipt to the admission officer. and 
also he matte~ you as he acknowledges your card and arranges your identity 
in university student's sign up (book-3). 

(d) Afterwards, the accounts officer will upgrade their or her own accounting 
jnfonnatjon (book-4) based on money guide & pupils register kept by 
preceding c ited, 2 officers. 

4. Jt's clear from preceding instance that just how ones' trade should get listed in 4 
different group of novels stored togethe r with different users. 

lutegrated Database System (New Principle) 

I . This trade is entered just one time and aJso the info comparable to the trade is 
shared with multipl e C\tstomers. 

2. It function~ oo next-generation tech / topology. 

3. 1t includes a listing o f files that are unread. After enter signal is fed out of 1 
conclusion i.e., the root document (host) that has upgraded. Tois grasp documenr 
could be recovered by more than one consumer (customers). Thus lowers data 
recurrence. 

fo r example, A man sitting at earnings d.ivlsion make Earnings I nvoice into the 
own customer. Beneath this technique master records associated witb Revenue 
and Debtors are updated automatically. The man sitting in back office can 
anytime assess out tbe Revenue infonnation or debtors that are outstanding. 

4. This type of programme is principally combined with online/reaJ time method::.. 

Orgw-1isatiorwl. Frm11ework: 

There's very significant depen.deo.ce on tbi.s business enterprise of Cl S, now-a-days. 
So, lhere's demand for the different section (the bunch of people) to treat 1T demands 
of this business enterprise. A Few of the employees are recorded under: 

i. EDP Manager: Tt will be in charge of all-around direction and management of 
this TT section. 

ii. Statistics Administrrrlor: This ascertains lhe info specifications of various 
customers of data network from the business e nterprise. 

iii. Dawbase Admi11istr(lfor: It will be accountable for operational efficacy and safety 
of the organizational database. 

iv. Method Anulyst: It manages this data element their end users for brand new in 
addition to existing uses; layouts advice system structure to satisfy the conditions; 
eases execution of data devices and keeps documentatiqn. 

v. Process code writers: This will be accountable for up-keeping of working system 
{OS) applications. hardware, and nen\lork demands. 

vi. Software Developer: Jt develops innovative apps and also changes active to fulfill 
the information processing demands; takes away mistakes and enhances the 
performance of the current application programme. 

vii. Operation Expert: Tt controls and plans that the daily problems, which arise 
throughout the ordinary path of function, of those users of all advice. 

v iii.Libra.ri.an: h asserts library ofma_gnetic documentation and media, 
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i'vJodified J11ner Command Foundation 

In C IS atmosphere as the majority of the procedures are automatic, the chances of an 
event of malfunction considembly rai~e. Furthermore, the danger of fraud js 

significantly high in CIS surroundings stuce it's less-easily identifiable. So, there's 
really a change in inside- command founda tion in CIS setting when compared with the 
conventional manual programme. After just two Primary Sorts of inner management 
needed in CIS surroundings: 

GeneNil EDP Co11trols: Ove,-<tll Co11tro/s over EDP E1ivironme!lf 

Orgtluisotional & Ma11t1geme11t Controls 

1. These controllers are all intended to set up an organization-wide framework to get 
CIS tasks. This comprises: 

a. Planning jdeal command guidelines & process; 

b. Precisely segregating obligations between many persons. 

ii. System applicalion Controls: TJ1ese controllers are supposed to supply confidence 
that p latform app1ications are developed or acquired at an untrue method. This 
coropriges: 

a. authorization, eJldorsernent, testing, execution, and documentation of new 
system applications and platfom1 programme alteration; 

b. restriction of usage of platform documentation and software to authorized 
employees. 

iii. Applica1io11 Met/10dl111prove111enr & Sen1ici11g Controls : 

All U1ese commands are all inte11ded to offer confidence which program1.nes have 
been desjgned and kept in an accredited and effective fashion ancJ in addition to 
set management within: 

a. Analyzing, transformation, execution. and documentation of how brand new 
revised approach; 

b. Ch,mges designed to softwal"e method; 

c. Usage of p latform instruction; 

d. Acquisitjon of app system out of third-parties. 

iv. Personal computer procedure controls: All these assist m resrra.ining the 
procedures of their computer system. They promise this: 

a. The processes are traditionally useful for authorized purposes only. 

b . Use of monitor functionality is confined to licensed staff. 

c. Just authorized apps should be properly used. 

d. Processing problems are discovered and <1djusted based on timely foundation. 

v. Data entry & software Conlrols: 

a. Use of infonnation and applical'ion is confined to licensed employees. 

b. An authorization arrangement is created over trade cllJTently being entered 
into the computer system. 



EDP Application Controls: P11rticular Controls above Certain Programmes 

Control around lllputs: 

1, All these conuollers ate all attracted to guarantee this: 

a. Transactions are correctly licensed before gelling processed wtth tl1is 
personal computer. 

b. There are decent tests installed from the input fonn to guarantee that the 
correctness of i.J,uonnation input by tbe end users. 

c. En:oneous trades are refused, adjusted of coi1rse when needed, re-subtnirte<l 
on a timely basis. 

ii. Get a grip on processing & info documents: 

These controllers guarantee; 

a. Transactions a(e correctly processed with cbe personal computer. 

b. Transactions aren't missing but added replicated or improperly altered. 

c. .Processing mistakes are assessed and adjusted on a timely basis. 

111. Get a Grip on Over Ouc-put: 

a. They promise that consequences of c01mnumcating are all comprehensive 
and authentic. 

b. Outputs thus estabLisJ1ed, meet the need for this rierson. 

c. Use of output s ignal is confined to licensed employees. 

Pre-requisites even though Auditing in CIS Enviro11me11t Audit Technique in CJS 
Environment 

There are extreme alterations in audit procedures and methods as being a consequence 
of tl1e development of C1S atmosphere: The assortment of a few of those approaches is 
dependent on the knowledgebase experience of Auditors. There are chief1y two 
methods for auditing in CIS setting which are clarified.in the following: 

.Black Bo:>: Strategy (Auditing 0,1 lite perso~11al computer) 

During this particular approach, the auditor is principally concerned with the Inputs 
fed-in from your customer and also the outcome created from the co1,1puter system. 
Even the auditor entirely blows off the interior processing of this infonnation 
technique. By way of instance, tho11gl1 analyzing payroll of the business, underneath 
black box strategy, the auditor might first determine the whole month-to-month hours 
performed by picked personnel from their various timecards and he rhen can assess the 
salary/wage speed from your speed card to figure out the salary/wage payable to every 
worker. About the grounds of previousJy mentioned, the auditor ascertains their or her 
own output signal by assessing periods, extensions, rates, over time aod strikes. At 
length, the auditor contrasts their or her own consequences with all the rnachine 
generated consequences. 

Whilebox Tactic (Auditing vfo the Computet System) 

Below this procedure, the auditor isn't merely concerned about the topic material of 
this audit (i.e., input signal and inputs), but also with all the interior processing of this 
technique This method to comp.rise assorted auditing togethei: with the support of 
both Audit appJications and personal computer aided analysis techniques (CAA n. 
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Th.is may be clarified with the assistance of after Flow-cbatt: Pre-prepared Out-put 
Signal of Clieni with his very own inputs & ClS CAA T. 

PC AlDED/A.SSlSTED AUDIT method underneatl1 CIS ecoi-ystem, tbe auditing 
may llot be petfonned efficiently with conventional/manual methods. Even the 
auditing throughout the computer system demands the employment of assorted audit 
computer software packs and a few computer aided audit procedures. 

AUDIT PC SOFTWARE US1NG CAAT permits the auditor co try the reliability 
and trusr..vorthiness of their customers' data platform, with no depends up on the 
customers' application~. There are lots of audit computer sonware alternatives offered 
with the auditors, using the assistance of that they wilJ execute their teachings 
individually and effortlessly. This audit application might consist of programme apps.. 
purpose-wdtte.n apps and utility apps or metlmd direction oppllcation. These 
applications are all clarified as foUows: 

1. Off er Pl,tns: 

a. All these are generalized software bundles. 

b. These bundles have lots of generalized characteristics and utili1jes, and that may 
be applied at lots of ct1stomers' internet site. 

c. Considering these applications programmes are exceptionally generalized and can 
be obtained over the plru1et. Therefore an individual will not confront any 
compatibility problems. Practically all organization asserts definite amount of 
co,npatibjlity using tbose apps. 

d. For example, MS Excel are the absolute most frequently encountered case for 
these apps. 

11. Purpose-written Apps: 

a. These apps are produced co cany om spedal oature<l audit endeavour. 

b. These bundles aren't readily available for purchase al the avajlablc. induscry. The 
auditor is needed to find these apps grown. 

c. Even the auditor could decorate some external bureau to come up with tbe app 
onto his own benefit (out sourcing) or else he can himself engage the developers 
and receive it assembled in house. 

d. While deciding upon the purpose-written system choice. the auditor bas to simply 
take into account, the fee-related problems. 

JJ J. UTILJTY Pla11s: 

a. All these apps have been utilized to do ordinary information processing purposes 
like sorting; sampling; assessing; generating, prir.1ting & e-mailing files/reports, 
etc. 

b. Though, these aren't created specifically for that audit reasons but inay be 
exceedingly useful when doing the audit. 

c . For example, Acrobat's Adobe Reader; Microsoft Office additionally contains of 
specific ultJity apps like MS Access, MS Word, MS Powerpoin.t. etc 

JV. Programme MANA GEM ENT Computer Software: 

a. All these software/programmes are likewjse perhaps not specially intended for 
audit intention. 



b. All these are effective tns011ments, supposed to imprnve the functioning of the 
Running process. 

c. For example, Disk Defragment. activity Manager, process Scheduler, Disk clean 
up, etc. are a number of the cases o f machine management computer software. 
Employs ofCAAT could be u tilized to execute subsequent audit processes: 

1. Detail by dewil a11d c fJmprehensive evaluutio11 of trades and accoi,11ts: Tbe 
auditor can assess l:he trade comprehensive and at detail, so as they couJd 
choose a bigger sample dimensfons. That was a good deal of rime-saving, 
even wb1Je stUl employmg CAAT, so he can employ additional hours and 
energy to revaluate a trade. 

2. 17,e software of complicated analytical inspection methods: l11is may do 
cotnplex calculatioos and performs together with the aid of all CIS . He can 
pull step by step and intricate reports too to encourage hjs operation. 

3. The software of qualiJative sampling methods to extract the applicable 
information; Even though ext(act info out of the customer's information 
programme, the aud itor will require the assistance of sophis.ticatt;d s tatistical 
and statistical processes as a way to enhance the caliber and prudence of 
sample chosen. The software of cognitive and stat istjcal techojques is all but 
out of the quesuon, with no ass istance of computer methods. E.g .• MS Excel 
is a programme which comprises a range of m athematical and statistical 
formulae and processes. 

4 . Eva/uatio11 of overall EDP controls: The auditor can assess different input 
controls; processing contro llers: output controllers; data storage, transrnissfo.o 
and protection controUers. Even the auditor could assess the accessibility 
procedure and ruJes. 

5. Evaluation of Programme controls: The auditor can assess the operation of 
varied sofl:"ware running and installed from the computer system. Even the 
auditor can assess the validity of varied applications apps. 

6. Re-Ptuformi11g processing 1u,d calcu!Cltio11s: The auditor also can re-perform 
calculations caiTied out by yow· customer's bookkeeping strategy. 

7. Better coventge Procedu.,,es: Beneath ClS setting there are certainly a range 
of coverage systems cun be purchased with all auditors. Even the auditor may 
utilize of varied graphic la,youts and multimedia methods to generate his 
account successful . concrete and much trickier. For example, MS PowerPoinL 
is just one of those applications applied to organize demonstrations. 

Concerns in usage of CAAT whe n intending a consultation with the support o f 
CAA T, the auditor should deal with tbe next variables: 

l. IT experience and knowledge of this A udit crew: Both the auditor and the 
audit staff have to have adequate abiliti.es and knowledge to take care of the 
audit beneath CAAT. 

2. Access ta perti11e1tt Audit computer software and computer programmes: 
Even the auditor may utilize the CAA T and aJso preserve the liberty only 
when he's got adequate infrastructure, even the kind of computing devices and 
also audit applications. offered together with him. The alliance and support of 
this customer things employed will probably be deeme<l necessary. 

3. The impracticability of Mr11111al eva/11ana11: Nowadays, most businesses are 
embi:acing green p rocedures a lthough carrying out the business enterprise 
surgeries. Furthe m,ore, a Jot of personal computer information programme 
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function tasks in whicb there's not any difficult backup proof is made. Thus 
which makes it more difficult for your auditor to carry out tl1e checks 
manually? 

4. Powerji,I and Perfonmmce: With the -assistance of both CAAT, then it's 
likely to examine many trade-s together using a high degree of accuracy. This 
delive.rs efficacy and efficacy of carrying out the ai,1dit mission. 

5. Time-co11s traittt: The auditor must do the mission while in the restricted 
period duration. Whereas. a huge mrmber of infonnation is necessary to be 
preserved (for example as trade information and data) 10 get this brief audtt 
period. So cbe auditor must eam strucrurc for preservation and recovery of 
jnfonn.ation. 

6. Detectio11 of fraud curd mistake: The CAA T permits the auditor to 
programme and then perfocm the audit perfonns more. efficiently together 
with the assistance of colTTf)lex audit programme. However_, below ClS setting. 
frauds are both deliberate and broadly speaking deep laid . Furthemlore, there 
are opportunities that many frauds have been emphasized, however, there's 
not any concrete proof to show precisely the sa1ue. So it cannot be stated that 
the auditing throughout the personal computer increases the chances or 
detection of fraud. 

7. Usage of CA.AT in smallish businesses: Even in the small bt1siness 
enterprise, usage of CAAT may perhaps not be a cheaper and more workable 
option. Th.is could be only because of 2 causes. Initially the earnings of each 
mission aren't too large, and also next to that the client LI.ting may not need 
exactly the proper specialized infrastructure to successfully conduc1 CAA.T. 

Ways involved in App of CAAT 

After measures must be performed by the auditor in powerful use of CAA T: 

1. Put the purpose of all CAAT programme; 

2. Discover that the material and ,1vailability to thjs thing's documents; 

J. Figure out the extent: Define the particular databases or files to be analyzed; 

4. Know the conne,ction among the info tables in which a database still to be-
analyzed; 

5. Limit the particular tests or processes and associated trades and accounts changed; 

6. Explaining the outcome needs; 

7. Arrange datahases & Jiles: Organize together with all the consumer and LT 
sections, if suitab)e. for duplicates of those applicable documents or database 
tables sbould be created i.t1 the ldeaJ Cutoff time and date~ 

8. Audit staff: Define that the employees who might take part in the plan and use of 
CAAT; 

9. Cost e.D1cacy: Enhance the estimates of benefits and costs; 

J 0. Follow rtp; Make certain that tlle usage of CAA T is suitably managed: 

11. Set up the executive tasks. for instance, essential abiljties, and personal centers; 

12. Get back together information to be utilized for CAAT using all the book.keeping 
and other documents; 

J 3. Submit CAAT programme; 



14. Assess the outcomes; 

15. Doc CAATs to be utilized for example goals, higher degree Flow-charts and 
execute directions; 

16. Gauge tbe impact of adjus1ments to this programmes/system in using CAAT. 

Check Your Progress 

Fill in the blanks: 

I. TI11.~ fundamental or subs(antive features which are performed are based 0 11 
the resulrs of ___ _ _ _ _ 

1. An_ _ ___ i.s defined as a set of it1structions for an auditor so that audit can 

3 . 

be foJJowecl in a proper manner. 

_ _ ___ is restncled to any changes in between che auditing plan is 
carried out. 

4. flexible audit programme can be defined an audit programme which is 
_ ___ _ .according to the need. time, and nature of business and auditing 
standards. 

5 . The books of accounts are audited before filin0g ___ _ 

6. _ _ _ _ are in the written fonn and they are private materials prepared by 
an aud,wr for each audit. 

7. /\ II the _____ of audit are derived from the conce-pt of evidence. 

8. Before _ _ _ ___ the organization should provide the l ist of accounting 
books in use, list o f employees and thei.r duties, and incemal control to the 
audit staff. 

9 . If there u, something wrong in the accounts, the report he/she subm\ts is 
called a _ _ _ _ to the shareholders. 

2.9 LET US SUM UP 

• Audit process is carried out by engaging an au.di tor in an organjsation. During the 
auditing process lhe auditor obtains know ledge of client 's business. 

• The audit process contains the steps, i.e., plaru1ing, obtaining evidences, 
concluding and reporting. 

• Audit progrnmme is generally a manual tha1 detennines the extent and process for 
collection and evaluation of an evidence. 

• There are two types of audit pl·ogrammes, i.e., Fixed audit programme and 
Flexible audit programme. 

• Tt is compulsory for some asscssees o f income tax to audit their books of accoi,int.s 
by a chanered accountant ag per the section 44AB of the Income Tax Act, 1961. 

• Under the income- Tax Act, professionals are doctors, engineers, arcbjtects, 
lawyers, interior designers. actors and other notified professio11ais. 

• Audit working papers are tbe papers and documents that consist of details of 
accouJJts under audit. These papers are in the written fonn and they are private 
materials prepared by an auditor for each auclit. 
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• Audit evidence refers to a reflecuon of the realities obtained during the course of 
an audit. All the techniques and procedures of audit are derived from the concept 
of evides,ce. 

• Before the commencemenc of audit progi:anune, the initial step is to provide the 
list of accounnng books in use, list of employees and their duties, and internal 
control to the uudit staff. These Jists and details must be provided by the 
organization to the auditor. 

• When the audiror is fully satisfied with the accouming books, there the report 
he/she submits is called cleun report. 

• Jf there is something wrong in the accounts, tbe report he/sbe submits jg called a 
qualifted report to the shareholders. 

2.10 LESSON END ACTIVITY 

Prepare a detailed presentation about flexible and fixed audit programme by taking up 
an example of two different organizatio ns, one for each. 

2.11 KEYWORDS 

Audit proc:.e.,;s: Audit process is carried out by engagi.ng an auditor iu an orgamsation. 
During the audjting process the auditor obtains knowledge of client's business. 

NTE: Nan1re, Tjrning and Extent 

Au,dit progl'amme: AJ1 (ludit progrnmme is a ~et of instructions for an auditor so that 
audit can be followed in a proper manner. 

Audit working pape1:f: Audit working papers are the papers and documents ti-tat 
consist of details of accou1)ts under audit io the w.ritten form. They are prjvate 
materials prepared by an auditor for e<!-ch audit. 

Audit e11idences: Audit evidence refers to a reflection of the realities obtained during 
1he course of an audit. 

lutemal control: Jt is "the whole system of controls, financial a.od otherw1St:, 
established by tbe management in order to carry on the business of the corn-pany in an 
orderly manner, safeguard its asset$ and secure as far as possible the accuracy and 
reliabiJ ity of it~ records.'' 

2.12 QUESTIONS FOR DISCUSSION 

1. Define audit process. 

2. Explain an audit programme and define the types of audit programme. 

3. Wbat are the advantages and linl.itatioos of audit pwgramme? 

4. What is the importance of audit and books? 

5. Define audit working papers and list out the details they roust incltide. 

6. Define audit ev1dence and make a list of its features. 

7. Describe how the preparation before co1nmencement of an audit is performed. 



Check Your Progress: Model Answer 

1. Compliance procedures 

2. Audit programme 
... 
J . Fixed audit prog:ra.mme 

4. Subjected to change 

5. Income Tax Return (ITR) 

6, Audit papers 

7, Techniques and procedures 

8. Commencing an audit 

9. Qualified report 

2.13 SUGGESTED READINGS 

A. Kumar, R. Shanna, Auditing: Theory a11d Practice, Atlantic Publishers and 
Dist1ibutors, New Delhi. 

S. K. Basu, Ari.diting: Pn'nciples and Techni.ques. Pearson, New Delhi. 

Ravinder Kumar, Virender Shanna, Auditing : Principles and Practice, PHI Learoi11g, 
New Delhi. 
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3 
INTERNAL CHECK IN AUDITING 
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3.0 A,ims and Objectives 
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3.2 IntemaJ Check 

3 ,2.1 Internal Check Regarding Cash 

3.2.2 Jntemal Check Regarding Cash Receipts 

3.2.3 )..ncemal Check Regarding Cash Payments 

3.2.4 Internal Check Regarding Wages 

3 .2.5 internal Check Regarding Purchases 

3 .2.6 [nternal Check Re.gurdfog Sales 

3.2 .7 Role ofa.n Auditor in Jntemal Cl\eck 

3.3 Routine Checking 

3.3. l Ticks and Marks used in Routine Checking 

3.3.1 Advantages of Routine Checking 

3,3.3 Disadvantages of Routine Checking 

3.4 Test Checking 

3.4 . l Adoption of Test Checking 

3 ,4 .2 Features of Test Checking 

3.4.3 A<lvan1ages ofTest Checking 

3.4.4 Disadvantages of Test Checking 

3.4.5 Difference becween Test Checking and Routine Checking 

3.5 Let Us Sum Up 

3.6 Lesson Bnd Activity 

3.7 Ke)'\vords 

3.8 Questions for Discussion 

3.9 Suggested Readings 

3.0 AIMS AND OBJECTIVES 

After study ing th.is lesson, you should be able to: 

• Explain the meaning of internal check 

• Discuss the meaning, advantages and disadvantages of routine checking 

• Explain the meaning and adoption of test checking 

• Differentiate between routine checking and test checking 
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An auditor must ensure himself with a full~proof understanding of the company he 
deals with. Before cotnmencing bis audjt, he must famiJiadse himself with the nature 
of business and then grasp tbe techuicalitj~s. Thus, he wrn be able to understand and 
identify the nature of trnnsac.tions recorded in account books of the company, Tbe 
internal control aad system of internal check is operated in every organisation 
differently. Tl1e auditor must be able to get hold of the :internal checking system of the 
company. 

TI1e purpose of internal check is to prevent frauds , misa_pprebensions, 
misrepresentations, en·ors and losses. The auditor plays a major role jn internal check 
system of a company in detecting the misleading statements and transactions, errors 
and frauds and presents a fair and crue view before the company about its working 
process. The systems of checking such as inten1al check, routine check and test check 
are ope(ated and established by the management of the company. 

fo the following lesson tbese aforementioned .systems of checking wrn be discussed in 
detai1 along with their different aspects, advamages and disadvantages. Moreover, we 
will discuss the scope of auditor' s role in such checking systems in a company. 

3.2 INTERNAL CHECK 

lntental check can be understood as a method that helps organizations in accounts 
systems o f a company. 1n a concerned busi.ness or organization several duties are 
assigned to the clerks. therefore, internal check facilita tes in organizing the systero in 
such a manner that the work of one person can be checked auto01aticaUy by another. 
Tbis method is 1.1sefut in enabling the iovcs~igatio11 of a fraud, or any other errors and 
uregu/arity on behalf of the management and clerks. 

To understand the concept of internal check, Jet us discuss an exarnp1e of a cash 
receipt. 

a. Firstly, a cashier enters the receipt oo the debit side of the cash book. 

b, Then the entry carried out by the cashier is entered to the Iedgei: by another clerk. 

c. Io the tnird step, the third clei-k passes the statement of accounting regarding 
transactions to the cusromer. 

Thus, in the whole procedure a casb receipt passes th.rough three levels and the details 
are automatically checked by one to another clerk. 

This procedure divides the labour arnong the workers and thus minimizes the 
possibility of frauds, errors and falsity. 

ft is impoztant that all tbe employees at tlu:ee levels are comm~tte<l to each other for 
defrauding their employer. 

!nternal check is defined as per the spedal coounittee on Tennjno!ogy, American 
Institute of Accountants 1949. According to it, "Internal check is a system under 
which the accounting ruethods and details of ao establishmeut are so laid out that 
the accoUflts ptocedures are not under the absolute and independent coutrnl of any 
person - that, on the contrary, the work of one employee is complementary of that of 
another, and that a continuous audit of the business is made by the employees. " 

There are certain elemet1.ts whjch are essential for an intemal check. Tue e lements are 
as follows: 

• Day-to•day transactions must be checked. 



• This checking must be ,,perated on a continuous basis as a pa11 of routine system, 

• Work of one person compliments to the work of anod1er 

• In intemal check the main obJecrive is to alloc.ate the duties arnoog the workers in 
order to ovoid any exclusive controJ of any person over the transaction. 

3.2.J Internal Check Regarding Cash 

Mojorly, in every organization, the frauds are related to cash. Thus, in case of cash 
transacrious, II is necessary tha1 a proper system of internal check is implemented. The 
followmg points can be considered in order to perform e fficient internal check 
regardil)g cash: 

• TJ1e auditor must be acquainted with the system of i.ntemaJ check in operation. 

• The division of duties Jn the matter of cash must be done in such a way that 
dhecking of variou~ functionaries related to cash section, can take place 
a\ltomatic:a I ly, 

• Other important aspect of internal check is rotation of duties. The dudes of the 
employees related to the cash section must be rotated on a routine basis, 

3.2.'2 Internal C heck Regarding Cash Receipts 

Internal check regarding cash receipts cao be performed by considenng following 
steps: 

• It is important to keep the mail books, cash funds and ledgers iriacceSSlble to the 
cashier. 

• The presence of a responsible person is mandatory during the <ime a cashier opens 
payments and transfer of funds. Every cheque and bank draft that bas been 
received must be marked as ·Not negotiable Ale Payee only.' 

• Each and every receipt must be deposited in the bank by a castuer. 

• A printed receipt nm!lt be issued after rece1vmg the cnsh for the purpose of 
ncknowle<igement. 

• The acknowledgement of cash received must be done through issuing a receipt in 
pr,i,n. 

• The receipt mus1 have a counterfoil in order to keep a record of the transactions 
that are made. Every receipt rnust be consecutively numbered and kcp1 in a locker. 

• Use of cash registers must be made mandatory. 

• The paying-in-slips must be prepared by the cashier so thin the bank can retain 
them. 

• It roust be noted that the counterfoils of paying-in-slips must be entered by 
iinotber clerk instead of cashier him.sdf. 

• There mtm be a proper organization o f cash sales. It helps in minimizing 1.he 
misappropriarion. 

• The reconcilia1,on statements in bank must be made on a frequent basis by the 
cashier or any other responsible employee. 
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3.2.3 Internal Check Regarding Casll Payments 

lo case of internal check regarding cash receipts, following points .must be kept in 
mind: 

• Payments made by cheques must be authodzed and signed by a responsible 
l?erson. Before dispatching of tbe cheques, every cheque must be marked 'Ale 
Payee'. 

• The cheque books which remain unused should kept under lock by a responsible 
person. 

• No other duties should be assigned to the employees who have authority to sign 
and countersign the cheques. H is 1mportant to avoid the risk of providjng them 
any opportunity througl1 which they cau i.nf\uence the entries in the ledgers. 

• To maintain the unimportant or petty cash an imprest system should be 
considered. 

• There vouchers must be maintained by proper !)umbering and filing them in order. 

• An independent checking must be done for casting of cash books. 

3.2.4 Jnternal Check Regarding Wages 

Wage bills are of high importance in case of ma11ufactui:ing concerns. Thus, the 
system of internal check js significant w.ith regards to wages. 

Following dangers inust be counteracted in any system of internal check regarding 
wages: 

• lnadequacy of rime records. This causes the workers inconvenience because of 
receiving the wages at undevoted time. 

• Jnadequacy in piece work is reco.rded. Tbis enables the workers to receive wages 
for the work which is not done oo their part. 

• Errors while preparing wage-sheets or pay rolls. 

• Inserting the dummies m order to manipulate the wage sbeet. 

The suggested system of internal check varies according to each particular case. 

Though, to pl"event tbe above situations leading to any dangers, the following system 
of internal check is suggested: 

• Keeping " time Record: ln all organization where the wages are meant to be paid 
on tile basis of time, it must be made mandatory to record the time of entering and 
leaving 011 part of each employee. Moreover, the bead of every department must 
record the tjme of entering and leaving the department. This way of recording 
time initiates in counter-cbeckfog of all the records and leads to restraining tbe 
workers to waste time. 

• Maintenance of recortls about Piece work: In the organizations where wages are 
paid according to the piece-wages, it is necessary to keep a syslem that can 
efficiently keep a record of piece work. A.11 entry rm.1s1 be made in concerned piece 
worker's card, when the work 1s allotted to him/her. When the work is comp1eted 
thii. card must be signed by the worker as well as the concerning department head 
and the store-keeper of the organization. 

• Prepare the 111age-slteets: There should be maintenance of wage-sheets for tirne 
workers and piece workers separately. AJJ the essential p.articulars must be 
recorded in the wage-sheets. In the wage sbeet separation of columns must be 
done to record lhe following: 



' Gross amount payable, I. 

ii. Deductions for employees, 

I ii. State rnsurance, 

iv. Provident fund contribution, 

v. Loans, 

VI. fines 

vii. Net amount payable. 

Every column must show contribution of the e mployer under the Employees State 
lnsurance Act, The wage sheet must be prepared according to the following steps: 

a. The gate-keeper is supposed to k.eep the records for time workers. 

b. Two derks 1n the wage office. ln case there is any discrepancy found, it must be 
enquired. 

c. The particulars of an employee such as name, rate of wage etc., must be recorded 
by a third clerk in a wage-sheet. 

d . The particulars and records of the wage-sheet must be checked by a fomth clerk. 

e. Then, at last a fifth clerk IDllSt calculate the net amount of wages that has to be 
paid to the worker. 

The wage sheet for piece workers is prepared in the similar manner, as given abt)Ve. It 
must be noted that each wage clerk must prioritise the portion of work connected with 
wage sheet which has been undertaken by him. At last, the Works Manager, a Director 
or a Partner must counter sign the wage sheet. 

• Payment of wages: In the payment of wages the cashier has a responsible role to 
play. To make payments of the wages proper and error free following points are 
unportant to be kept in mind: 

❖ There should be no role of cashier in p reparatton of wage sheets. 

❖ For a precise amount of wage, a separate cheque must be drawn out. 

❖ The workers must receive their wages personally. 

❖ To avoid the situation of impersonation of any worker, the foremau or head of 
department must be present. 

❖ Tn case a worker is absent during the payment of wages, he must get a letter of 
authority and receive bis wages. 

❖ Tbe presence ofa Work Manager or any other responsible p erson is important 
at the time of payment. 

J.2.5 Internal Check Regarding Purchases 

The system of intemal check that is adopted regarding purchases of an o rganization 
depends majorly on its size and resources. Yet, the following system of internal check 
for purchases can be considered: 

• A pLJrcbases order book must be maintained to record all the orders for purchases. 
The orders must be authorized in a proper way. They should be properly 
audlorized. The order which bas been placed must have an entry in the order book 
of which a carbon-copy should be attained and kept. 
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• There has to be a i-ecord in the Goods Inwards Books by the gate-keeper or store
keeper. this book must contain the receipts of goods. 

• Th.e quality. quantity, prices and calculations of invoices received from sellers 
rnust be kept in check with the Orders Books and Goods 1nwards Books. 

• The clerk must cbeck these books and have the access of invoices initially. 

• Afr.er the process of checking. these invokes must be entered in a Bought Day 
Book and fi.led. 

• In case the organ.iz.ations have many departments and orders are placed by each of 
thern pruticularly, the invoice is meant to be sent to the departmem for checkiog. 

• A store ledger must be maintained where an independent person can entet the 
details of aJI the goods purchased on behalf of whole osganizatioo. 

• A responsible official must authorize the payment of every invoice. 

• The system of interual check for cash purchases must be operated routinely and 
properly. 

3.2.6 Internal Check Regarding Sales 

The possibility of errors and frauds is more in the case of safes. For example, the 
goods sent on approval can be treated as acrua] sales or a fictitious sale can be entered 
in the sa tcs book. 

Moreover, there is a possibility of taking the present year's sale as the next year's sale, 
m1st<1kenly. In other cases, the selling of fixed assets can be entered in the record as 
the sale of goods. Tht1s, the system of internal check is imporrant so that the above
mentim1ed situations can be counteracted. The following points should be considered 
while performing internal check regarding sales: 

• There should be a proper record of aU the orders which are received. 1t wiH be 
.additional to the advantage if the records are kepi jn writing. Telephonic or 
verbally received must be confirmed in writing. 

• The Goods Outward Book must be maiurnined in order to record an goods 
supplied. 

• Two copies of invoice must be prepared. One must be sent to the customer amt 
other carbo,n copy must be kept 

• Befure se._nding out, the details of every invoice must be checked. 

• The comparison of entries in Goods Ourwards Book and invoices must be done. 

• On the basis of the details in the invo.ices the entries must be recorded .in the sales 
book_ 

• Goods rerumed by the c,1stomer should be entered in the returns mwards book 
and a credit note must be prepared. In case a customer returns rbe goods, the 
details must be entered in inwards book. Afterwards. a credit note must be 
prepared. 

• In case of cash sales, the cash must be collected by a responsible atid reliuble 
person instead of salesman. Delivezy of goods must be based on receipt cash 
memo. 



3.2.7 Role of an Auditor in Internal Check 

The reliability of internal cbe<:k. system on the part of auditor depends on the size and 
nature of an organizatjon. The auditor needs to take steps mentioned below, before he 
decides to rely on intemaJ check system: 

1. He must ask for a statement from h is client in regard of internal check system. 

2 . He must perfonn an examination anti analysis of tJ1e system considering the size 
and oature of the business. 

3. He must analyse the weakest poinr of inte rnal check system iJJ order to make an 
assessment about possibilities of errors and £rands. 

Jn case the auditor finds any defect i.u tlle system of internal check, he is supposed to 
carry on detailed checking. The work of an auditor can be minimized to a great exten t 
if the system of internal check is efficient. Yet hjs liability on the internal check 
system can be reduced. On another aspect, if the system is found to be defective, the 
work of the auditor increases and becomes difficu lt 

3.3 ROUTINE CHECKING 

Every organization of any size, whether big or small, and operating in any iodustry, 
either manufactutii1g o,r service company, must maintaia. some records and acco1.1nting 
books that are common in all type of business organizations. These records and books 
are checked by an auditor on a routine basis and 1his is called routine checking in 
auditing. Routine checking invo lves the following tasks: 

• Examining the records of primary books, costing, transfer etc. 

• Examining the transfer of business transactions from original accounting books to 
ledger account. 

• Examining the debit and credit side of different accounts. 

• Examining the transfer of balances of different accounts to other pages or 
accounts or statements. 

TI\e objectives of the routine cbecJcu,g are as follows: 

1. To determine the mathematical accuracy of the primary books of accounts. 

2. To understand the regularity in primary books of accounts. 

3. To know that- the figures are uot changed after the check using distinct ticks and 
marks. 

3.3.l Ticks and Marks used in Routine Checking 

Different signs are used iu routine checking. These signr; act as the proof of routine 
checking of transactions. 

TI1e signs used io routine checking should b e small and clear. ln general, re.d or pink 
colour is used for conducting routine checking. However, green colour is used for 
conducting the final audit. 

The signs used in routine checking are called ticks or check marks. The main points 
related to these signs are as follows: 

J. Precautions: WhDe using the ticks and marks in routine checking, the following 
precautions should be ta.ken: 

(a) The inar.ks must be sma ll and clear. 
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(b) Tbe marks shotild nor have the same colour in which accoums are written. 

(c) Various colours of marks should be used for performing differeut accounti,ng 
activities, 

(d) The marks should be changed each year. 

(e) The meanings of marks should be kept secret. 

2. Place of Tick'> ,md Marks: It is important to decide the place for making the m ark 
beforehand along with tbe colours, and the types of marks. Generally, marks are 
made on tl1e left s ide of the amount while verifyi,ng the postings in accounts. 
While examining the voucher w1tb the am.ow1t, mark is placed on the right side. 
For verifying the total, mark is made below the Loral, etc. 

3. Impo,tance of Ticks alld Marks: The tick& and marks p!ay an important role i.n 
tbe verification of accounts. While expressing the importance of Ticks & Marks, 
Prof. Emersoo said, "during audit, Ticks and Marks must be kept in mind, in the 
same way as while walking, we keep track of the road in miod, while talking we 
keep words in mind and while sbopp ing pocket is kept in mind. ln all these 
:;ituations, a little carelessness creates various problems.'' 

3.3.2 Advantages of Routine Checking 

The advantages of routine checking are as follows: 

I . AU the original entries are checked in the routine checking; thus, a1l the errors and 
frauds cap be identified easily. 

2. 1n routine checking, all the entries and posting are checked. 

3 . lt be1ps jn conducting the final audit as the balancing and totals of all the accounts 
have already been checked. 

4 . As routine checking is a regular process, so, a separate an<l specific staff is 
not required for perfonn(ng it-. 

3.3.3 Disadvantages of Routine Checking 

Despite of tlJe above mentioned advantages, routine checking also suffers from 
various limitations. These Jimitations are as follows: 

1. As routine checking is a mechanical task, so, the staff that perfonns this worl< is 
less motivated and inspired. Thus, there arc chances that they leave e(rors and 
frauds in the audit. 

2 . it can only identify the small en-ors and frauds and not the big (rnd planned frauds. 

3. Tt is not required wben self-balancing system is llsecl 

4 . Jt cannot i.dentify the principle and compensating etTors. 

3.4 TEST CHECKING 

In auditing, test checking can be defined as the examination of a few selected 
transactions from the beginning lo end. ln test checking, a few transactions are 
selected randomly from a large number of transactions. Test checkJng is also called 
"Selective Verificat ion'' or "Sarnpling Process''. 

• Test check ing is a proxy for detailed checking. 

• Only a partial checking is involved in test checking. 



• n,e basis of rcsl check is, if a randomly selected u-ansacllon is found to be correct 
and em.>rless by the auditor lhen it can be believed that the rest of the transactions 
might be also be correct. 

Instead of detailed checking, test cheeking is accepted as a subst1rure which is 
unwarranted from the econon11c pomr of view. 

3.4.J Adoption of Test Checking 

Method of test checking depends entirely on judgment and discretion of auditor. The 
auditor's judgment und d1screuon is based on the individual cases and certain 
circumstatices. 

TI1ere mny be certain dangerous consequences of performing test check. hence it is 
necessary to apply and carry it out with utmost care and intelligence. The two factors 
are for test checking: 

:.\. Syinem of internal check 

b. Intelligence of the auditor 

3.4.2 Features of Test Checking 

Test checking involves two basic aspects on part of the audilor, i.e .. !.election and 
checlcing of propot1ion of transactions. 

Some of the salient features ofTes1 Checlong al'e mentioned as follows· 

I . Scie11tiflc reason: There is a mathematical truth about selecnon of a proportion 
from the populatton displaying similar features io common. It b~ been proved 
mathemtllically thot samples selected scientifically would disclose the similar 
features and charactenshcs as displayed by the population. There is a scientific 
law which is the bac;is of th.is statistical theory of sampling. Hence. ii is a reliable 
opuon in contrast to any other technique which may lack basis and acceptability. 

2. Estimati.011 procc1,·s: Though it is based on scientlfical ly an anthroetically proven 
basis, cest checking and sampling crumot be fully reliable, HS U1ere will always be 
a doubt aboul the accuracy in results. The whole -process of test checking is related 
ro e:;timaiion. 

3. Coverage of 11111tcrial items: A n exhaustive checking is carried out for the entries 
which involve big amount~ or entries and whic\1 are related to matl!t'ial accounts. 
Ce,rtain other entries apart from the above mentioned, are verified according to a 
certain r tan. As a result, the entries get cbeck for a specific time period and rest of 
them remains unchecked. · 

4 . Full ,·overage over a time period: Generally. the planning of Test Check: is 
organi7.cd in such a way that the audit progTammes for 3 to 5 years can cover all 
types of transactions irrespective of the size of the company. Hence. if test 
checking ,s carried out in the months of January, June and Decerober in a 
p11rticular ycnr then, in the next year April, July and September rn3y be checked. 

5. Surprise Element: ln the Auclit Company, the staff and management must be 
restricted lo foresee the pattern of test checking. It is necessary in order to prevent 
them to predict the areas and rime periods co be covered in any particular year. 
The C't!Striction of staff and management also facilitates in avoiding nny employee 
to be alert ttnd careful regarding the checking. 

6. Fle.-c.ibility: The test checking must be flex ible on pnrt of t.he auditor. lf test 
checking is carried out routinely, it becomes predictable and mechanical, hence 
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loses its value. Therefore, in order to avoid such circumstances, the auditor must 
keep chauging the methods of te!lt checking at .reasonably regular intervals. 

7. Judgment Ba.'ied: Tbe test checking is limited primarily to the judgments made 
by the auditor for a specific situation. His judgmc1\t fot a specific situation 
depends ou various aspects sucb as auditor's previous experiences, current 
developments in the organization and internal control system. 

3.4.3 Advantages of Test Checking 

Test checking enjoys the following advantages: 

l . Time and energy j5 saved. 

2. Test checking can ooly be useful and purposeful onty when the transactions are 
selected intelligemly 

3. Tliere is a reduction 1n the work load; bence an auditor can work simultaneously 
on several audits. 

4. lt facilitates tb.e audnor to create a defmite conclusion regard.i.ng tl,e true and fair 
view of the state of affairs of tl1e organization .. 

5. The cost of audit is minimized. 

3.4.4 Disadvantages of Test Checking 

Test checking suffers from cenain disadvantages. The fo.llowing disadvantages of test 
checking ace: 

I. All fue en-ors and frauds are impossible to be detected. 

2, The possibility of carelessness on part of the client's clerks may take place 
because of their acknowledgement that there will be no detailed checking of their 
works. 

3. Though the auditor checks rhe whole work in detail, the suspicion <1nd doubts 
remains in his mind. 

4. Until and unless the systems of intemaf checks are jmproper and ineffec6ve, and 
rhe proper controls are not being adopted in business, the process of test checking 
serves no pt1rpose and hence becomes useless. 

5. Test checkjng is not suilable and useless for sll)alJ business concerns. 

3.4.5 Difference between Test Checking and Routine Checking 

The differences between rest checking and routine checking are ns follows; 

Particulars Test Checking Routine Checking 

Me11ning T est checking is an audit11i.g Routine checking is a dctaikd cllecking 
procedure in wltich Ql'lly some of audit procedure. Jo, this checking, all the 
lhe ITiln$aCtions a.re checked for transactional aspects are checked. These 
making an opinion sbour all the aspects include checking of costs, sub -
transnc1io11s. casts, carry-forwards, extensions and 

calculations etc .. in subs,di~ry books. 
Moreover. the checking is carried out 
for posting into the ledgers. casting of 
\edger accounts and extraction of their 
balances, ct'c. 

Objectives for geuiog a reason:ible level of • To check the arithmetical accuracy 
satisfac1ion regarding all of lhe transactlons and their 
transactious by verifying II few of cntnes. 

Co11td .. , 



lhetn. which represents the other 
trnnsactioni.. They are called 
"sample"'. 

• Saves time 

• Proper and careful checking 
helps m achieving the audit 
objective. 

• Rc<looes lhe volume of work 

• Enable nu<litors 10 ge.t rime 
for conducting other audits. 

• Ir may makl' the client staff 
careless about maintenance 
uf accurate accounts. 

• II may lt:ave some errors and 
lniuds undetected. 

• AJI items :.111d (ran.<;actions 
arc not checked, 

• There is an element of doubt 
an6 risk in tlte Auditor's 
opuuon. 

• To check the acconu;y of posting 
to ledgers. 

• To verify that the ledger 11ccoun1.S 
are bolnnccd correclly. 

• To muke sor< lhnt figures arc not 
altered after roucu,e checking.. 

• Verifying the posting :ind ledgers. 

• Verifying the ;u ithmetical 
accllJ'acy or rhc: acco11nlS. 

• FacilllJ.lting tallying of trial 
balance. 

• Making rhe dcrection of cn·ors and 
rrauds easy ((Ir auditors. 

• Focilhating the dclegatlon of 
auditing work to jm1ior staff. 

• It is a highly mecb11nicol process. 

• 1t may lead to boredom as the 
activity is monotonou.s. 

• Ma,ior objecis of frauds ond high
level del.,ils and complicallons arc 
not Kveated. 

• ReUDbu1'$c:mc:-nt of errors and 
errors or principle du not gc1 
recognised. 

'heck Your Progress 

Fill in the blanks: 

I. The auditor must be acquainted with the _____ in operation. 

2. lo internal check tbe main objective of is to _ ____ among the 
workers in order to avoid any exclusive control of any person over tbe 
transaction. 

3. A ____ .must be issued after receiving c.he cash for the purpose of 
acknowledgement. 

4. Payments made by cheques must be authorized and s igned by a 
responsible persoJ). Before dispatching the cheques, every cheque rnust be 
marke<I ____ _ 

5. _____ in order to manipulate the wage sheet fa a danger 10 mtemuJ 
check system regarding wages. 

6. At last., ilie Works .Manager, a Di:recmr o r a Partner must counter s ign the 

7. The system of internal check that is adopted regarding purchases of an 
organization depends majorly oa its ______ _ 

8. The comparison of entries in ___ _ _ and invoices must be <looe. 

9. The at1ditor must analyse the _ _ _ _ _ of intemnl check system jn 
order to make an assessmem abou t possibilities of en'ors and frauds. 

Contd ... 
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I 0. One of the objectives of routine checking is to determine the 
______ of the primary books of accounts. 

11 . Different signs are used in routine checking. These signs act as the 
_____ of transactions. 

3.5 LET US SUM UP 

• "Tnterna1 check 1s a system under which the accounting methods and details of an 
establishment arc so laid our that the accounts procedures are not under tbe 
absolute an<l independent control of any person - that, ou the contrary, the work of 
one ernpJoyee is cornp1ementary of that of another, and that a continuous audit of 
the business is ,nade by the employees." 

• ln internal check regarding cash, the division of duties in the matter of cash must 
be done in such a way that checking of various functionaries related to cash 
sectiOI\ can take place automatically, 

• The cash receipt must have a counterfoil i.n order to keep a record of the 
trnnsactions that are made. Every receipt must be consecutively numbered and 
kept in a locker. 

• No other duties should be assigned to the employees who have authority to sign 
and countersigrr the cheques. ll is important to avoid the rjsk of providing them 
any opportunity th.rough which they can influence the entties in the {edgers. 

• Jnadcquacy in piece work records, causes the workers to receive wages for the 
work wh.icb is not done on tbejr part. 

• In the wage sheet separation of columns must be done so that the aspects such as 
gross amount payable, deductjons for employees, state insurance, provident fund 
contribution, loans, fmes etc., aud the net amount payable can be recorded easily 
and conveniently. 

• A purchase order book must be maintained to record all the orders for purchases. 
The orders must be amborized iu a proper way. They should be properly 
authorized. A carbon-copy of every order p laced should be kept. 

• ln case any customer bas returned the Goods, the detail regarcliag return must be 
entered jn the returns inwa.tds book. Adding lo that, a credit M te should be made 

• The work of an auditor can be minimized to a great e:xtent iftbe system of internal 
check is efficient. Yet his liability on the internal check system can be reduced. 

• Every organization of any si.ze must maintain some records and accountiJ1g books 
that are common i 11 all type of business organizations. These records aod books 
are checked by an auditor on :i routine basis and tl)is is caUed routine checking in 
auditing, 

• ''Du.ring audit, Ticks and Marks must be kept in mind, in the same way as while 
walkfog, we keep track of the road in miod, while talking we keep words in mind 
and while shopping pocket kept in mind. lo all these siniations, a little 
carelessness creates various problems." 

• Test checking is also caUed ''Selective Verificati0tl' ' or "Sampl10g Process". 

• Test checlang involves tv,o basic aspects on part of the auditor, i.e., selection and 
c.becking of proportion of transactions. 

• Verifying tbe postjng and ledgers is one of the advantages of routine checking. 



3.6 LESSON END ACTIVITY 

What type of internal check will you prepare in case of a manufactming company so 
1hat frauds related to sales of goods can be prevented? Prepare a presentatio n covering 
all the .ispecrs. 

3.7 KEYWORDS 

l11tenial check: 1ntema1 check is a system of checking tl1at facilitates i.n organizing 
the system in such a manner that the work of one person cau be checked aurornatically 
by another. 

Test checking: Test checking can be defined as the examination of a few sdected 
transactions from the beginning to end. 1n test checking, a few transactions are 
selected randomly from a large number of transactions. 

Invoices: A List of goods sent or services provided, along with a statement of the sum 
due for these. In simple words, it can be called a bill. 

R0Mi11e checking: The records and books o f an organ..ization ore checked by an 
auditor on a routine basi.s and tJlis is called routine checking in auditing. 

Wt1ge sheet: Jt is a combined list of workers, in which the gross deductions and nee 
wages payable to them a(e mentioned. 

3.8 QUESTIONS FOR DJSCUSSION 

1. Whal is internal check? Discuss in detail. 

2. Describe the role of auditor in internal check? 

J . What is routine checking? Discuss its advantages and disadvantages. 

4 . Define tei-;t checking and list out. the features oftest checking. 

5. What are the advantages and dLsadvaotages of test checking? 

6. Differentiate between routine checking and test cbeckiug . 

Check Your Progress: Model Answer 

1. System of intemal check 

2 . Allocate the duties 

3. Printed receipt 

4. 'Ale Payee' 

5. Inserting the dummies 

6. Wage sheet 

7. Size and resources 

8. Goods Outwards Book 

9. Weak~st point 

LO. Mathematic-al accuracy 

11. Proof of routine checking 

67 
TnteTTUII Check in Auditing 



3.9 SUGGESTED READINGS 

A. Kumar, R. Sharma, Auditing.- Theory and Practice, AtJanric PubHshers and 
Distributors, New Delhi. 

S. K. Basu, Auditing: Principles and Techniques, Pearson, New Delbi. 

Ravinder Kumar, Yirender Shanna, AudWng: Principles and Practice, PH1 Leamiog, 
New Delhi. 



LESSON 

4 
INTERNAL CONTROL AND PROCEDURE 

CONTENTS 

4.0 Aims and ObJec1ives 

4. J Intcoduction 

4.2 Meaning oflntemal Control 

4.3 Types of Internal Conn·ol 

4.4 Characteristics of Good Internal Control System 

4.5 Internal Control and Auditor 

4 .6 Di(terence between Tntemal Control and lntemal Check 

4.7 Audit Procedme 

4.8 Let Us Sum V1> 

4.9 Lesson End Activity 

4.J0 Keywords 

4.1 1 Questions for DisctJSsion 

4.12 Suggested Readings 

4.0 AJMS AND OBJECTIVES 

After srudying this lesson, you should be able to: 

• Explain the meauing of intemal contro l 

• Discuss tJ1e types of internal control 

• Explain the characteristics of good internal control 

• Describe the role of auditor in interua.1 control 

• Differentiate between internal control and internal check 

• Explain U,e procedure of inte rnal audit 

4.1 INTRODUCTION 

Earlier the systems m business were cons1dered with an aim of being the work. done in 
cheaper and quicker ways available. Wit11 time, it was being realised that certain 
fragmented methods of work process have begun to take place hence the systems 
became inefficjent and expensive. Thus. a need for an overall planning took place. 
The planning is done in such a way that the flow of work can be main1ained and the 
business can run smoothly. The requirement of safeguarding of assets was added 10 

the maintaining of the efficiency of the business-

Hence, an overaJJ p}annjng and its being operated pracrically are incorporated under 
the title of internal control. Intemal control is established by the management. Even 
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though the auditor is not provided with any right for practicing any method of internal 
control. He ts must be concerned with the system only vi rmally because the internal 
control system tuay have ao influence in his working processes and methods. 

1n tl)e foUowing le.sson, the concept of internal control system bas been discussed in 
detajl along with its types and characteristics. Adding to this, the lesson also discusses 
the extent of auditor's role in the internal control system. Moreover, we wjll discuss 
the differe11ce behveen internal control and internal check as they may be 
misunderstood at times ~s the same concepts. The lesson v,,jl] be concluded wjth the 
procedure of iuternal audit. 

4.2 MEANING OF INTERNAL CONTROL 

Jnternal cm,trol can be defined as a whole system of co,1trols focluding financial and 
other aspects. created by the management of an organizatiou so that the business of the 
organ.ization can function in proper order. Moreover, it helps jn providing safety to 
assets and security to the accurate and reliable records of the organization. 

Hence, internal control acts as an umbrella term covering wjde range of aspects, The 
scope of internal control can be expanded beyond its limits to such matters which 
involve the functioning of a~:counts and financial records. The scope of intermil 
control enco,rnpasses al) such ,natters 1hat are related straight to the functioning of 
records maintained for accounts and finance. 

The scope of internal control system can be concluded as following: 

• It consists of contro l environment and procedures, 

• Jt is extended beyond the fields of accounting and finance. 

• It ensures that the b-usiness is being conducted orderly in all functional areas. 

• The auditor's concern lies only to tbe internal controls whic]1 have direct impact 
on the accounting sysrern. 

Control environment is an integral patt of imerual control system; hence it is 
important to understand the meaning and factors affecting contro l environment. 

lt can be defined as the overall attirude, awareness and actions of the management 
with regards to internal control system and its jmpoitaoce in the organization. 

There are three main factors wh.ich affect control e nvironment: 

Control Environment Management Supervision Personnel 

The organizational structure Planning and maintenance of The capabil ity and honesty of 
must be. estabJislted in such a intcmal control system is the the i11dividll31 is the basis or 
manner lhat !lo individual can responsibility ofmanagem~ot interna l conrrol system's 
dom inate and iht1ucnce the 

A review rn\tst be perfonncd 
effectiveness. 

internal control system. 
routinely by 1he ma.nagemcm to Therefore, it is necessary lhat 

It should provide for separation ensur~ that effectiveness of the pe~sonnel appointed for 
of unsuited task, so that internal control system is nol internal control sysicm is 
mlsstatement5 can't be lost. properly qualified, trained and 
committed easily , 

The management can establish 
experienced. 

For instance, the authori~11tio11 a separate departtncnt called 
for purchase, record keeping "Internal Audit" to keep a 
and othor fuoctions regarding check on the effective opcr-1lion 
assets, must be segregated. of mtemal controls. 



4.3 TYPES OF INTERNAL CONTROL 

Generally, in internal canrrol then: are two types: preventive and detective controls. 
Botb a.re crucial for effectiveness of 1atemal control system. The difference between 
the two is that, preventive controls aet as a proactive and h.ighJigbtS 01\ the quality. On 
the other hand, detective controls are essential as Lhey provide evidences through 
which the preventive controls can fu.nctloo as per 1he imendoo of 1he organiz.at1on. 
These types of i.ntemal controls are discussed as foUows: 

Preveutive Co11rrol,· 

The purpose of prevenuve controls 1s to discourage e1Tors and irregulanties. lts 
function is to preven< errors and irregularities from occurring. They help in ensUJing 
the fulfilment of departmental objectives. Examples of preventive concrols are: 

• Segregati(m of Duties: Duties are divided among people to minimise the nsk or 
error and misappropriation. Generally, this division is made for three functions: 

a. ApprovaJ for transactions (approval) 

b. Maiutaining n record of transactions (accounting) 

c. Supervising the assets (cus1ody) 

• Approvt,b,j A11thorizatio11s, and Verifu:ations: 

a. The autltoriry for performing certain ac1ivities and execution of certain 
trirnsactions \\'Jib in a restricted parameter hes in the hands of the management. 
ll1us, approval of rnanagemenr must be rnandalOry. 

b. The t.mnsac11O11s that need an approval from a supervising body must be 
authorised by 1.he concerned authority. Therefore. the authorization must be 
made mandatory before perfonning any transactions and other activities by 
the emt_))oyce!i. 

c. The approval nnd authorization from the supervisory body infers Ole 
verifi1.:ntion an<l validation of the activity rw transaction!! can·ied out by ao 
e111ployee. 

• Sei:urity of Asset: In this type of control, a l'estrictio11 fa madt: for accessing an 
equipment~ inventories, and securities. Moreover, a toutil'lely check.i.ug is 
pe1fonned by counting aud comparing the amounts as per the control records. 

Detecti~e Controls 

The purpose of detective control is to find errors and frauds that have already taken 
place. Ex.imples of detective controls are: 

• Re\1iews of Performrmce: 1n the process. of reviewing, certai.n infonuations are 
compared by Lhe maaagement. These infmmauon!i can range from curTem 
performance of the company to budgets, forecastS and other benchmarks. The 
purpose of comparison is to measure at what extent the goals and objectives of rbe 
orgam:aition have be-en achieved. Afterwards, they can make a result Olli o f it, so 
that the unexpected results and unusual condmons can be identified Lo make a 
fo l\ow-up to balance the resulr-. 

• Re,·oricilialious: In this type of control an employee 1s supposed to relate various 
sets of data to one ano1her and identify the possibility of any differeoce. After the 
identification. he is supposed to make an investigatiM and take rhe necessary 
corrective actions. 
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SYSTEM 

The characteristics of good intema! control system are as follows: 

• An organization must ha.ve a well-developed plan. The responsibilities must be 
des~gnated properly at different levels based on operational b..ierarcby. 

• A record must be kept regarding the maintenance of control over assets liabilities, 
revenues and expenses. A scientifically developed system of record procedures 
o,usr be considered. 

• There rnust be a system leading to healthy praclices and traditions. Thls io.itiates a 
good result of performing dl1ties and activities in every department of 
organization. 

• lt is jmportant tbat the employees of an organization possess good character and 
an in-depth understanding of the duties and responsibilities assigned to them. 
They must have a proper trajniog and ability about their designation. Jt is a 
necessary aspect as the employees are given authority to exercise controls in the 
orgaruzation. 

• A managerial supervision is mandatory. Moreover, the organization's financial 
operations and positions must be revised and reviewed on a routine basis. the 
review cao be done with the help of interim accounts, reports and summaries. 

4.5 INTERNAL CONTROL AND AUDITOR 

ln the system of internal control, the main concern of an auditor lies in the evaluation 
of the internal control system established in an organization. Thus, there are a few 
points be may be able to know: 

• An auditor can find out 1f the mistakes, errors and frauds are possible to found in 
the regular course of business. 

• An auditor can acknowletlge the existence of an effec~ive intemal auditing. 

• He can judge t'be reach ar:1d adequacy of fu.nctiouiug of the management about the 
rightful record of transactions. Moreover, he can acknowledge the extent and 
adequacy about the discharging of management's functions which further 
cO\lceros to the recording of transaction appropriately. 

• He can decide at what extent be must examine the various areas of accounting. 

• He can decide at what level administrative control has a bearin,g 011 his work 

• He can decide the corrc-ct aodit programme in prevailing situations of the 
o-cganization. 

• He may be able to know the scope of reliability on reports, records and the 
certificates of the management. 

• He is able to decide if he cau give some. suggestion and advices for the 
improvement of the existing control system. 

4.6 DIFFERENCE BETWEEN INTERNAL CONTROL AND 
INTERNAL CHECK 

fntemal control is not to be confused with internal check. Both systems vary in 
meaning, scope and namte. The difference between intemal cont.rot and internal check 
has been depicted in the table given below: 



Table 4.1: Difference betweeo Internal Control and Internal Check 

fotern:11 Con trul Jntcroal CJ,eck 

Jntcma1 control is defined as a 5yslem which Internal check is defined as a way of desig,,ating and 
1s executed by an orgnnization for ensuring assigning tht- responsibilities a11<l division of work 
the integrity of financial and accounting among the employees of an o-rganizatioo. lntcmal 
informat ion. lt enables the orgamzation m check can be defined in a limited \Vay as it covers 
acknowledge progress and success of 1he many aspects of an organlzatlon. 
organization rcg.a1ding its profitabihry artd 

Cn intemal check a system is sue-h constructed that rhc operall(IOal objectives. 
work of a subordinate gets automatically checked by 
the supervismg, authority. The checking p roves if I.he 
work is being done as per the policies and guidelines 
of the company or noi. 

Jntcmal ehee~ plays a vital role. in system of JntemaJ check has a narrow scope in comparison to 
Internal control. Whereas, internal control is internal control. 
a wider aspect in an otganiz.atioo. 

The design and documentation of internal The implementation of internal check, unlike intem11l 
comrol is created at level of corporate control, can be done a, all levels of an orgunization, 
managecnc.n.c. for instance, la(:tica1 level or operational level. 

Therefore, it can be concluded, that internal control is a broad term in which other 
systems such as internal check, internal audit, and other foans of control are includ~d. 

4. 7 AUDIT PROCEDURE 

Audit procedure can be defined as the techniq1Jes. tactics and steps undertaken by the 
auditor t0 assess, review and identify the inefficiencies io the company' s operation. lt 
is done for cost reduction and achievement of organizational goal. 

lnternal check is defined as a way of designating and assigning the responsibilities and 
division of work among the employees of an organization, Totemal check can be 
defined in a limited way as it covers .many aspects of an organization. 

In internal check, a system js such constructed that the work of a subordinate gets 
automatically checked by the supervising autho1ity. The checking proves if the work 
is being done as per the policies and guidelines of the company or not. He monitors 
the fi nancial mechanism of the orgaiiization which en.ables him in ensuring that the 
records regarding operating data are being kept by the employee in accordance with 
accounting norms or not. Certain examples of auditing procedure are reviewing of 
documents, interviewing officials and checking the i1Tegularities. 

The main objective of audit procedures is to demonstrate tJ1e highly effective 
approaches for conduction of superior audits of commercial aod non-public entit:es. 

It provides a way for discussions to be done more practical ly and considering the. 
management of audit engagements on a routinely basis. Audit procedure facil ita~es in 
.minimization of technical language used for official statements to an easily readable 
and understandable advices and procedures. The audi.t procedure is designed for 
enhancement in quali ty of an auditor's practice. Through audit procedure an auditor 
gets a proper approach fot performing audit engageme.nts in a more effective and 
efficient maf')Jler. 

lrtintemal audit process, the following steps are adopted: 

Risk Based Audil Plan 

The first phase in lhe internal audit process is risk based audit plan. The Audit 
Committee of the Board of Governors approves this plan. It is updated on annual 
basis. When the plan is approved, it becomes a guideline for perfonning audits in the 
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upcoming year. Apart from the audits conducted under this plan. special audits and 
consulting works are also conducted m internal audit, on demand. 

Planning Phase 

ln this phase, rl1e audit s taff evaluate the past audit work, go through the Uterarure 011 

the area under evaluation, and create an introducto1y review abour. the unir budgeted, 
actual revenues and expenses. The auditors detenninc the scope and objectives of 
aud.it so lhat they can use them as the base of the fieldwork pbase. fn the planning 
phase, an introductory meeting is conducted for discussing the objectives .. t1melines, 
and other important infonnation related to audit so as to make the internal audit 
process easy. ln this meeting, the audit staff may request for sorue information like 
organization chan, contact lii.t and literature describing the organization's procedures, 
if available. 

Fieldwork Phase 

Fieldwork phase is the length iest p1Jase of the internal audit process. In this phase, the 
foJlowing activities are performed: 

• The audit staff collects information related to U1e auditee's operations 

• The audit staff understands the organization's functions 

• TJie audit staff detennines I.he stre'ngths and weaknesses of l'he orgahizarion. It 
includes ~nalysis of financial, administrative and other business activities, 
functions and procedures. 

• The a udit staff takes interviews of the key personnel of the organization, observes 
b~iuess procedures, and reviews the audit process periodically with the. 
organization's heads and personnel. 

• Finally, this phase allows the audit staff to determine the areas of risk and concern 
u1 the internal controls and procedures of the organization. Tb.c staff discusses 
about. these risks to the auditee before or oo lbe concJusion of the .fieldwork. 

Rep01·ting Phase 

1n reporting phase, all the work and activities perfonned in the fieldwork phase are 
compiled along with their results aod then they are offered and discoursed witb the 
client. The client should make action plans with timeframes and these plans should 
address aU the recommendatio ns made by the audit staff in their repo11. The fina l 
smno,ary report is offered to the Senior Management and tbe Audit Committee for thl! 
purpose o f reviewing. 

Follow-up P/J.ase 

Depending on !he tiroeframes mentioned in the action plans, a follow-up is conducted 
for making sure that the recommended measures are implemented. 

Check Your Progress 

Fill in the blanks: 

I. The management can establish a separate department called ____ _ 
to keep a check on the effective ope ration of internal controls. 

2. _ ____ function is to prevent errors and irreguJarities from occurring. 

3 . Duties are divided among people in order to minimise the 

Contd .. 



4 The approval Md authorization from the supervisory body infers the 
______ of the activity or transactions carried oui by an employee. 

5. The purpose of _____ .is to find errors :ind fr~uds that have aJready 
taken place. 

6. lt is imponant that the employees of an organization possess 
_______ ofche duties and responsibilities assigned to theru. 

7. An auditor can acknowledge the existence o f an ________ _ 

8. ltrtemal check is defined as a way of ________ the 
respoosibilities and division of work among the employees of an 
organization. 

9. ln intemal check a system is such constnicted that the wm-k of a 
s11bordin11te gets automatically checked by the ____ _ 

I 0. The _____ in the intema.l audit process is risk bnsed audit plao. 

I 1. ln ______ __, the audit staff evaluate the rast a1idil work, go 
through the literarnre on t.he area under eva1uation, create an introductory 
review about the unit budgeted, actual revenues a11d expenses. 

12. ____ is the lengthiest phase of the internal audit process 

13. In. ______ ___. all the work and ac1ivi11es performed in 1he 
fieldwork phase are compiled along with their results and then they are 
presented and discussed with the client. 

14. Depending on the timeframes mentioned in the acrion plans, a ___ _ 
1s conducted for making sure chat the recommended mea:mres are 
implemented . 

4.8 LET US SUM UP 

• lntemal control can be defined as a whole system of controls including financhi\ 
and other aspects, created by the management of an organizn1ion so that the 
business of the organization can function in proper order. 

• Control environment is an integral part of i.ntemnl control ~ystem; hence it is 
important to 1mderstand the meaning and factors affecting control envirn1une1Jl. 

• Planning and maintenance of infernal control system is the responsibiJity o f 
managemeol 

• The management can establish a separate department called "Jntcmal Audit'' to 
keep a check on the effective operation of iJ)lemal controls. 

• In internal control. Lhere are two types: preventive and detective control~. 

• The purpose of preventive controls 1s the discouragem.ent of en·ors and 
1rregularit1es. Its function is to prevent errors and irregularities from occurring. 

• The purpose of detective control is to find erro~ and frauds that have already 
taken place. 

• An organization must have a well-developed plan. The responsibilities must be 
designated properly at different levels based on operational hierarcby. 

• A record must be kept regarding the maintenance of control over assets liabHities, 
revenues and expenses. A scientifically developed system of record rroce<lures 
must be considered. 
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• A managerial supervisi011 is mandat◊ry. Moreover. the organization's financrnl 
operations and positions must be revised and reviewed on a routine basis. 

• 1n the system of internal control, the main concern of an. audit0r lies in the 
evaluation of the internal control system established in an organization. 

• The auditor may be able to know the scope of reliability on reports, records and 
the certificates of the rnanagemeot, 

• The implementation of ioternal check, unlike internal control, can be done at aU 
levels of an organization, for instance, tactical level or operational level. 

• Audit procedure can be defined as the techotques, tactics and steps undertaken by 
the auditor in order to assess, review and jdentify the mefficicncies i.o the 
company's operation, 

• The main objective of audit procedures is to demonstrate the highly effective 
approaches for conduction of superior audits of commercial and non-public 
el\tities. 

• ln reporting phase, all lbe work and activities performed in the fieldwor,k phase 
are compiled along with their results and then they are p1·esented and discussed 
with the cHent. 

• Depending on the limeframes mentioned in the action plans, a follow-up js 
conducted for making sure that the recommended measure~ are i mplernented. 

4.9 LESSON END ACTIVITY 

Prepare a report about the extent to which the auditor is responsible for system of 
internal control. 

4.10 KEYWORDS 

lntern.al Co1ttrol: A whole system of controls including fina11cial and other aspects, 
created by the manageruent of an organization so thar the business of the organization 
can function in proper order 

Control Environme11t: 1'he overall attitude, awareness and actions of the rnanagement 
with regards io internal control system and its importance in the orgaruzation. 

Preve11tive Comtois: A control system which is 1.1sed to prevent c1Tors and 
in·egularities from occnrring. They help in ensuring, the fulfilment of departmental 
objectives. 

Security of Asset: A type of control, a restriction is made for accessing an equipment, 
inventories, and securities. 

Reviett•s of Performa11ce: A process of reviewing, certain info1mations are .compared 
by the management. These informations can range from current perf oonance of the 
company to blldgets, forecasts and other benchmarks, 

htt.unal Clteck: Internal check is a way of designating and assigning the 
responsibilities and division of work among the employees of an organization. tnlernal 
check can be defined in ll liniited way as it covers many aspects of an organization. 

Audit Procedure: The techniques, tactics and steps undertaken by the auditm in order 
to assess, rev iew and identify the inefficiencies in the company's operation. 



4.11 QUESTIONS FOR DJSCUSSIO 

l . Whal is internal conlrOJ? 

2. Discuss the types of internal control in detail. 

3. List out the cbarncteristics of a good internal control system. 

4. W11at is the roJe of auditor in internal control system? 

5, Djfferenciate between internal control and internal check. 

6. Describe the imemal audit procedure. 

Check Your' Progress: Model Answe1· 

l , lnternal Audit 

2. Preventive controls 

3. Risk or error and misappropriation 

4. Verification and validation 

S. Defective control 

6. Good character and an bi-depth understanding 

7. Effective internal auditing 

8 Designating and assigning 

9. Supervising authority 

10. First phase 

11. Plrumjng pha:;e 

12. Fieldwork phase 

13. Reporting phase 

14. follow-up 

4.12 SUGGESTED READINGS 

A. Kumar, R. Sharma, Auditing· 171eo1y and P,·actice. Atlantic Pi.tblishers and 
Disnibutors. New Delhi. 

S. K. Basu, Audiling. Principles and Techniques, Pearson, New Oelhi, 

Ravtnder Kumor. Yirender Shanna, llrui.iti11g: Pn nciples am/ Practice, PHI Learrung, 
New Delili. 
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5.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Ex.plain meaning and concept of vouching 

• Discuss objectives and importance of vouching 

• Differentiate between vouching and routine checking 

• Describe tbc genera 1 principles of vouching and concept of voucher: 



5.1 INTRODUCTION 
After judging and recording the system of internal control, one is able to acknowledg e 
tbe weak and strong points of the organ~zatioo·s system of intemaj control 1n the nex t 
step, he will be able to make a plan regarding narurc and limits of the audit tests, be 
needs to perfom1. These audit tests are executed regarding accounting traosactions of 
the organisation. lo the concept of audit system, the most fundamental aspect is to 
create such an audit programme tltrough which the demands of various accounting as 
well as control systerns can be fulfiUed. 

Tbe differentiation between transaction tests must be created. The tests are to be 
applied on strong aspect of internal controls, There 1uay be sorue necessary deficiency 
in the internal controls, which may have an effect on the opinion and judgment of the 
auditor regarding acc01mts. Ju this c ircumstance weakness tests ace applied. 

The following ' planning audit test' diagram o,ay be taken loto consideration for the 
circumstances discussed above. 

Evaluatiol\ of iotema1 control system 

• Individual control 

• * ♦ 
Strong 

• 
Weak 

t 
T:nmsaction test 

* 
Could sigmticant error occm 

♦ 

Satisfacrory Unsatisfactory 

R.cport to client 

t 
Nonna} year e1Jd W()rk E,mmded year end work 

Source; hups'//www .safaribooksonl,ne.co)nllibrary/view/aud1tlng-principtes
a nd/9 7R93 32 50 l 44 7/llhtro,J/c fu;p1cr00 S .xhl01I) 

Figure S.1: Transaction Tests 

Weakness test 

t 
... 

Satisfactory Unsatisfactory 

The vouching approach 1s crucia.l in every ii.uclit, but it must be adopt.ed afrer taking 
into account a careful conside,ration of its results. 1n the process of audit testing the 
auditor must be careful even after performing extensive vouching because there must 
be possibility of his inability to conclude any assurance regarding the accuracy of 
records concerning other tnmsactions that are not vouched. 

Thus, in order to understand vouching it was necessary to discuss about the 
transaction tests, as vouching maiuly concerns with tJ1e transactions o f a business or 
org anisation. Let us discuss vouching in detail in following sections. 

5.2 MEANING AND CONCEPT OF VOUCIDNG 

V ouching cao be defined as the exam.inat1011 of such documents which prov.ide 
evidence to support the authenticity and trutbful.ness of tnJnsactions which are 



recorded in the books of accounL Vouching is a technjque meant to be followed by the 
auditor while performing an audit in order to certify that the records of trnnsact1ons in 
the primary books of accounts are authentic and true. 

Vouching basically consists of: 

• Verification of transactions record, enclosed in the books of accowHs along with 
documents sb,ould be relevant to act as an evidence. 

• The considered authority is responsible for the entries thal were mude in the 
accounts. 

• Examination s lwuld be undertaken in order to confirm the mentioned amount in 

the voucher has beeri dispatched to a correct account. lt enables to discover the 
narore of transaction which would disclose the narure of the transaction on its 
insertion in the final statements of account. 

Let us consider some important definitions of vouch ing. 

"Vouching is the examination of the evidence offered in substantiation of entries in 
clle books, incJudi.ng in such exarninatio.n the proof so far as possible that no entries 
have been omitted from the books'' . 

-Taylor and Perry 

uvoochlng is a device used to prove that various transactions for the period are fai t'ly, 
truly and sincerely reflected in the books of accounts". 

-Joseph La1tcaster 

Therefore, we can conclude that vouching is a 1echnique of auditing. Jt enables to 
check the accuxacy of the entries contained in the books of accounts. ·n1e checking \s 
performed on the basis of documents available for evidences. 

5.3 AJMS OF VOUCHING 

A successful audit can occur if the vouchi ng conducted by the auditor 1s efficient. If 
the vouching is conducted in an efficient manner, tbe results will be authentic and 
auditor is able to judge his opinions accordingly, hence conducting a proper audic js a 
necessity. 

T here a re certain a.ims and objectives because of which vouching technique is 
considered by the auditor. These aims a re as follows: 

• Checking if the records of transactions contained in the book of accounts are 
accurate or not as per the evidences record in concerned documents or not. 

• To carry out the verification about occurrences of fraud or error during tl1e 
recording of transactions. 

• To keep an eye on the proper authorization of each and every transaction 
recorded. Every transaction must be authorized by a responsible person. 

• Ensuring the existence of a proper distinction betWeen capital and reveuue items 
during recording of the transactions. 

• Having a proper precision w11ile reporting truthfulness and fairness of tbe 
financial information. 

• Ensuring if the figures provided in books of accol.lnts arc reliable or not, 

• Confirming tbat transactions which do not relate w ith the entity under audit, are 
oor ente-red in the books of accounts. 

• Ensuring tbat the totalling, carryjng foiward and recording of the accounts are 
accurate and true. 
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The first step of auditing is vouching. Before commencement of his work, an auditcr 
has to go through an examinatio11 regarding entries in the accounts books. Here, 
vouching plays a crucial tole by providing b1m a scope of correctness of books of 
aocot1nts. The correctness and authenticity of account records is tested by vouching. 
On carrying out the vouching intelligenll.y and c.arefuUy the audit work becomes 
hassle-free and easier for tl1e auditor, 

Vouching belps iu locating the frauds and errors. Quoting the words of De Paula, 
''Vouching js the essence of auditing." Vouching is the hasc for success and failure of 
auditing. 

1 mportance of vouching can be noted by following poi.ms: 

L Vouchjng is a reliable examination th.rough which tbe emrics in original book.s of 
accounts can be verified for ensuring tbe genuineness of the transactions. The 
genuineness of transactions depends on their authentication and compliance with 
the principles of accotmting. The entries for recording account must be orjgina! 
othen¥ise the final account does not show the trurb and faj rness about profit and 
loss and other state of affairs io an organization. Thus vouching tests act as a basis 
for process of accounting. 

2. Vouching enables an auditor to examine original evidences. He checks the entries 
through examination of evidences in order to authenticate them. Vouch,ers play a 
role by acting as a link between transactions and entries. Particulars such as dates, 
amounts, tbe names of parties. etc., arc found out by vo\1ching a transaction. 
Therefore, the correctness of details is established by comparing the entries in the 
book of accounts wjtb the finaJ evidences. 

3. Vouch.ing helps in detcctiug errors and frauds at the initial stage of .iuditin.g. The 
etrO(S and frauds can be easily acknowJedged by checking ent1ies with odginal 
evidences. It foitiates in assuming the irregularities and _hence che preventive 
measures can. be taken earJier for ~topping any furtl1er immoral activity. 

4 . Vouching be1ps the auditor to be more alert regarding frauds and errors and he 
gets to a -position for taking suitable measures of p(eventio_n saving the 
organization from loss. Thus he needs to perform vouching carefully because if be 
loses out an important aspect he may be held liable for the cause. 

5.5 DIFFERENCE BETWEEN VOUCHING AND 
VERIFICATION 

Table 5.1: Difference between Vouchlng and Ver iftcalion 

Vouching Verification 

Verification is defined ns the examination 

Vouching is defined as validation of every regarding the existence of assets as per in the 

entry in the books of account by considering balance sheet in the name of the compal')y 

vouchers such as receipts, invoices, and their proper values irrespective of any 

con>espondence, conlrocts etc- charge;;. 

£n vouciilng the auditor acknowledges what In verification. the auditor can acknowledge 
should be in existence. the actual existence, hindrance-free and 

appropriate valualion of assets. 

The concern of vouching lies with all items of On the othcc hand, the concern of verification 
income. statement and lh~ balance sheet items lies with aU tbe items of balance sheet. 
enduring change during the year. 

Con11L. 



11 15 performed out w11h the: help of vuuchcrs. Along with vooc;hing. verification 1s performed 
by ched:mg the physical "•stenet:, v:ilua1ion 
and ownership of the assets. 

Vouching can be c:mied out any tm1e dun11g the Veriiication c;in be corri~d our after completion 
year. of accounlS and drawing out of balances. 

Commcncemem of vouch1Ug for nn asse1 is done Asscrs arc verified and their verification is 
only once during the II fc time of the 3Ssel shown in the balance shee( every year. 

There is no inclu~ion valuation of as.sets and Ln vcri fical!on the valuation of asscrs and 
liabiliaies in vouchwg. liabjl111cs is ir,cluded 

Vouclting ls the: first step tnkcn before Verification ,s the next sicp alter completion of 
pcrfonning vtnfica.tion. vouching. 

5.6 DlSTlNCTION BETWEEN VOUCHING AND ROUTINE 
CHECKING 

Sometimes the concepts of vouching aod routine checking are misunderstood to be the 
same. ln broader terms. routine checking is a part of vouching. The scope and 
objective of routine checking is limited to the books of accounts only On the other 
hand, vouching involves checking of all totals, sub-totals, carry forwards, posting and 
checking of all ledger accounts. 

5.7 CONCEPT OF VOUCHERS 

Vouching can't be can·ied out without vouchers. Vouchers 3re the internal and 
extemal docurucn1ary evidence-s wh1ch are used for supportmg the cnrrres made jn the 
books of accounts of an organization. 

To avail the <locuroentary evidences, il is mandatory that every minsaction has to be 
recorded jn the books of accounts. The documenrary evjdences can be anything such 
as a receipt, counterfoil of a receipt, resolution pas!>ed in a meeting, cash memo, pay
in-slips, purchase invoices, minutes of a meeting etc, Such types of documentary 
evide,nces a~ calJed vouchers. 

There are two types of vollchers, i.e., primary and collateral vouchers. 

Prir11ory Vouchers 

P(imnry Y0\1chers aro those, which consi~t of 
wnnen evidence 1hn1 is available in original. For 
instance, purchase invoices, cotmterfo1I of casli 
receipt ete. 

Collateral Vouch.:rs 

Collatero1 votichers ore those which are 
unavailable m original. b1H 1hc1r copies arc 
available ro act as evidence. These copies can be 
used for 1bi: purpu~e of audi1. These copied 
ev1denc-e.s are known as collisteral evidences. For 
instance, Copie~ of resolution passed 3t n 
l'.l'\Ceting, Xerox copy of demand drafts etc. 

Vouchers can be of two types on the basis of sources of documents. i.e .. intemal 
vouchers and external voucher.;. 

lotcrnal ouchu5 fa:tero1.1I Vouchers 

Vouchers which ongmate within the oixamsal,on Vouchers wtuch origina1e front the outside 
~ c alled :is internal vouchers. For instance- sources are Cllllcd ns cxtemt1I vouchers. For 
,ales i1wo1ce~. ,uinures book of board meetings, ins1.ince, mortgage deed, bank s1a1emcru ere. 
matcnal requi:mion slip e11:-. 

5.8 JNTERNAL AND EXTERNAL EVIDENCES 

There are two types of evidences that can be obtained from a voucher, i.e., intemaJ 
evidence and extental evidence. 
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fn ternal Evidence ExteTnul Evidence 

fmernal evidences are such documents which arc Exccmal l"Videmces ai:e the ones which origuiate 
created and used wi1hln lhe client 's organisation from outdoor,; of the clienl's org1misation. For 
and never used outdoors of the organ-is~lion. For instance- payee's rcceipl. lease agrcemem, bank 
instance- duplicate sales invoices, employee's stalcmcni etc. At rimes, in some transactions the 
time 1·epor1s, purchase requisitions, mmute books / cxtenial evidence is acquired by the auditor~ 
etc. These documents are prepared in the 11ormal 

I 
directly such as a confirmation of balances from 

course of organisorion and they arc a pan of debtors and creditors. 
records of the concern. 

For an auditor, exiernal evidences are more reliable than internal evidence. Both types 
of evidences. either internal or external must be exposed to ~uitable exanunatfon. A 
validation should be attained for tbese evidence.s. A lack of validation wilt make the 
auditor to make a further investigation in order to arrive at the fact. 

5.9 GENERAL PR1NCIPLES OF VOUCHING 

The auditor needs to follow certain pri.nciples while perfom1ing voucbiog in order to 
get appropriate and effective results. 

• During the vouching of a transaction the auditor must provide a verification and 
authenticity of the transaction. He must check if the amount that has been 
recorded is accurate and the accounts are classified properly or not. 

• TI1e voucher which has been checked already by the auditor must be marked with 
a sign in order to avotd its use for fictitious tl'ansactions. 

• Auditor must note that the conccmed authority or the officer has authorised the 
voucher or not. 

• In case., any voucher is found altered, l:Jte concerned officer's initials musr be there 
to support it. 

• The auditor mnst note if there is a proper di:.tinction made between capitaJ and 
revenue items or not. 

• He must note the date of tbe voucher is correct or not as per the accounting period 
of that voucher. 

• Auditor must ensure that the voucher is created in tbe client's name. 

• Auditor must check that all the relevant documents which would have beeo 
expected to be received or created while the transactfons have been entered. 

• The nature of the receipt or payment whjcb 1s dispatched to its com;emed place, 
on its insertion in the fmal accounts, can be disclosed by checkmg alteration in 
amount of the voucher in the transaction. 

• Every voucher must be dated and 11un1bered serially. 

• In the receipt, tile amount must be mentioned in words and figi.cres both. If any 
difference is fou11d, then the auditor must investigate. 

• Jn ca.se any voucher is missing, the proper explanation roust be asked for it by the 
concemed official . 1n case, tile explanation turns out to l.lJ)satisfactory the 
jJwestigation mLJst be carried out futtller. 

5.10 TEE MING AND LADING 

Vouching is challenged by teeming and lading. 11)ese are the methods ca.rried O\lt to 
misappropriate cash. Misappropriation of cash is don.e by making false entries which 
are related to a transaction, which results in cancelling of further entries unti) such 
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fraud is discovered. This sort of 111ethod is also called as "delayed accounting of 
money received" as this method conceals the shortage througb delaying rhe recording 
of cash receipts. 

To deal with these challenges, the auditor sllould take U1e following steps as a part of 
vouching technique: 

I . Verification of U,e debtors' ledger, mainly those debtors who are paying their dues 
:in part paymentS. 

2. Collection of lhe balance confirmation certificate frorn debters, whose accounts 
are shown as due, 

3. Evaluation of the efficiency of tbe internal check sys{etn with regards to the 
receipts of cash from the customers of the organisation. 

4. Auditor must have an acknowledgement of the discount facility provided to the 
customers aud the amount of bad debti, to be Wtitten off 

5. In case of suspicion of a fraud that has already been committed, auditor must 
perform a verification of those trans actions which are sho\.Vll in the cash book as 
deposired into bank and check reconciliation statement of the bank. 

6. Se11ding the $1atement of accounts to the ct1stomers, whose accounts have beeo 
shown as clue, mentioning a requesr in case if any discrepancy in the statement of 
account, the auctitor must be contacted by the customer as s0011 as possible. 

5.11 VOUCHING OF DIFFERENT TYPES OF 
TRANSACTIONS 

There are various types of transactions in various organisations. Thus, vouching a1so 
dJffers as per the different aspects of different orgamzatious. There are following types 
of vouching on the basis of organization and its aspects: 

I. Vouching of capital expenditure 

a. Land and building 

b Assecs acquired on H.P. !;ystem 

c. Trademark and copydght 

2. Vouching of Jnvcstments 

3 . Vouching of borrowing from banks 

4. Vouching of Trading Transactions 

a. Credit purchases 

b. Credit sales 

c. Consignment sale 

d. Goods on sale or return 

5. Vouching of cash book 

a. Collection from debtors 

b. Interest and dividend received on investments 

Some of these types of various transactions have been discussed in table.s given on 
next page. There is a wide range of areas where vouching is performed as per the 
requirements of the transaction. The auditor has l'o deal with every transaction in every 
field differently. Thus vouching performed for one particular organization or its 
transactions can.not be applied on the other. 
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5.11 .l Vouching of Capital Expenditure 

Cal)ital expendjture is the expenditure which relates to purchase of fixed assets. For 
vouching these types o f transactions, the authenticity of the transaction. should be 
checked. 

Laod and Building 

Documents to be Checkl!d D uty of the Auditor 

• Title deed • ln c-ase the laod or building is freehold, auditor must . Mortgage deed in case of mongaged verify it with the ow11er's title. In case of leasehold, 

property the auditor must examine base deed. 

• Broker's note • The checking of contract inn case. the property is 

• Contract 
purchased directly from the vendor. 

• Examination of ownership ritle of the prope.tty in 
• R.cceip~ favour of the client. 

• Archttec!' s-ceni ficate • Verification o f iricidenrn! charges-e.g., regisuanon 

• Fixed asset register expen~es of the property along with proper 

• Minutes:qf the directors mect.ing documents and receipts. Examination oC 
cap Hal is.1tio n of these expenses. 

• Examinafion of contract of the conMruction of a 
building for business purp,,se. . Confinnation of the cost of constn1ct and architect's 
certificate. 

5.11.2 VoucWng of lnve-stments 

All example for vouching of 10vestments is as follows: 

Documents to be Checked 

l . Broker's purchase note 

2. Letter of allotment and calls 

3. Share certificale or debenture C(lf(ificate 

4. Bank passbook; 

5. Receipts 

6, Director's meeting minute book 

Duty of the Auditor 

I. E,:amination of investment as per accordance wirh 
1.he gQvcming laws. Acknowledgemonrs about the 
governing proviSions of the Cocnpanies Act 
regarding investmen t arc followed or not. 

2. In c;lse the investment is purchasetl by a broker, 
:md11or must verify the price paid as per the broker' s 
bill and receipt 

:l. ln case the investment is purchased through bauks 
auditor must check bank passbook. 

4. The auditor must confirm dl(~ ;ipproval of the board 
for the purchase of investment"!>, on lhc basis of the 
Directors' meeting rnin\lte book. 

5. He must perform a verification about the title of lhe 

!
I invesunc:nt by considering the register for confll'ltl 

that the investments purchased have been transferred 
in the name of the company. 

S.11.3 Vouching of Borrowiug from Banks 

An example of vouching of borrow'ing from banks is given as follows: 

Document s to be Checked 

l. Certi ficatc from ballk for securities 
deposited 

2. Minutes of lhe Bo:ir d meeting 

3. B ank; statement 

4. Letter ofloan sooction 
5. Bank passbook 

Duly of the Auditor 

I . The auditor should conlinn about rhe type of the loan 
(overdraft limits or cash credits) from lhe letter of 
loan sanctioned from the bank. 

2. ConfiTT11ation about the lJISl•mentioncd balance. TJ1e 
confinnation can be done by gaining a certificate 
from the bank that displays the balaiiCe i.11 the 
accounts as it was at 1he end of1he year. 

Contd ... 



3. Anain continnat.ion about the ccrtiiic,re taken from 
the bank which demonstrates the p;miculars ~ lated 
to securities deposiicd in the b3nk as a secunty for 
the loa-n. He must fonhcr confirm 1h111 th{: 6arue has 
been disclosed appropriately nnd rc8'stC'r<d properly 
with lhe Registt'llr of Companies. Ahd a record has 
been mainr.iined in the regiscer or cllorgcs 

4. Verifyin.g the authority whu:h is eouccmcd for 
l'll!sing the loan. 

5. Confirming aoy disol)eyjog of restric1ion, encl.ised 
in Section 223 of the Co,npaoies Act concerning the 
detcnnmed 11moun1 of loan thi\l the company can 
raise. 

S.J t.4 Vouching of Trading Transactions 

Documencs to Ile Checked 

I. Purchnse invoices 

2. Copies of orders placed 
3. GoO<.I~ received 1\0lc 

4, Copie~ of challw1s from su1,plier 

5. GooJ.\ 111wn,d register 

6. Stock records 

5.11 .5 Vouching of Cash Book 

Cr edit J'urch ase.s 

Duty of the Auditor 

I. Auditor must co11firm that 1he purchase hook is 
properly maintuined b)' e111ering a ll purchase 
invoices in it. Moreover, he must check thar goods 
have actually been m:e1ved by lhe clil'nt as per ch,c 
goods entered 1n purchase books. 

2. Be must carry out iln l!X3minllti11n of «he internal 
check system or !he compaJ1y wJ note thllt the 
purchase book contains n record of only crcdi1 
purchases of goods. 

J He must conf-imi & respons,ble person has 
sanctioned the pun:hase uf goods wl11ch :\re under 
the organiza1ions dealtng. 

4. He mmt c.heck 11'1111 goods purchased have been 
actually received by the client ot not. He ca11 
consider the goods inwerd register, stock records 
and chal lan fi'om the supplier. These do,·umcnls 
must be authorised, 

5. He musl seriously and carefully consider 1hc 
purchases carried ou1 in tile fil'st month and last 
month of accounting. 

Collection from Debtors 

Documenu to be Checked Duty or the Auditor 

I. Saks invoices The auditor should first check cash memo i& issued 10 

2. Re.;eipts 1~ucd to customers !he customer; a counterfoil or carbon copy of such cush 

3. St11temcn1 uf customer's acc-0w1ts 
memo which is kept by llie r~c~1v111g clerk. The auditor 
must vcnfy the receh~d a.mount from customers on lh1: 

4 Ex!Sting and pa~1 discouJtt chart basis of counterfoils o~ carbon copies ,ssued 
5 Corresponch:ncc wnh the customm The auditor must check if lhe amou:nr received from 

customers hns beC'll entered in the c:ish book 011 ,he day 
ofreteiving ornol 

He musr ensure if the l\>Ceipts arc numbered Strially or 
not. In case any receipt is missing, th.: concerned 
officials must be nsked forcxploni1l1on. 

ff the auditor is suspicious he >s free to comac1 the 
cus10mers directly wilh 1he ;ipproval or the cliem JO 

order 10 verify the receipt of cash from thern, 
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1. 
2. 
3. 
4. 

I 

httcrest and Dividend Received on Investments 

Documents to be Checked Duty of the Auditor 

Bank statement !. During the vouchh1g of dividends, the auditor musr 
Dividend warrants carry ou1 a checking regarding dividend warran1 

Schedule of securities counterfoils and covering letters which ate received 

Agreement with party 
along with the cheques. 

., In case the collecri.on of dividend and interest is ,__ 

done from hank, the auditor must pcrfonn a 
verifiea1fon of die amou111 from the bank state(Tlcl)t, 
If the· wart'anl is received and the amount i~ tiOI 

co!lcctcd, the auditor has 10 ensure that ii hlls been 
shoWTI as cheque yer. to he collected. 

3. ltt case of vouching interest, the auditor must ensure 
checking the fixe.d interest bearing security 
sl8tement. The bank passbook musr be checki;id in 

order ro check interest on bank deposi1. In case the 
interest is on the Joan given to a. pany .. the audttor 
can check the agreement between the company and 
concerned party. 

4. The auditor must ensure 1hat all interest which is 
received nnd collected is accountL'C! in the books and 
shown properly in the balance sheet. 

Check Your Proeress 

Check Yout Progress 

fill in the blanks: 

1. ln the concept of audit system, the most fundamental aspect is to create 
such an audjt programme tltro,1gh which the demands of various 
______ can be fulfilied. 

2. Voucbi:ng can be defined as the examhiation of such documents which 
provide evidence to support the ______ of traosactions which a.re 
recorded in the boo.ks of account. 

3. One of the aims of vouching is ensw-ing tl1e existence of a proper 
distinctio11 betvveen _____ .items du-rin.g recording of the 
transactions. 

4 . Vouching he lps in locating the ______ . 

5. Verification can be carried out after _ ____ ~_~nd drawing out of 
balances. 

6. Routine checking is a part of ____ _ 

7. ______ are called vouchers. 

8. There are two types of voucbeJ"s, i.e., ____ and ____ vouc.hers. 

9 . Vouching is challenged by the ______ _ 

5.12 LET US SUM UP 

• Accounting is an extension of bookkeeping. Where bookkeeping ends, accounting 
begins. Bookkeeping records the busioess transactions in account books. 
accounting aims at recording, classifying and summarizi.ng tl1e business 
transactions in a useful manner. 



• Accounting is a base and with its help, various returns, documents, s tatements, 
etc .. are prepared. 

• The main objective of accounting is to maintain a complete and systematic record 
of business transactions. 

• Accounting provides useful aud meaningful infom,ation to those who bave 
interests in the business. 

• A proper accounting system is essential to any business whether big or small in 
order to manage its daily furtctjons and keeps ille business runnmg successfully. 

• Accotmting information helps users to make better financial decis ions. Users of 
financial .infonnation may be both. in.temal and extemnl to the organization. 

• Accounting Information System (AJS) is a system in wbicb che decision m.akers 
consider the data related to finance and accounts that has been collected, stored 
and processed . Generally, this system is com puter-based and instigates to keep a 
track of activities related to accounts with the help o f resources obtained frmn 
infonnation technology. 

• The matching concept suggests that the revenue- earned in an accounting yl!ar is 
matched with the expenses incurred during the same period to generate that 
revenue. 

• Human Resource Accounting means the accounting for human being as now in an 
organization human being is treated as an asset like ocher physical assets. 

• Double entry system is a system whereiu every transaction ts being recorded in 
two different ledgers account. 

• All account~ of the enterp1ise are broadly classified into two categories, viz., 
Personal accounts and .Impersonal accounts. Jmpersonal accounts are further 
classified into two categories, viz., Real account$ and Nominal accounts. 

5.13 LESSON END ACTIVITY 

When financial accounts records .an transactions related to a business then why there 
are different branc}les of accounts? Prepar~ a report stating the importance of branches 
of accounting and give a presentation on it. 

5.14 KEYWORDS 
Vnuchers: The documentafY evidences suc,h as a receipt, counterfoil of a receipt, 
resolution passed in a meeting, cash memo. pay-in-slips, purchase invoices, minutes of 
a meeting etc. 

bttemal evidence: Internal e vidences are such documents wltich arc cre-ated and used 
within the client's organisation and never used outdoors of the organization. 

External evidences: External evidences a.re the ones which origjnate from outdoors of 
the client's organisation. For instance, payee's receipt 1 lease agreement, bank 
statement etc. 

Teemillg a11d lading: Misapproprialion of cash done by making false entries which 
a..l'e related to a tran.saction., which results in cancelling of further entries until such 
fraud is discovered. 

Capftul expenditure: Capital expe11diture is the expenditure which relates ro purchase 
of fixed assets. Foe· vouching: these types of transactjons, the authenticity of the 
transaction, should be checked. 
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5.15 QUESTIONS FOR DISCUSSION 

1. Deftne accounting. Wbat is the need of accounting? 

2. ExpJain the meaning and concept of vouching. 

3, What are the aims and objectives of vouching? 

4. Explain the importance ofvouchiug. 

5. Differentiate between vouching and verification. 

6. What are the differences between primary and co1late.ral vouctling? 

7. Distinguish between iotemaJ and external evidences. 

8. List the general principles of vouchiug. 

9. Explain teeming and lading and provide the steps that can be taken to avoid them. 

10. Describe vouching in different types of transactions. 

Check Your Progress: Model Answer 

1. Accounting as well as control systems 

1. Authenticity and truthfulness 

3. Capital and revenue 

4. frauds and error~ 

5. Completion of accountS 

6. Vouching 

7. Documentary evidences 

8. Primary; collateral 

9. Teemi:ng and Jading 
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6.0 AIMS AND OBJECTIVES 

After studying tb.is lesson, you should be able to: 

• Exp la in the meaning of verification of assets 

• Discuss the importance of valuation of assets 
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• Distinguish between verification and valuation 

• Explain the general pnnciples for verification aud valuat.1011 of assets 

• Discuss the verification and vaJuation of assets 

• E laborate the verification of investments 

• Explain the verification of liabilities 

• Discuss the events occurring after balance sheet date 

• Explain the window dressing,-a challenge to verification 

6.1 INTRODUCTJON 

Among other duties of an auditor, rbe most iCJ1portant one 1s to verify the liabilities 
and assets as per the balance sheet. He is sHppqsed to 110t only analyse the arithmetical 
accuracy of the ttansactioos io the books of accounts but also check the record of 
assets in the balance sheet as penheir actual existence. In case he fails in verification 
of assets he can be held liable for the damage on the client 's pan , Thus it is important 
to understand the meaning, importance aud processes of verification as well as 
valuation of assets. 

6.2 MEANING OF VERIFICATION OF ASSETS 

Verification can be defined as the proof that confirms the existence of assets and 
liabilities as per the date mentioned jn_ the balance sheet. Verification g enerally points 
to',Vards the vcrificatjon of a~ets of any concern, w hich can be performed through 
examining the vaJue, ownersi\ip, existence and possession of any asset. 

" Verification o f assets implies an enquiry mto the value. owner!lbtp and title, existence 
and possession and the p resence of any charge on the assets'·. 

-Spicer a11d Pegler 

Therefore, we can conclude that verificatfon is a process, in which following aspects 
are included: 

• Valuation of assets according to irs proper value 

• Ownership and title of the assets 

• C onfinni11g the existence nf the assets 

• Satisfaction of the situation that they are free from any charge or mortgage. 

6.2.1 lmportance of Verification of Assets 

Tbe importance of ver.i fr.cation of assets is as foUows: 

• Verification proves the existence of asset. 

• It confinns tbe value of asset as per the balance sheet. 

• After vouchlng, the veriftcation of assets sets tl1e originality of existing asset and 
confinns that its entry is done properly on the sam e date when it was purchased. 

• lo case the balance sheet is found to be incorrect regarding the a sset' s value or it 
mentions any asset tbat does not exists. tben it will lead to incorrect profit and loss 
account. Thus, in order to prevent such loss, auditor must can-y out the verification 
of assets. 



• Auditors' duty under the Companies Act has bee.n extended \iy tl1e promuJga1ion 
of the Other Companies (Auditors Report) Order, 2003, issued imder Section 
227(4A) of the Companies AcL 

6.2.2 P roblems in Verification 

Since, in the absence of proper verification of assets and liabilities the auditor faces 
the problem while certifying the balance sheet. The balance sheet is the only reJiable 
source for him to acknowledge the true and fair view about the state of affairs of 
business. It is impossible ou the part of the auditor to carry out verification under his 
responsibility and according to his own knowledge aud expertise. 

For ex.ample. suppose an auditor needs to carry out a verification of stock-in-trade 
when the accounting period ends. ft will ta.ke a huge amount of time for him to 
complete a process. Moreover, an expert will be needed for helping him. There are 
!I0me assets that do not exist physic;aUy, such as goodwiU, patent, copyright, 
trademarks etc., hence in these situations the only basis of verification is the limited 
documents which are available. 

'·Jc is oo part of an audito_r's duty to take stock. No one contends that it is. He must 
rely on others for the details of stock-in-trade". 

-As per Kingston Cotton Mi/1.'i Ltd. Case (1896) 

Hence on the auditor's part. no breach of duty can be applied. Since he cannot cake 
stock himself and in case suspicious circumstances are not caught, be is free to accept 
a stock- certificate. The stock certificate must be approved by a trusted official of-tl1c 
company, 

6.3 MEANING OF VALUATION OF ASSETS 

Valuation of ac;sets mea11s to examine tbe valuation of assets in order to check tl.ieir 
accuracy and propriety. The assets are examined on the basis of the balance sheet of 
any concern ar tbe end of the financial year. 

Therefore, we can consider vaJuation as an operation, in which following aspects are 
111cluded: 

• To obtain each an<l every necessary infonnation that is necessary regarding 
valuation. 

• To analyse every figure which is available. 

• To confirm the fact that the valuation is being carried out as per the conventions 
aud accounting principles that is accepted generally. 

• To ensure while valuation from year to year, the methods are being foUowed wHh 
consistency. 

• To obtain an opinion about the accuracy of valuation. 

6.3.1 Importa11ce of Valuation of Assets 

Primarily, the auditor has to verify the original cost of asset and make a confirmation, 
in every possible case, that the verified cost results in fair and reasonable valuation. 
To ascertain the original cost, certain. weU-defined ways of valuation are meant to be 
followed. Thus, va1uatfon provides a true and fai( cost of assets. 
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TI1ere are two basis on which the as-sets are valued: 

l. Going concem: l.n this method, fiuding our and calculating the cost of acquisition 
of the. concerned assets is impo!1ant. Moreover. the rate of depreciation must be 
provided. 

2. Break-up value: This method is considered during the wounding up of company. 
Throt1gh rhis method the assets are valued ar their realisable value. 

Therefore, there are different ways to detennine the value of an asset. These ways can 
be adopted as per suitable to the auditor. 

The auditor has to apply his knowJedge and skill for assessing tbl! value of each asset 
with a vision to approve its truth and faimess. I-le must regard the general principles 
for valuing the assets. 

As per the view of Lancaster ··ao auditor (snot a valuer and cannot be expected to act 
as such. AU that he can do is to verify the original cost and to ascertain as far as 
possible that the cun-ent values ase fair and reasonable and are in accordance with rhe 
accepted commercial principles·•. 

Therefore. valuation acts as an important part of every audit. When the .ialuation of 
various assets and liabilities is done correctly, the balance sheet provides the correct 
and fair view. The auditor needs to cJ1eck that the assets and liabilities that have 
appeared in the balance shce1 do exhibit their proper vaJue. 

6.3.2 ,Problems in Valuation 

There! are various problems which can be faced by the auditor during conducting the 
valuation of assets and liabilities. These problems have been stated below: 

I , Cltar(lctet of the assets: S0J11etimes it becomes impossible to 1de0Hfy what type 
of character does the asset shows for the purpose of valuation. lt can either be a 
fixed asset or a current asset. The process of valuation for each of these types of 
assets differs from each other. 

2- Use of assets: Sometimes a same asset is made available for sale and used again 
i.n the organization. ln this case, the process of valuation depends on the nature of 
use of that asset, for ex.ample, stock of furniture. 

J . E.nimaled life: In case of fixed assets, their life is uncertain. Hence the valuation 
is done on lbe ba!iis of an estimated life of those assets. The lives of the fix.ed 
assets are ~10t certai.o. The vuluation of these assets is made oh the basis of 
eswnated life of the nssets. TI10ugh, determining the estimate of asset's life is not 
easy_ 

4. Evelltual problems: The auditor may face eventual problems as he jg unable to 
consider the events which lrnve taken place after the balance sheet date. This 
situation can have an impact on the valuation of assets. 

5. Lack of informatiQft: The other problem faced by the auditor is that he canoot 
possess all the relevant infonnation. Tbese are such informal.ion which ca1i be 
needed fo r tal<,ing into col)sideration by the auditor for determining the value of 
assets. 



6.4 DIFFERENCE BETWEEN VERJFICATION A D 
VALUATION 

Verification V11lua1ion 

Vc-rificarioo is defmcJ as the checking Valuation 1S dclined as a r,cocrss for 
of tire ilSSClS as pcr shown m the de1enninahon of prop<.'f vnlu~s of osstts and 

MMtnlng b/\lance sheet II 01us1 be in the 11amc liabilities as per mcut1011cd In the bal:incc 
or business, 1f they exist or not, or 1s shecl. 
there .,ny charge on it e1c. 

To check aod investigate aboul To check and decide the aµpropria1e valuet 
l'urpnse existence, ownersb.tp and possession of of assets a~ording 10 principles which arc 

rtic assets. generally accepted. 

The type of assets and liabil it!e5 are There is no particular basrs for volua,ion or 
Bui~ the basis ot' vcrilication. an nsse1. The v11lua1i0Jl depends upon the 

type of asset and lmhiliti~s. 

fn case of verification, !'he auditor is In case of valuation, nn auditor mu~1 
Ccrtilicate unnblc 10 get an access of tJ1e mandatorlly at1:un lhc ccitiflcates regarding 

ci11rtificutes which verify the a.ssc~ nnd the valuation of assm. The cci 1iftcatc 1s 
liab,titlc.s. meant to be obtll!ned from lhe omc~r who 1s 

responsible for 1.hc h1.1sineS$ unir. 

Vottchlug Vouchiog is included in verification. It docs not uieludc vollchuig. 

6.5 GENERAL PRINCIPLE OF VERIFICATIO AND 
VALUATION OF ASSETS 

The following are the general principles which are requfred ro be considered by the 
auditor in conducting verification and valuation of assets in an organisation: 

• l11e acquired asset's cost must be verified along with either its purcha~e 
agreemenl or with the ownership rights. More◊ver, the receipts of th!! seller m 
respect of the price paid should also be verified. 

• The expenditure on newly purclrnsed assets should be venlied. Moreover. in case 
of renewing or replacjng the old assets, it should be made ,;ure that thdr details 
have been recorded in a correct manner. The verification and recording must be 
done as-per the melhod whicb has been followed generally. 

• it is i111pot'tan1 to check the agreement of purchase and ascertaining tlle paid 
an,oun1 i.o case when the assets of a going coace.rn are taken over by another 
concern. 

• On the sale of an asset, the sale process must be vouched in order to refer lhe 
agreement in which the tenns and conditions, counterfoils of receipt issued by the 
seller or any other available evidence are included. 

• lo case of selling a fixed asset through which a capital profit is eamed, tben Lhis 
capital profit must be transferred to capital reserve. Though the Inn.it of The profit 
is related only to the original cost, yet any profit or loss is bo\lnd lo be recorded m 
the profit and loss account. 

• II must be verified that the fixed assets actuaUy exist either by physically 
inspccnn,g or by making a comparison between the particulars of the assets and 
the asset register. lt helps in confirming tbat particulars entered jn the schedule 
which js attached to the balance sheet show the similar det:lils in the asset register. 
Moreover. the total value must reconcile as per accordiug to the gc11eral ledger 
balances. 
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,\udi1m1, 6.6 VERIFICATION AND VALUATION OF ASSETS 

Verification of asset is an essential audit technique. Usually, the sc,ope of this 
technique is Jimited to: 

• lnspectwn of assets 

• Set of information about the property, 

Through verification. the auditor must atftrnl the fo \lowing: 

❖ The resources are in existence on the dare of the balance sheet. 

❖ Tbe concerned assets are obtained for use in the company. 

❖ The resources have beeu brought under proper autho1icy. 

❖ The concern bas got 1l1e right of ownership of the assets. 

❖ The goods are free from any charge not revealed in the balance sheet. 

❖ The resources are properly valued_ 

❖ The assets are correctly presented in the balance sheet. 

Verification of assets is primarily the dmy of the managemertt. They're predicted to 
have a far greater understanding of the resources of the company as regards their state, 
p1ace, etc .• than what an outsider may have !.he abil ity to acquire in their review. They 
can ascertain the worth of tbl':ir resources where they oecd to be contained in the 
balance sheer. The auditor is only anticipated to employ his skill and experience 
estimating the value of every strength with an opinion to affirm that they're honestly 
and fairly disclosed in tbe balance sheet. To apply verification methods, we ca1.1 divide 
the i'esources into the following four classes; 

1 _ Goodwill, patent, trademark, copyright, etc .. 

2. fixed assets, viz, land and building, plant & machinery, accessories and furniture, 
motor vei:ticles, ere. 

3 . Present-day assets vit. stock-in-trade, sundry debtor:;, prepaid expenses and 
accrued incomes, cash, aod bank balances etc. 

4. Fictitious assets viz. preliminaty expenses, discount on issue of shares or 
debentures, etc. 

6.7 VERIFICATION OF INVESTMENTS 

In executing an audit of investments, the auditor $bould aim at amassing adequate 
audit evidence to guat-antee himself in regards to the existence, ownership, evaluation, 
and pi:operty of in.vestment in favour of the cu.stomet·. 

TI1e following aspects are important io this respect: 

• E.\"iste11ce: The auditor should confirm that investments are shown on the balance 
sheet exist on the date of the balance sheet. 

• ,Assets: The auditor should assure himself that investments sbowu in the balance 
sheet are all possessed by tbe venture. 

• Acc.011ntilig documents: He must assess the trades of acquisjtioos, disposal, etc., 
of their UJvestme.nts throughout the accounting period to be able to confirm as to if 
they are appropriately listed in the books of account. 

• Valuation: He must affim1 that investments are stated at the balance sheet. m 
appropriate level based on tbe recognized accounting principles. 



• Disclo~ure: He must also affirm that investments are co.rrectly categorized and 
disclosed in the financial statements in line with the recognized accounting 
fttndamentals and applicable statutory requirements. 

• Internal management: The auditor must assess the internal control processes 
regarding investments to be able to ascertain the nantre, titn:ing, and extent of the 
procedural aspects. Virtually all of the business and business undertakings have 
investments of different kinds. In the event of investment and finance companie~, 
the quantity of investment represents a significant portion of the overall assets of 
this concern. for veri.ficaLion and evaluation of investments, it may be broadly 
categorized into quoted and unquoted investments, 

6.7.1 Quoted lnvestoients Vt>ri.fication 

The auditor must physically inspect r.he investments. It needs ro be physicaUy 
coofumed oo the -previous date of the accoun.ting year. lf the investments aren't in the 
ownership of this thing, a certificate ought to be obtained in t11e. pany involved. 

Th.e auditor needs to assured himself that the name of these investments is in the title 
of the customer itsel( 

The sale aud purchase of investments muse be coo finned about the agent's contract 
note, invoices of cost, etc. 

1n t:be event the quantity of sale or purchases of mvestrneors are large, the auditor 
should asses~ the cost about stock market. quotes. The ai1d1tor must also inspect the 
applicable provisions of Section 227(1 A} and also see that a provider nol having an 
investment m· banking finn, whether so much of their assets of tbe company as 
represented by stocks and debentures are sold at a cost less than that where they had 
been bought by the business. He must nlso aflitm that the applicable conditions ofrhis 
CARO. 2003 are duly complied with in thjs respect. 

The auditor needs to satisfy himself that a proper value of investments is correct and 
the financial statements disclose the same, accordingly to the recognized accounting 
policies and practic-es and applicable statutory requirements. He must examine if jn 
calculating the price of investments, the cost int:'urred due to transport charges, stamp 
duty, etc., is included in the expense of investment. The auditor cnay determine that 
the market values of investments are in agreement with rhe reaJ marketplace reports or 
stock market quotes. To judger.he generaJ reasonableness of tne total spent, the auditor 
may associate the amount together with an the preceding year's amount and compute 
appropriate ratios. 

6.7.2 Unquoted Investments Verification 

The auditor should detennine. the ability of this enterprise to create invesanems by 
analyzing tbe memorandum of association in the event of investment with a business, 
to make sure that the investments aren't ultra.vires the provider. l1e must also 
determine that all of the legal obligations concerning the purchase of investments are 
duly complied with. Where investments are in massive amm,nts, the auditor should 
get the program of securities licensed by a senior officer of the business. The 
announcement should contain the name of the investment, the book value, the market 
cost, date of purchase, etc. 

The auditor must check al) of the investment at once. Investments are obviously a 
hierarchk.al character as well as their affirmation at precisely the same ti.me eliminates 
the threat of their substitution for others. 

The unquoted stocks held as investments must be valued ;:it cost. But if on account of 
lhe most recGnt annual accounts oi these companies, the stoc\cs of which are kept as 
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1nvestme11t along with the dividend documenl's of these businesses. Jt looks like there 
has happened a pennanent and substantial decrease in the value of investments, more 
appropriate supply against such collapse in values ought to be made. The auditor 
should affirrn that compliance. Unquoted shares and debencures must be revealed at 
the balance sheet beJow the original mind "lmrestmeDts" on the asset side, indicating 
the manner of evaluation aod the aggregate quantity of their unquoted shares and 
debentw·es must also be meotiooed. 

The audiror should affuTIJ that fairness and preference shares are displayed 
individually as well entirely paid up and partly paid shares bting distinguished. fn the 
event the shares or debentures are stored at the subsidiary of the business, the auditor 
must guarantee that those above ought to be shown hcncath the sub-heading 
''Investment in subsjdiaries.'' 

6.8 VERIBICATION OF LL-4.BlLITIES 
The verification of IJabihties is of equal s~nificance because of nn advantage. The 
auditor must satisfy himself that, requirements whether contingent or exfating have 
been correctly determined and disclosed ,n tbe balance sheet. ff obligations are 
overstated -Or understate<4 the balance sheet won't represent a reasonable view of the 
state of affairs of the business. Hence, tbe auditor must ensure the foUowi.ag: 

• That obligations shown in the balance sheet are now payable. 

• That all obligations are accurately recorded in the novels recorded. 

• Obligations must be paid because of the logical operations of the organization, 
and the nature and extent of contmge/lt liabilities were revealed in the balance 
sheet using a footnote. 

To apply affinnation teclwque, we can divide the obligations iJ1.to the following three 
classes: 

• Fixed or lo.ng-term obligations, viz., share funds, debentures, the loug-teTm loan 
from the bank and other finaocjal i.nstimtions, etc. 

• Present-day obligations 

• Contingent obligations viz., contested liability of earnings tax suits pending for 
compeosauon etc. 

6.9 EVENTS OCCURRING AFTER BALANCE SHEET 
DATE 

The Accounting Slandard-4 on 1Contingencies aud event$ occurring after the balance 
sheet date' is about the treatment of emergencies and events which take place after the 
balance sheet date in financial statements. 1n accordance with the annouocement, 
events occurring after the balance sheet date are such important events tirnt can be 
both favourable and unfavourable, an<l take place between the balallce sheet date and 
the date on which the Board of Directors accepts the fmancial state1nents in the case of 
a business and the event of another thmg from the corresponding approving authority, 
A number of these developments may necessitate alterations to assets and liabilities as 
per the balance sheet date or it may need a disclosure. These include the following: 

6.9.1 Adjusting Events 

Adjusting events are such significant events wJ1ich take place after the balance sheet 
date which offer added advice materially a.ffectirlg the conclusion of the numbers 
regarding conditions existing at the balance sheet date. 

http:meutioo..ed


Example 

An adjustmen< could be made for bad debt, and this can be supported by the 
bankrnptcy of the client, which happens foUowing the balance sheet da\e. 

6.9.2 Non-adjusting Events 

Non-adjusting events are those events that have no relation to prevailing conditions at 
the balance sheet date. But, the disclosure of these facts is usually made if these 
signify differenL changes affecting the -presence of che business in the balance sheet 
date. 

Example 

The destruction of the main region of the mill building with fire after the balance sheet 
date won1t need any alteration in the balance sheet because no citcumstances octur on 
the time of the balance sheet. 

6.9.3 Other Events 

There's another ca1,egory thar happens after the balance sheet date must be reJlected in 
the financial sratemems due to statutory requirements or due to their distinctive nature 

Exam..ple 

111e dividend proposed or declared after the balance sheet date in respect of the time 
the financial statements covered. 

6.10 WINDOW DRESSING - A CHALLENGE TO 
VERIFICATION 

Window dressing mJght be defined to reveal the ratio posmon favourable. The 
position is shown that it appears to be mttch better than that which it is when the 
window is embraced i.n statement demonstrations. 1t's more of a misrepresentation 
compared to fraud. Window dressing can be r racticed at almost any one of the 
following manners: 

• Deferring purchases, i.e., buy a year can be revealed as of uext year making 
extensive drive to your collection of book debts to demonstrate the book 
equilibrium favourable recording incomes to the next year. 

• Ahead of Tm1e in the balances of the present year showing borrowed capital as 
lon.g-tenn debt capital making provision for insufficient amount of depreciation 
and bad debts charging revenue expenditure as capital cost making over-and/or 
undervaluation of assets and liabilities inflating the proceeds by inputting none 
existent items of purchase yields and earnings return. 

• lmplementing secret reservations tbroughout the depression period without 
making the tntth known to the shareholders. 

He must observe that no efforts are made by ibe customer to embrace window 
dressing . Jt might occasioually happen that the client may demo11strate a definite 
advantage in the newspaper only that, i11 reality. doesn't exist physically. Window 
dressing is an obstacle to this job of affmnatioo that o ught to be confronted from the 
auditor through running of successful verification function. 
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Check Vour Pro •rcss 

Fill in the blanks: 

I. Wben the valuatiou of various assets and liabiljties is done correctly, the 
------i-rovides the correct. and fair view. 

2. Vouching is included io ____ _ 

3. The auilitor is not able to get _____ of verification of assets and 
liabilities. 

4. _____ events are those events that do not relate to conditions 
existing at the balance sheet date. 

6.11 LET US SUM UP 

• Verification can be defiued as the proof thar confirms tbe e")(istence of assets and 
liabilities as per the date mentioned in the balance sheet. 

• After vouching, the verification of assets sets the originality of existing asset and 
confinns rhat its entry is done properly on the same date when ,it was purchased. 

• Since, 10 the absence of proper verification of assets and liabilities the auditor 
faces tbe problem while certifying the balance sheet. The balance sheer is the onJy 
reliabJe sow·ce for him to acknowledge the true and fait view about the state of 
aff~ of business . . 

• Valuation of assets means, to e:xamine the valuation of assets m order to check 
their accuracy and propriety. 

• Primarily, tbe auditor has to verify the original cost of asset and make a 
confirmation, in every possible case that the verified cost results m fai.r and 
reasonable valuation. 

• There are various problems which can be faced by the auditor duriog conductfog 
tbe valuation of assets and liabilities. Some of them are character, use, estimated 
life of assets. 

• The acquired asset's cost must be verified al011g with either its pnrchase 
agreement or with the ownership rights. Moreover, the receipts of the. !sel1er in 
respect of the price paid should also be verified. 

• Verification of assets is primarily lhe duty of the management. They're predicted 
to have a far greater understanding of the resources of the company as regards 
their state, place, etc., than what an outsider may have tbe ability to acquire in 
their review. 

• ln execul,ing an audit of irwcstmeots, the auditor should ai m at amassing adequate 
audit evidence to guarantee himself i.n regards to the existence, ownership, 
evaluation, and property of i1Jvesnnent in favour of the customer. 

• The verification of liabilities is of equal stgnificance because of an advantage. 
The auditor must satisfy himself that, requirements whether contingent or existing 
have been corxectly detennined and disclosed io the balance sheet. 

• Window dress1ng might be defined to reveal the ratio position favourable, The 
position is shown that it appears to be much better tban that which it is when the 
window is embraced in statement demonstrations. Jt's more of a misrepresentation 
compared to fraud. 



6.12 LESSON END ACTIVITY 

Select any two companies of different sector of your choice and s tudy the verification 
of assets in these companies. ldentify the difference in their verification. Prepare a 
report on the same and give a presentation on it 

6.13 KEYWORDS 

Verification: lt can be defined as the proof that confirms the existence of ai;se.ts and 
liabilitjes as per the date mentioned in the balance sheet. 

Valuation of assets: lt means, to examine the valuation of assets in order to check 
their accuracy and propriety. 

A.,djusting eve11ts; They are such significant events which lake place after the balance 
sheet date which offers added advice materially affectiJlg t.he conclusion of the 
numbers regarding cond1(ions e.xjsting at the b.ilance sheet date. 

Window dressing: H's more of a misrepresentation compared to fraud. 

6.14 QUESTIONS FOR DISCUSSION 

l . Discuss the meaning of verificatio11 of assets. 

2, Why valuation of assets is important? 

3. DitfereJ1t iate between verification and valuation. 

4. L ist the general p(iuciples for verification and valuation of assets. 

5. H ow venficahon and valuation of assets is perfonned? 

6. Discu1;s the verification of investments. 

7, Explain the verification of liabilities. 

8, \1/hat are the events th.at occur after balance sheet date? 

Check Your Progress: Mouel Answer 

1. Balance sheet 

2. Verification 

3. Certificate 

4. Nou~adjusting 

6.15 SUGGESTED READINGS 

A. Kumar, R. Shanna, Auditing: Theory mid Practice, Atlantic Publishers and 
Distributors, New Delhi. 

S. K. Basu, Auditing: Principles and Techniques, Pearson, New Delhi. 

Ravinder Kumar, Virender Shanna, Auditing: Principles and Practice, PH1 Leaming. 
New Delhi" 
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7.14 LeL Us Sum Up 
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7. 17 Questions for Discus~aon 

7.18 Suggested Readings 

7.0 AIMS AND OBJECTIVES 

After studying th.is lesson, you sbould be able to: 

• Ex-plain accounting and irs needs 

• Discuss the concepts of accounting 

• Explain the accouotjng co:nventions 

• Describe the concept of double entry system 

7.1 INTRODUCTION 

In lndia, it is mandatory for every company must be registered and have a practicing 
chartered accolUltant for auditing their accounts. As per the Section 224 ( 1) oJ the 
Companies Act, 1956, it is mentiol)ed that every private or public company must keep 
an auditor for audit of their accounts. 

This type of audit is known as statutory audit. Through stntu1ory audit, it is ensured by 
Companie~ Act, that the individuals carrying on business with 01hers money a.re liable 
and acco,mtable to them. 

As per the Companies Act, J956 it is required for evecy business to have compulsory 
audit (If every Joint Stock Company. To perform such responsible task an auditor is to 
be appointed. He is responsible for submitting his report to the shareholders of tbe 
Company. There are certain prelinunaries through which an auditor must go through 
after his appointment and before he carries out auditing. 

7.2 COMPANY AUDIT 

A company can be denned as an artificial body chat creates a separation between 
entity and the owner or the management. A financial statement of the company musr 
be submitted at the end of a certain period. This statement must go through ao 
examination performed properly by the auditor. The auditor submits the statement to 
give his opinion and advice. Thus, to give l(Ue and fair view of his opinion, be needs 
to apply certain proper auditing techniques for the examination and such types of 
techniques and activities are called company audit 

According to the section 183(3) of the company Act1994: Company Audit js defined 
as, "The balance sheet and profit and loss accoUJlt or income or expenditure account, 
cash flow statemeM of a company shall be caused to be a udited by the auditor of the 
company as in 1he Cornparue.s act provided and the auditor's report shall be attached 
there to and the report shall be read before the company in Ge1)eral meering". 



7.3 PRELil\1INARIES OF COMP ANY AUDIT 

The Preliminaries of company audit are as follows: 

1. Check rhe appointment if an aud.i1or is as per the order and legal. 

In order to ensure that legal appointment of an auditor following aspects must be 
considered: 

(a) The organisation where he was appointed as first auditor and a copy of the 
resolution by the directors about his appointment must be attained. 

(b) Tn case he was appointed in place of a retiring auditor, it must be enquired in 
writing from the retiring auditor. The circumstances under which the previous 
auditor retired must be checked. Moreover, the concern of the previous 
anditor must be considered. The retiring auditor' s objections to the new 
audito r's appointment must be considered. if there were any objections, the 
failure on part of auditor must be treafed as a breach of professional etiquette. 

(c) Cu case he is appointed by the shareholders in an annual general meeting, he 
must acquire a copy of shareholders' resolution for his appointment. The 
auditor to be appointed must inform the registrar within a pe(iod of 30 days 
regarding his acceptance or unacceptauce of tbe appointment. 

(d) The appointed auditor must acquire a copy of director's resolution. Lil i:ase his 
appointment is done in a casual vacancy, 

2. A certified list of books used in the company, which also acts as importan.t 
documents must be obtained by the appointed auditor. 

He must obtain the followh1g: 

(a) Memorandum of Association: The auditor must thoroughly revjse these 
documents, mainly the Objects Clause. Then he should check if any transaction 
does not ultra vires the Memorandum. Jf a ny ultra vires is found. he should 
acki1owledge the shareholders. He mus! further check the issue of Share Capital. 
The share capital must be within the limits of authorised capiral of company and 
as per the Companies Act. T n case, the authon sed ca pi cal exceeds he is neeclcd to 
acquire a copy of resolution. Moreover, he must carefully examine 
Memorandum' s provisions w hich are related to the company' s accounts. 

(b) Articles of Association: The auditor must go through the document carefully in 
order to satisfy himself regarding the following aspects: 

(i) The issue related to share capital and its sub-divisions 

(ii) The payment regarding underwriting com.1nission and brokerage o n share& 

(ili) The amount for minimum subscriptfon, as per specified in the Articles 

(iv) The call dates and the amount of the calls 

{v) The rate of interest which must be charged on Calls-in-arrears and the rate of 
interest which must be paid on calls-in-advance 

(vi) Rules which are regarded for Forfeiture and re-issue of forfeited shares 

(vii) Borrowing powers of the company and the directors 

(viii) Rules which regard about the reorganisation of the share capirnl 

( ix) Rules which regard the appointment, remuneration, powers and duties of the 
auditor adding to the statutory powers and duties; 
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(x) The appointment, remuneration, removal, rights and duties of the directors 
and vadous officers of the company 

(,xi) Rules which regard to the meetings 

(xii) Power o f voting for shareholders 

(xiii) Company' s accounts and audit 

(xiv) Dividends and reserve. 

The above-mentioned aspects act as important clauses that relate to certain matters 
specifically . 

The above are a few important clauses relating to specific maUers. 1n case any 
company does not own Articles of Association, then the applic.;ation of Table A of 
the Companies Act must be taken into action. The auditor is liable for th.e Articles 
of assocjationi hence be cannot plead about his unawareness of them. Therefore, 
h,e must note the changes made ip the articles. 

(c) Prospe,:tr1s: Prospectus acts as a crucial documenl The auditor must cany out a 
careful examination of the prospectus and ascertain the fact that Lt includes the 
same points as stated in the Articles. Jn case of fist compa·oy the auditor must 
ex.amine all the con.tracis which are entered with the vendors. This examination 
helps him to find out the contracts, if there arc aoy, with the third parties, 
underwriters as well as brokers. The prospectus states following infonnation: 

❖ lssue of shares at discount 

❖ Payable amounts oo applications 

~ Allotment 

❖ Calls 

The crucial examination of prospectus is also necessary in the subsequent audit 
procedure. 

(d) List of Books: He must ask for the snbmission of a !isl of all books of accounts as 
well as 11tatistical and statutory books. The statisucal and statutory books are 
maintained by the company and imponant books are kept by the registered office 
of the company. Hence the auditor must take an account of an th,e necessary 
doct1me-11ts and books. 

(e) Contracts: Jn case of purchasing of assets with the 11nderwriters. brokers and 
promoters, there might be some contracts between company and the vendors. 
Thus, an auditor must take these contracts into his acknowledgemenc and go 
through them carefolly. The auditor must confinn the statement given in tne 
prospectus of the company and its relation to these contracts. H~ must check the 
correctness of statements and their correct record has bee,) entered in the books of 
accounts. 

(t) Minute Books: As per mentioned under Section 193, Minute B ooks are statutory 
Books. There are three types of Minutes Books which are maintained by every 
company-

(i) Minute Book of the Shareholders1 Meetings 

(ii) Minule Book of the meetings of the Board of Directors 

( iii) Minute Book of the various committees appointed by the Board of Directors. 



They are kept in the fonn of bound books. The auditor must check if the minutes 111 

that have been recorded in the minute books are properly certified by the chairman An lnrroduction to Company Audil 

in the meeting. 

The minute books when audited he lp the auditor in vouching of various 
cransactions. These transactions may include the following: 

❖ Adoption of the annual occounts 

❖ Calls on shates 

❖ Director's fees and expe11ses 

❖ Appointment of first a11dltor and his remuneration 

❖ Authorization of capital expenditure etc. 

(g) Last Balance Sheet, Pl'<>fit & Loss Accounts and Audit Reports: These 
docui;nents must be inspected by the auditor .in order to get a cuufirmation about 
the correct record of balance in the new books. The insµectiou of last audit helps 
the auditor in gaining useful infonnatioo for Iris subsequent work of audit. The 
recommendations of his preceding audilOr must be checked in case they have been 
carried our proper]y or ooi. W ith the help of previous audil repoi:ts, the auditor 
wiJJ be able to understand the working of tbe company bener. He must also 
consider lhe minute book of shareholders to gain necessary information about the 
adoption of accounts. 

(b) Certificate of lncorporatio11 and Commencement of Business: The auditor must 
examine the certificate of (ocorporation so that the date of formation of company 
can be asceltained to him. Moreover, in case of public limited company, the 
auditor must carry out an examination of the certificate to commence business. 

(i) System of l11temal Check: A written statement from a responsible officer must be 
obtained by the auditor. The statement must be regarding the followi.Jlg systems 
adopted by the company: 

❖ System of interna l cbeck 

❖ lnternal audit 

❖ System of accountancy 

A list of officers of the company and their assigned jobs mast be taken into 
concern by the auditor. This helps the auditor for dispos111g nny queries in less 
t ime. If the auditor finds any doubtfo.l transactions he can directly contact to the 
concerned officer regarding any iinpo11ant infonnation. 

U) A.ttdit Report: According lo the Section 227 (2) of the Companies Act, the auditor 
is bound to submit a report concerning audited accounts to the Shareholders of the 
company . .He needs to prepare the report of accoWJts aucLited by him. Every 
balance sbeet and profit and loss account along with audited report and other legal 
documents must be annexed to the balance sheet. 

The report thus prepared is meant to presented in the Annual General Meeting during 
the tenure period of the auditor. The report must be addressing to shareholders and 
then sent to the Secretary of the Company. The report must be duly signed by the 
secretary and after the approval of accounts by the Bo.ard and signed by the Directors, 
the auditor gets the authority to sign them. (Section 215) 

Certain additional matters as per specified by the Central Government u/s 227 (4-A) of 
the Companies Act must be included in the report. The Central Govenunent, under 
this provision holds the authority to direct the auditor regarding the exam.ination of 
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specific problems which lies in the members' interests and thus tl1e report too. 
Through auditor government can bring out infonnation regarding shareholders which 
can suit best to their interest. 

7.4 QUALIFICATIONS OF AUDITOR 

We have already discussed the importance of ao auditor in a company. Every 
company requires an auditor either, public or private. The accounts are meant to be 
annually audited by a professional auditor. The professional auditor must have certain 
qualifications. As per the Section 126 of the Companies Act, a qualified auditor bas 
been defined as "a person shall not be qualified for appointment as auditor of a 
Company unless he is a Chartc(ed Accountanr within the meaning of the Chartered 
Accountants Act 1949". 

A1Jy individual owning a certificate prescribed under the Restricted Auditors 
Ce1tificate (,Part 8 St.ates) Rules, 1956 is meant to be act as a qualified auditor of a 
company. 

The Central Government bolds fo llowing powers regarding such certificates: 

• Creating the rules for the grant 

• Renewal of such ce{tificates 

• suspension of such certificate~ 

• Cancellation of such certificates 

• Prescriptioo of conditions 

• Restrictions of certificates 

Despite of these powers, the Central Government must provide a notification lo this 
effect in the official gazette, according to (Section 216(2) (b)), 

Tbe qualification of an auditor can be decided on the foUowing points: 

a. Passing an examination conducted by Institute of Chartered Accountants of India . 

b. After passing the examinatioa he roust have a membership of the Institute of the 
Chartered Accountants 

c. He roust have a certificare of practice as per the rules of Restricted Auditors 
Certificate (Part B States) Rules, l 956 

ff he does not bold either of the above mentions qualifications, he cannot be qualified 
for acting as an auditor of a company. 

7.5 DISQUALIFICATJONS OF AUDITOR 

From the above discussion~ Jt i!> can be made clear that the foJlowing cannot act as an 
auditor of a Company: 

/Section 226 (3)/. & (4) 

(i) A corporate body 

{ii) An officer (a director, managing director, manager or secretary) or company's 
employee 

(ili) Tue company's partner 

(jv) Any individual owning the company more than~ 1,000 
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(vi) Any indivi<.lual who disqualifies the appointment as an audiwr of the company's 
subsidiary or holding company or a subsidiary of a holding company. 

(vi) Any such individual who holds any security after the date of commencement of 
companies (Amendment) Act, 2000 for a period of one yeaI. 

Therefore, the persons governed per the clauses of Sec. 226(3) are meant to be 
disqualified from appointment as an Auditor of a Company. 

7.6 COMPANY AUDITOR: APPOINTMENT AND REMOVAL 

A company auditor can be appointed and removed by the following: 

(i) A body corporate (because of its charactedstic feature of limited liability); or 

(ii) An officer or employee of the company under audit 

(iii) Any partner of the company, or anyone who is employed as an officer 

(iv) A person who holds a liability to the company for amount more than one thousand 
rupees, or who has given any guarantee for amount more rhan one thousand 
rupees 

(v) A person who is responsible for the security, Le. an instrument with whom the 
company's voting rights are carried with 

(vi) Under sec·tton 226 (4), a person who must be disqualified for appointment as an 
auditor of a company on above mentioned grounds, he cannot be eligible for 
appointment with any other body corporate which may be that company's 
subsidiary or that company's holding company or that company's fellow 
subsidiary. 

7.7 APPOINTMENT OF AUDITORS - SECTION 224 

As per section 224 of the act, there a:re provisions provided in detail with regards to 
appointing a statutory auditor. This section is applicable for all kinds of companies 
rexcept sub-sections 224 (A) and 224 ( LB)). 

The Act has consigned the power for appointing an auditor to the following persons: 

• The directors 

• The shareholders 

• The Cemra1 Govemmeat and 

• The Comp-troUer nnd Auditor General oflndia 

7.7.1 Appointment by Directors 

a. First Auditors 

i. The first auditor/auditors must be appoi.n.t<;d by the board of directors within 
one month of the date of reg-istratjon of the company by a valid resolution. 

11. The appointed auditor must hold his position in th<; office until the first annual 
general mc:eting gets concluded. 
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b. Casual Vacancy 

J. The casual vacancy can be fi.Ued in the auditor's office by d1e di.rector's power 
to do so. The exceptional circumstances are when the working auditor gives a 
prior resignation. 

i i. The audjtor holding casual vacancy must bold his position in the office until 
the next annual general meeting bas been concluded. 

7. 7.2 Appointment by Shareholders 

a. First A uditors: Jn case of director's failure in appointjng the first auditor, then by 
passing a resolution at a general meeting, the shareb.olders will be held responsible 
for appointing an auditor(s). 

c. Subsequent Auditors: When of subsequent auditor is appointed the auditor must 
be informed by the company within the period of seven days of his appointment. 
Moreover, the auditor must infoun the registrar in written about his acceptance or 
rejection of the appointment. Be must infom1 within the seve.o days of receiving 
the receipt of information from the company. The subsequent auditors can be 
appointed by ordinary resolution and special cesolunon. These resolutions have 
been discussed below jn detail. 

\i) By ordinary resolution: According to the provisions of section 224 (1 ), 
subi;equent audjtors should be appointed at each annual geo.ecal meeting by 
the shareholders. Toe appointment must be done by passing a resolution. The 
subsequent auditor holds his posjtion in the office \JntiJ tbe next annual 
general meeting has been concluded. 

(ii) By special resolution: In some com_parues, the audito.r is appointed once the 
company approves of it by carrying out a special resolution. Under Section 
224A1 in case of a company, wh~ch possess a subscribed sbare capital of morn 
than twenty-five per cent. whether individually or in any cotnbination, by: 

(a) A public financial institation or a Government company or Central 
Government or any State Government. 

(b) Any financial or other institution which was recognised by any provincial 
or State Act in which a State Government holds a subscribed capital of at 
least 51%. 

(c) A national ised baok or any genera) insuraocc company. 

c. Ca.ma/ Vacancy 

1. If there is a casual vacancy in auditor' s office that takes place because of 
resignation, then the company must fiU ti.le position only in the general 
meeting. 

ii. 1f the casual vacancy takes place because of any 01..ber reason aod not 
resignatLOn, then in this case the shareholders have the power to appoint an 
auditor on !he director' s failure to fi ll that vacancy. 

7.7.3 Appointment by the Central Government 

(1) h1 case, at au annual general meeting the company fails to appoint an auditor, then 
the Central Government holds the power co appoint a person for filling the 
vacancy under powers conferred upon it by section 224(3). The terms, 'fa.ils to 
appoint or re-appoint' also include the auditor's refusal for accepting the 
appointment. 

http:Auditor.Of


(ii) The company needs to get Government into notice of the above fact within the 11s 

seven days of annual general meeting failing to whicl, every officer pf the An Irmoducrion 1° Company Audi, 

company wjJI be defaulted and punished with a fo,e extending up to five t·housand 
rupees. 

(iii) The panel of names suggested by the applicant company are taken into 
consideration by the Central Govemment for the appointment of an auditor. 

(iv) It must be noted that, in case the appointment of an individual as an auditor is void 
ab initio, then it must be treated as a casual vacancy otherwise it would give a 
hike to the Central Government ' s powers as per the section 224 (3), 

7.7.4 Appointment by the Comptroller and Auditor General 

The appointments and re-appointments of audito,rs are done by Comptroller and 
Auditor General., in case of Government companies. 

Compulsory re-appointmem 

Generally, an auditor appointed by any kind of concerned authority, muse be 
mandatorily re-appointed as per a resolution passed at the annual generaJ meeting. 
Y et, the retiring auditor cannm be re-appojmed in the following cases: 

(i) If he does not possess qualification for re-appointment 

( ii) If he has given a written notice to the company, regarding his un-willingness for 
being re-appointed. 

(iii) ln case of already passing a resolution at the meeting 

(iv) In case a notice proposing tO appoint some other persoo in the place of retiring 
auditor has been given. 

(v) 1n case of auditor' s inabi lity i11 compJying with the ceiling on number of audi.ts as 
per section 224( 1 B). 

In case of re-appointment of an auditor who has retired, it is roust to pass a resohrtion 
because automatic re-appoinunent is not pellllissible. 

7.7.5 Ceilling on number of Audits 

Io case a person is acting as an auditor for a specified number of companies, be cannot 
be appointed or re-appointed by the company or Board of directors. However , l.be 
· specified number' does not mcludes audit of private companies 

7.7.6 Special Resolution and the appointment of an Audito1· 

Under tJ1e Companies Amendment Act, 1974, as per its Section 224-A, it is required 
to p-ass a special resoJution regarding appointment or re-appointment of an auditor(s) 
at every annual general meetlng for the companies possessing an amount less than 
25% of the subscribed capital either individually or in combination. 

In case the cornpany fails to pass a special resolulion in the anm)aJ General Meeting, 
the right for appointment of an auditor to that company lies in 1he hauds of the Central 
Government. 



l 16 
A11di1ins 7.8 REMOVAL OF AN AUDITOR - SECTION 224 (7) AND 

SECTION225 

An auditor can be removed because of certain reasons and liabilities. As per seotion 
224 (7) of the Act there are certain provlsions which ,relates to removal of an auditor 
of a company before 1he expiry of term are provided. These provisions are: 

(a) Removal of first audit<>r: lo the general meeting of the company (and not the 
board of directors), the first a uditor' whose appointment was done by the direcrors 
of the company before th.e expiry of the term; for removal of such first auditor, 
there is no need of former upproval by Central Government. 

(b) Remuval of subsequent auditor: The removal of subsequent auditor can take 
p]ace before expiring of his cemi. The shareholders can remove only after getting 
a prior approval from the Centra l Government. 

The prior approval is needed from shareholders and Central Government so that 
the situation of removal of an aud,itor by lhe directors of the company without any 
adequacy and justification of reasons can be avoided. 

7.8.1 Removal after the Expiry of the Term 

As per the procedures mention.ed in section 225, an audito( can be removed after 
expiring of his term in the office. The following procedures must be considered as per 
this section in case of removing a retiring auditor and appointing another at his place: 

1. Special notic:.e: The shareholders holding ten per cent voting rights in rhe 
company must give a special notice mentioning about their intention to 111ove :;uch 
resolutions. They need to mention in the notice their wish to nominate some other 
person to be appointed as an auditor. The special notice must be given to the 
company at lea.st 14 days priof to the annual general meeting. 

1. Notice to he se11t to retiring at1ditor: A copy of such notice must be sent to lhe 
retiring auditor as soon as the company receives the special notice. 

J. Right of retiri,,g @ditor to muke a representation: The retiring auditor can 
rightfu11y make a wriaen representation with respect to the company. He can ask 
the company for a notification regarding the representatives of shareholders for 
appointment of a new audi:.'Or. 

4. Right to gel represe11ll1tio11 dtculated: On receiving tfo! reprcsentanons, the 
company must make a notice of the meeting mentioning the fact of 
representations. A copy of such notice is meant to be sent to each member of the 
company who receives the notice of the meeting. In case of failute to do f)uch, 
these representations must be read out dw-ing the next meeting. 

5. Ground/or exemption: Tn case the company or any aggrieved individual sends an 
application to the central government and the government is satisfied with fact 
that the auditors are securing needless publicity or defamatory publicity. Then, in 
such circumstance, the government' ca.1,1 exempt the company from sending the 
copy of representations to the members or reading them out at the general 
meeting. 

6. Right to uttend meeting: The auditor who is being removed can rightfully attend 
the general meeting and speak on his behalf. 

7. Passing of resolution: In General Meeting, an auditor can be removed by passing 
a resolution. 
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The remuneration of an auditor is decided and fixed by the authority who has 
appointed him. Thus, it is clear that where the auditor is appointed his remuneration 
must be fixed by the body who has appointed hJrn. If he is appointed: 

• By the Board, it must fix the remuneration 

• By the Share Holders in the Genera( Meeting, the remunerat10n must be fixed in 
the Annual General Meeting 

• Appointed by the Central Government, the remuneration must be fixed by the 
Government itself. 

The manner of fixing the remuneration can also be laid down in The General Meeting. 

Tile auditor, wbo is getting retired, must get U1e remune ration. when he is reappointed 
m the General Meeting. 

Extra-remuneration can be claimed by an auditor if he did some extra work. The 
remuneration paid in such case must be revealed in the Profit and Loss Account of the 
Company also as per Schedule VI Part TI C lause 8. 

Any amount paid by the Company for the auditor(s) expenses must be included in his 
retnuneration. 

7.10 RIGHTS AND POWERS OF AN AUDITOR 

The Companies Act provides certain rights and powers so that he can perform his 
duties as an auditor faithfully. These rights and powel's are discussed as following: 

I. R.igltt fll illspect books of accounts (S , 227)(1): As per section 227 (1 ), an auditor 
has the liberty to see and check the account books. s tatutory books, statisticaJ 
books and costing books and the vouchers i.e .. documentary evidence of any 
nature with the concern to books and accounts lJ1,1der Audit. He can rightfully 
access the books and vouchers of the bra11c,h . The ba~is of this right roots ro the 
Cuff vs. Londo,n.and County Land Building Co. 1-td. (1912) case. 

2. Right to ask for infonnation and clarijicalions. (S. 227) (1): The auditor has 
been provided with t he right to attain any relevant infonnation and explanation 
from the directors and officers of tl;ie company. These i;nforrm1tion and explanation 
are necessary for performing his duties as ao auditor during auditing the books of 
account of the Company. 

3. Right to get notice of the general meetillg tuul attend it. (S. 231): As per Section 
23 l , it is auditor's right to collect a notice regarding general meeting and be 
present during it. He can attend every meeting held by the investors or 
shareholders of the company. 

4, Right to make. a stateme11t ill the meeting: The auditor has the liberty and right 
for: making a statement jn the meeting held by shar:eholders. The auditor can 
rightfully make a statement only in the :matter of accounts of the company in the 
shareholder's meeting. H e is not bound to make a s tatement but in case the 
cL1airman of the meeting asks him to make any srate ments, he must only answer 
the questions about the accounts. 

5. Rigltt to be indemnified. (Section 633): Under Section 633 the auditor has been 
provided mth right to assure or indemnify about tbe assets of the company for all 
legitimate expenditures attained by him for bts defence in case any law suit has 
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been filed against him for any Civil or Criminal proceedings, on a condition that 
he has been innocent in these cases by the court 

6. Right to visit the Bmnches: The auditor can righ1:fully make a visit to each branch 
of the company, which is connect·ed 1o the audit of these branches or of the 
Company. In case these branches do 11ot have a separate auditor and moreover, 
they can't be provided a11y exemption by the Central Government for being 
audited. Thus, the auditor is free to visit the bra,l\ches of the company provided the 
above-mentioned circumstances. 

7. Right to take legal and technical advice; The attditor is provided with the right to 
take any legal, expert or technical a<lvice which is connected to perfonnance of his 
work. Despite of the expert's advice, he destined to give ao opinion of his own in 
the auclit report rather th-an expert•s advice. 

8. Right to ask for remu1umrtio11: The auditor can rightfully ask about his 
remuneration after the completion of company's audit work. To case he is 
dismissed after his appoiQtrnent, he is authorised for his fees. 

9. flight to sign the a11-dit repor, (S. 229): As per Section 229. the audit report can be 
signed by the auditor. 

In case of a firm acting as the auditor, a partner of such firm can sign the audit 
report only in the condition that he is a practising Chartered Accountant in fndia. 
In case any document of the company is needed to be authenticated as per the 
requirement of law, such partner or the auditor have a right to sign those 
documents for authentication. 

10, Right to correction of wrong stateme11,ts: 1n case of wrong statements created by 
the directors in the general meeting; the auditor is provided the right to correct 
such statements. The exceptfonal co.ndition is that, the statement should only be in 
relation to the company' s accounts audjted by him. 

7.11 DUTIES OF AN AUDITOR 

Duties of an auditor can be s tated under two heads: 

A- Duties under the Companies Act 

B. Duties as per the Legal Decisions 

Let us see these duties under these heads separately. 

7.11.1 Duties under the Companies Act 

The auditor has to perform following duties as per tbe Companies Act: 

l. To investigate and make special enquiries i.J1 relation with the matters related to 
loans, advances, transactions, loans~ account books and relevant docwuents. (Sec. 
227 (IA)). 

2. To make report to the shareholders. He is bound to make a report for the 
company's members. The report ruust have an examination of accounts carried out 
by him. Moreover, the repor1 must include an examination of every balance sheet, 
every profit and loss account whicl1 was laid before the company in the g_eneral 
meeting during his tenure of office. (Section 227 (2, 3 & 4)). 

He has to prepare a report in the name of the members and not the directors, yet he 
was appointed by the directors. At the time, an auditor submits his report to the 
Secretary of the company, he is freed from his duties. He is not liable to 
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The Audit Report must specifically include the following aspects besides other 
necessary things: 

(a) His opinion must be based on explanation of the best of his infom,ation. 
Following his explanations, the accounts must give the required infonnatio1) 
as per the Act. 

(b) A view stating truth and fairness of the activities of the. company must be 
explained in the balance sJ1eet. for establishmg ttuth and fairness of 
company's profit and Joss in a financial year, the baJance sheet must be 
matched with the profit and loss account prepared at the financial year's end. 

(c) He must access every relevant in.formation and explanations tb,at he needs for 
performing his audit 

(d) As per his opinion, proper books of account as per Jaw's requirement must be 
kept by the. company. Moreover, the proper returns for the purposes of his 
audit must be received from the branches he has not visited. 

(e) The company's balance-sheet and profit and loss account is meant to be deal 
wit11 the report in agreement with the books of account and returns. 

3. Duty to state the reasons for the allswers in negative: ln case of any negative 
answers to any of the points stated above, the auditor is responsible for an 
explanation about the cam,e for the replies provided in his report. 

4. Duty to i11clude in tire ,-eport1 the matters as directed by the Central govemr11ellt: 
Under; Section 227 (4A) the Central Government empowered to require by order. 
that a statement on such matters must be included in the auditor's report Central 
Governmenl must consult the Institute of Chartered A ccountants of India before 
making any such order, regarding the classes of description or companies and 
other subsidiary matters projec.ted to be justified therein. 

5. Duty to sigu t fie audit report: As per Section 229, the irnditor must dutifully sign 
the report audited by him hefore he sends it to rhe company's secreta1y, 

6. Duty to give a report upon the Prospectus (Section 56 (l)): The auditor bound to 
provide his report upon the Prospecrus that is issued by an existing company. He 
must also prov1de his repon about all the relevant assets, liabilities and Profit and 
Loss of such a company. 

7 Duty to certify the Statut01y Report (Section 165 (4)): The auditor must certify 
the coiTectness of the StaMory Report regarding the following: 

(a) The allotted number of shares by the company whether for cash or any other 
consideration instead of cash 

(b) The total amount of cash the company has received in respect of all the shares 
allotted, distinguished as aforesaid 

(c) Make an abstract of the receipt of the company and the payments 

S. Duty to declare the sob!e11cy of the Directors, (Section 488 (2) (b)J: In case of 
Volumary Liquidation of the company, it is audito.r's responsibility to announce 
the solvency of the directors. 

9. Duty 10 provide a report related to tlte Profit am/ Loss Account a,ul the Bu/a,ice 
Slleet in which tlie Declamtion of Solvency is attached. (Section 488 (2) (b)}: Jn 
case there is a Voluntary Liquidation of the Company that J111s taken p lace, then 
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the auditor is responsible for providing his repo11 mentioning Profit and Loss 
Accow1t and the Balance Sheet in which the declaration of solvency is attached. 
The declaration ofsolvency i~ made on company's direc1or' i- behalf. 

10. Duty to assist the Investigators (Section 240 M (b)): The auditor is bound to 
assist the investigators in whichever way he can, in. case any affair related to the 
company needs an investigation. If invesrigators ask for the working papers 
related to audit, the auditor must present" all 1l1e necessary papers in this regard. 

l J. Duty to a.'5,sist the Advocate Gen.erul: Tlie auditor must help the Advocate General 
in an enquiry made by Advocate General against the directors. 

7.11.2 Duties according to the Legal Decisions 

Sorne matters are taken to the law court and the courts decide to fix some duties for 
the auditors. These duties are as follows: 

1. In case of contravention of the provisions of the Company Law, it is auditor's 
duty to inform the members and shareholders of the company. 

2. An auditor must have iJn enrohuent with the !ns1iru.te of Chartered Accounta:ms of 
1ndia and get a certificate obtained fron1 the same io practice auditing. 

3. He must have an acquaintance with compa11y law provisions and carry out an 
enquiry about it from his preceding auditor in written. 

4 . He is not permitted to appeal or campaig,n for his appointment as dte auditor of the 
company. Moreover, he is restricted to make an approach to any member of the 
company. 

5. It is his duty to make an enquuy for the truthfulness and fai rness in i;tate of affairs 
of the company. After I.he enquiry. he needs to submit a proper report regarding 
the same. 

6. He is duttfully bound to verify cash in ham] himself and do not neglect his work. 

7. lt is auditor's duty to check the Debenrure Trust Deed and get verification1 if the 
debentures issued by the company follow the terms laid down in the trust Deed. 

8. Duty to verify the investments himself. 

9. Duty to perfonn his task with ability, care and ski I I. 

10. Duty to verify the inventories aad the ledger accounts. 

1 l. Duty to inspect aU securities in person and check that they are in the safe custody 
of the Secretary of !lie Company. 

The auditors have been penalised for not performing the duties mentioned above by 
courts. Thus, the auditors must take these duties into careful consideration. 

7.12 LIABILITIES OF AN AUDITOR 

Tl1ere _is a ditTereoce in the liabilities of an auditor of-a company and the liabilities of 
an auditor appointed by a finn. 

The duties of a company auditor have been defined as per the Companies Act. His 
Jiabilities adse because of these duties. The Liabilities have been divided under the 
foUowing headings: 

n. Civil Liability 

b. Criminal Liability 



c. Liability towards third parties 

d. Liability for libel 

ln the cases menlioned above, the liability for one or more causes lies with the auditor 
as mentioned below: 

1. Liability for Negligence under the law of Agency 

ii. Liability for Misfeasance under the Statutes.---Companies Act and Jndian Penal 
Code 

Let us now discuss these Liabilities in some detail. 

7.12.1 Civil Liability 

i. Liability far Negligence: 

• Under the law o f Agen.cy, an auditor can be held liable for negligence and must 
pay for the damages ro the affected pany or parties. 

• Tn case of a company's suffering a loss because of the auditor's actions, he must 
make good for this loss. 

• 1n case the company doesn't suffer from any loss) th.e auilitor can't be beld liable 
for negligence. 

• In case the company suffers loss without his negligence, he is not responsible fol' 
such a loss. 

1 f the pa1ty/parties want the auditor to hold responsible for his negligence, the 
folio-wing aspec ts , be proved: 

(a) That he was negligent 

(b) The company has suffered the loss because of his negligence 

(c) The person whom tht> auditor owes a duty bas suffered the loss. He cannot be 
comfoned of his liability by an agreement created between him and his olienl. 

'Negligence' include:; the following ac~: 

i . Not checking the Articles of Association and not objecting the payment of 
dividends out of capital 

11 , Not getring the statement:- of accounts from the creditors and not fu1ding out the 
errors and frauds 

iii Not verifying the Cash and Petty Cash 

1v. Not reporting the client about the insufficiency in provision fur bad and doubtful 
debts , which can result in inflation of the profits for dividends, therefore paying 
dividends out of capital. 

Liabilities.for Misfeusance 

• The te1m 'misfeasance' means a breach of trust or duty. 

• When the auditor perfonns his duties in negligence and it makes the company to 
suffer from a loss on thi.s account, the auditor can be held as liable for 
Misfeasance and he must cover the company for such loss. 

• Under Section 543 of the Companies Act, the auditor is also liable for damages. 
On application of Hqu id a tor of the colllpany, the auditor can be put under cbarges 
by the co\lrt for misfeasance and order bim to compensate the loss. 
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• Though., under Section 633 of the Companies Act, the auditor has a right 
appealing to the court. He can be excused by the court paetly or fully if the court is 
satisfied that his actions were honest and reasonable. 

• Hence, the auditor is not meant to be granted any relief in case of Criminal 
liability but only in case of Civil liability. 

7.12.2 Criminal Liability 

Crimi,nal liability of the auditor arises under the foUowing Acts: 

J. Under the Jndjan Penal Code 

2. Under the Companies Act 

3. Under the Income-tax Act 

4. Under the Life Insurance Corporation Act 

5. Under the Banking Companies Act 

6 . Under the Chartered Accou1nant..<; Act 

I. U,rder the /ndi.1111 Penal Code: 

,,. The auditor is meant to be liable as a criminal m case of issuing or signing any 
certificate that can be required by law as an evidence, yet b.e is acknowledged 
of the falsity in nny material point m that certificate. 

❖ He is meant tO be punisJ1ed in the same manner as if he provided any evidence 
carrying falsity. (Section 197). 

2 . Under the Compa11ies A.ci: He is criminally liable for the following acts: 

(a) To authorise the issue of a false prospectus. He cao be punished by a penalty 
fine up to f 50.000 or imprisonment up to a period of 2 years, or both. (S. 63) 

(b) To induce persons fraud11lently for investing- their money by purchasing 
shares or debentures of the company. Under section 68, the putlishment is 
imprisonment for a tenn extendi1lg up 10 5 years or a fine ex.1ending up to 
~ 1,00,000 or both. 

(c) To make '1 report contailllllg matters related to any fraud required under 
section 227 i.e .. in case the repon does not follow tbe necessities of Section 
227 or any of the company's document is signed or validated by him which 
docs not obey the above section or the report or any other document is signed 
or validated by 111\y person other than the auditor himself who is unauthorised 
to do so. As a punishment, a penalty of~ 10,000 in both the above cases is 
prescribed by the law. 

(d) To fo,ge the books. Ir1 case the auditor has been proved guilty to destroy. 
damage, alter, falsify or conceal any books, documents or safeties or is aware 
of making of any falsified or fraud entries in any concerned register, book of 
account or doctunent of the company's belonging, he can be held for 
punishment of imprisonment for seven years at leasr and be (esponsjble to pay 
tl1e considerable fines and pe11altie.s. (Section- 539). 

(e) Tn case of delinquency i.e., makjng a false statement disobediently, while the 
company winds up or be certifies an untrue return, report, balance-sheet or 
gives a fals ified certification or he certifies an untrue document. during the 
company's winding up. All such activities put him under the liability for 
criminal offences and the liquidator can straight away carry out his 
prosecution or refer the case to the Registrar. (Section 545). 
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can be imprisonment for at mos t two years. along with the considerable fine to 
be paid by him. 

Criminal offences include the folJowing acts, for which he is punishable with 
fine or imprisonment or both_-

(a) Disobedient submission of a false report; 

(b) Concealment of the fraudulent entries in the account books; 

(c) Abolishing tbe vouchers and documents which are concerned to account: 
books~ 

(d) Destroying the company's property; 

{e) Assistfr1g m the tn.isrepresentation of the account~ 

(f) Disobedient certification of the fal se accounts; 

(g) Creating a false statement, yet he is acknowledged of its fa lsity: 

(b) Taking any bribe wh ile be gets discharged from his dmies as an auditor. 

3. Under the lncome Tax Act (Section 278) 

4. U11,der the L ife Insurance Corporation Act (Section 104) 

5. Under the Banking Companies Act (Section 46) 

6, Under criminal breach of trust (Section 46 A) 

7. lffound guilty in Public Examination. a declaratiou for disqualification is made so 
chat he can' t be appointed as an auditor for 5 years. (Section 46 A) 

6. Under the Chartered Accountant Act, 1949 (section 122) 

7 .12.3 Liabilities towar-ds Third Parties 

Generally. an auditor is not liable to third party or parties, fie 1s only liable lo his 
employer. Yet, if the third parties cau prove the following points he shaU be liable 
towards therein too: 

a. The statement carries untrue facts 

b. T he person making the statement was acknowledged of the statement's being 
untrue. Or he was ignorant consciou sly whether it was true or not 

c_ Th,H the statement was made intentionally so that the third party should act upon it 

d, That the third party did act on th.e faith of the statement in the p rospectus 

The controversy over auditor's liability to1he third party is now settled and the auditor 
is now held !table because of tbe following reasons: 

(a) Certification of the improper accounting procedure because of which 
misappropria tion of an employed client could not be detected 

(b) Negl igence committed on behalf of an employee of the auditor 

{c) Cotnmission of errors while preparing the tinaJ accounts 
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7.12.4 Liability fo,· Libel 

In case 1he auditor has made any libellous or slanderous statement which is bona:fide 
and does not carry any malice, then he cannot be held Jjable. He can be held hable 
only if he makes such s tatements outside the scape and limits of his duties. 

Liability of an Honorary Auditor 

Whetber the auditor is paid or honorary, he can be held liable for his actions and 
Olll.lSSions. Even when there is no monetary consideration involved, the agreement 
with his client ls valid as per the law. 

Liability of a Joint Auditur 

Tbere is no strong provision under Companies Act regarding the liabiUties of the joint 
auditor, but the Institute of Chartered Accountants of lndia. has issued a statement 
about the liability of joint auditor. As per this statement, the whole work related to 
audit is meant to be divided between the audjtors. Every auditor is responsible only for 
his own p~1t of work . In the absence of the division of work all the joint auditors 
involved u1 the audi1 procedure will be responsible. 

Liability of Local Auditors 

Jn case a company has various branches in the country and abroad, it appoints l0(;aJ 
auditors for every branch. In case the auditor at the Head Office clearly stated in his 
own audit report, that be reHed wholly upott the statements and figures provided by 
the local audito~ Then, the auditor at the Head Office will be held liable for actions 
of local auditors. 

7.13 AUDITOR'S REPORT 

• Ar. auditor's report delivers an opinion about the financial statcmems of the 
company. His report confirms the validity and reliability of tbe statements. 

• Finalisation of financial statements must contain au(frtor' s report which is an 
evaluation. The report must be made by a licensed accountant or auditor. The 
report is essential for providing an ovenriew of evaJuation abotLt the company's 
financial statement, wnicb is meant to be valid and reliable. 

• The aim of auditor's report is to prov ide a document rational declaration that a 
company's financial statements a1e errorless. 

7.13.1 Preparation of the Report 

• T11e report after the audit of finandal statements must have a scope of accountant 
or auditor's freedom for shruing tl1eir opinion and judgement about the e..xtent of 
validity and re liability of the financial statements. 

• The repo11 must contain company's position and jfs fipancial Statements io 
accuracy. The auditor must also mention if he connected with the company 
externally or internally. 

• Auditor is free for sharing any reservation.s about the siruation of the finances or 
relevant additional information of the com,pany, in his repon:. Reservations may 
take place i.I) case of auditor's disagreement with something folmd in the financial 
sratemeots. For example: an auditor can disagree with the management's way of 
valuation of an asset as they believe that it will have to.ore necessary impact on the 
ti nan<;ial statements. 
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There are ce11ain rules with concern to auditor's report. Tr1ese rules lis t ou t the aspect 
to be included in his repor1 and the way how .items must be reported. 

Auditor' s report must be adhering to the standards as established by the goveroi:ng 
bodies. Standards such as those set by the UK Generally Accepted Accounting 
Prartice (UK GAAP) help in assuring the external users about fairness of financial 
statements as per the auditor's opinion and is based on a commonly accepted 
framework. A ty1)ical auditor's report will state: 

l. The company that has been audited and accounting method adopted by it 

2. The responsibility of the auditor and h is report 

3. Reservations (if any) 

4. Conclusion 

S. Any additional infonnatiO'l1"' 

6. A management report* 

7. The date and auditor' s signature 

~Note: Items 5 and 6 are omjtted if there is no additional i.nformalJoll and/or 1n case 
the management chooses not to prepare a management report. There 1s no requirement 
of management reports until it is listed i.o the financiaJ statements. Tn such case, it 
must be ensured by the auditor that the management reports have consistency with rest 
of the financial docur:nentation. 

7.13.3 Four Types of Reports 

The three types reports are discussed below: 

1, The clean or unq11alified l'eport: This type of report spec1fies lhe opinion of 
audjtor regarding the documents he was provided for evaluation. The evaluation 
canied out by auditor specifies the financ ial activities of the company and the 
correctness and acceptability of the records. This report also provides that the 
business has been fo llowing all the important practices and adheres to the 
conditions as per set by the UK GAAP. This is the best type of report a company 
can receive. 

2. The qualified repo11: Generally, th is type of repo11 is considered as positive . This 
report specifies that nothing improper or wrong has been found in the fi nal 
documentation by the auditor. Yet, the qualified indicated that the standards set by 
UK GAAP, have not beeo considered by the audited company. 1n this report. an 
extra section must be incJuded. This section must address the reason for not being 
considered as an unqualified report or opinion of the auditor. 

3. The adverse report or opinion: The adverse report means the company's non
adherence to standards set by the UK GA.AP. Moreover, it specifies that the 
auditor has found discrepancies 1n the company's financial statemeuts. There are 
two sorts of possibilities for such a conclusion: 

a. M istakes carried out in the auditing process 

b. Any fraudulent activity w1thin the company itself. 

In case of adverse reporL the company is (equ1red to revise their documentations 
before being audited again for tbe next time. 

4. Disclaimer of opinion: It 1s a less common report. Jn simplet terms, it means that 
the audjtor could complete the audit due to a particular reason. 
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Check Your Proizl'ess 

Fill in the blanks: 

'I. A company can be defined as an artifi cial body that creates a separat ion 
between ________ or the management. 

2. A certified _ ___ used in the company, which also acts as important 
documents must be obtained by the appointed auditor. 

3. A s per Section 227 (2) of the Companies Act, the auditor is bound to 
submit a report concerning ___ __ to the Shareholders of the 
company. 

4. An auditor must have a certificate of practice under the 

5, An auditor can be appointed or removed hy a persoo who is a _ __ _ 
or who is ,n the employment of ____ of tbe c,ompany. 

6 . The _____ .must be appointed by the board of direccon; w ithin one 
month of the date of registration of the company by a val id resolution. 

7. In case of re-appointment of au auditor who has retired, it i.s must to pass 
a resolution because ·s not pem1Lssible. 

8. Lf an auditor is appointed by tlle Board, it must fix. the auditor' s 

9. Despite of the ___ _ _ _ an auditor bound to give his o wn opinion 
in the audit report instead of experts' adv tee. 

7.14 LET US SUM UP 

• Company Audit js defmed as. "Tbe balance s heet and profit and loss account or 
income or expenditure account, cashflow statement of a company shall be caused 
to be audited by tl1e auditor of the company as in the Co1upanies act provides and 
the auditor's report sbaU be attached there to and the report shall be read before 
the company in General meeti11g". 

• Preliminaries of company audit ioclude, Memorandi.lm of Association, Articles of 
Association, Prospectus, List of .Books, Minute Books, Last balance Sheet, Profit 
& Loss Accounts and Audit Reports, Certificate of Incorporation and 
Commencement of Business, System of Internal Check and Audit Report. 

• As per the Section 226 of the Companies Act, a qualified aud itor has been defined 
a~, "a per~on shall not be quaHfied for appointment as auditor of a Company 
unless be is a Chartered Accountant within the meauing of the Chartered 
Accountants Act 1949". 

• Unde( section 226 (4), a person wbo must be disqualified for appointment as an 
auditor of a company on certain grounds, he must not possess the eligibility for 
being appointed wjlh another corporate body which may be a subsidiary to tbe 
company. 

• As per Section 224 of the Companies Acr has consigned lbe power for appointing 
an auditor to the directors, the shareliolders, the CentTa1 Government and the 
Comptroller and Auditor General of lnd:ia. 
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position under powers conferred Ut:Jon it by Section 224(3). 

• As per the section 224 (7) of the Act provisions relating to removal of an auditor 
of a company before the expiry of term are provided. 

• The remuneration of an auditor is rneam to be decided by the authority wl10 
appoints him. 

• An auditoJ gets certain rights and powers from the Companies Act, so that he can 
perfonu his duties as an Auditor in a faithful manner. 

• Duties of an auditor can be mentioned under two headings; Dulies under the 
Companies Acr and Duties as per the Legal Decisions. 

• The liabiJities of an auditor have been divfded as Civil Liability. Criminal 
Liability, Liability towards third parties, Liability for libel. 

• An auditor's report delivers an opinion about the :financial statements of the 
company. His repon confirms the validity and reliability of the statements. 

• The report after the audit of financial sta tements must have a scope of accountant 
or auditor's freedom for sharing tl1eir opinion and judgement about the extent of 
validity and reliability of the financial statemerrt(>. 

• Auditor's report must be adhering to the standards as established by the bodies 
who govern. Standards which are sec by the UK Generally Accepted Accoonring 
Practice (UK GAAP) must be followed. 

• There are four types of auditor's repo~1, i.e ., clean or unqualified report, qualified 
report, adverse report or opinion. d1 sclaime.r of opinion. 

7.15 LESSON END ACTIVITY 

Prepare a presentation about the procedure of preparing an audit repon for a company 
XYZLtd. 

7.16 KEYWORDS 

Compa1ty Audit: The documents such as balance sheet, profit and loss account, 
income or expenditure account, cash-flow statement of a company are meant to be 
audited by a qualified auditor appointed by the company according to provisions 
provided by The Companies Act. And the auditor' s report must be attached and read 
before the company io General meeting. 

lefinute Book.y: ~ mentioned under Section 193, Minute Books are statutory .Books, 
The minute books when audited help the auditor in vouching of various transactions. 

Qualified Auditor: Unless a person who can be called a Chartered Accoumant as per 
the meaning of t11e Chartered Accountants Act, I 949, he- remains unquanfied for being 
appointed as auditor of a Company. 

Extra-remuneration: Extra money to be paid for extra work done by the auditor. 

Body corporate: Body corporate denotes a company incorporated in India, a foreign 
company, a public financia l institution, a nationalised bank and a corporation formed 
under any special Tndian or foreign law and as per tl1e Companies act excel)t as 
expressly excluded by t11e defu1ition.. 

Misfeasa11ce: A breach of trust or duty. 
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Auditor's R~port: An auditor's report delivers au oplllion about the financial 
statements of the company. His report confirms the validity and reliability of the 
statements. 

7 .17 QUESTIONS FOR DISCUSSION 

1. What is company auclit? Discuss in detail. 

2. Describe the preliminaries of company nudiL. 

3. What are the qualifications of an auditor'? 

4. What are the disqualifications of an auditor? 

5. Discuss in detail about removal and appointment of an auditor. 

6. How remuneration of an audjtor is decided'? 

7. Describe the rights and powers of an audicor. 

8. What are the duties of an auditor? 

9. What are the liabilities of an auditor? 

to. Discuss how the auditor's repon is prepared and w.bat is included in the report? 

1 l How many types of auditor's report a.re there? Discuss each of them in brief: 

Check Your Progress: Model Answer 

I . Eotiiy and the owner 

2. List of books 

3. Audited accounts 

4. Restricted Audito(s Certificate (Part B States) Rules, 1956 

5. Partner; an officer 

6. First auditor/audirors 

7. Automatjc re-appointment 

8. Remuneration 

9. Experts' advice 

7.18 SUGGESTED READINGS 

A. Kumar, R. Sharma, Auditing: Theory and Practice, Atlantic Publishers and 
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8.0 AIMS AND OBJECTIVES 

After studying this lesson. you should be able to: 

• Explam the concept of profit 

• Discuss the divisible profit 

• Discuss 1he principal determinants of divisible profLf 

• Ex plain the meaning of dividend 

• Discuss the companies act relating to payment of dividend 

• Discuss the companies act regarding unpaid and unclaimed dividend 

• Explain the payment of divide11d out of capital profit 
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• Discuss the payment of dividend out of capital 

• Explain the generaJ guidelines for distribution of dividend 

• Explain the articles of association regarding dividend 

• Discuss the auditor's duty as regards payment of d ividend 

• Explain tbe payment of i.nterim d ividend 

8.1 INTRODUCTION 

The main objective of any busjness organisation is profit , but the term 'profit' does 
not have any exact ,neaning in the accountant's language. Profit m ay be defined. "as 
the increase 1n the net value of assets of a business over their net value at the 
commencement of a g iven period which has arisen other than by capital adjustment" . 

According to the viewpoint expressed by the court in the case Spaoish Prospectmg Co. 
Ltd. ( l 9 1 I), ''the profit of an enterprise can be asce11ained by computing the market 
value of its net assets at rwo accounting dates. The increase or decrease in the net 
w01th is the -profit or loss for the -intervening period''. 

Tile Institute of Chartered Accountants of India has defined ' profit' in its Guidance 
Notes on Terms used in Financial Statements as, "the excess of revenue over related 
costs''. 

8.2 DIVISIBLE PROFIT 

Divisible profit is defined as tbe share of profit earned by the company gets legally 
distributed to the stakeholder or shareholders of that company through the method of 
di vidend. 

There is no specific definition provided for the term 'divis ible profit' io the 
Companies Acl, neither it mentions the meaning of term 'profit' . Only Section 205 of 
the act lays down chat "no dividend can be declared or paid by a company except out 
of cunent profits or past undistributed profits or both, arrjved a1 after providing foJ 
depreciation or m oney provided by the government for payment of divide1,1d in 
purst1auce o f a guarantee g iven by the government." 

R.2.1 l'rofit Vs Divisible Profit 

AH the ~rofi1s of a company cannot be said to be divisible. Only those portions of the 
profit, w·hich can be legally distributed to the shareholders of the company in the fonn 
of dividends, are called as divisible profits. A number of factors are required to be 
considered for the detenninatjon of divisible profit. Out of different i,uportant factors, 
the following four considerations govem the determination o f divisible profit to a 
great extent: 

• ACCOUJlting principles 

• Provisions of the Companies Act 

• Provis ions of the Memorandum and Articles of Association 

• Legal judgments 

8.3 PRINCIPAL DETE~IINANTS OF DIVISIBLE PROFIT 

Several matters influence the determination of divisibJe profits. These arise rrorn the 
provisions of law, case laws, pr:ovisions in th~ articles of association of the company, 
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and the principles and policies involved in the determinatioti of true and fair amount 
of profit. 

Section 205 of the Companies Act contains provisions relating to dec laration of 
dividend and ascenainment of divisible profit. The re are also certain provisions 
elsewhere in the act connected with the question of divisible profit. All these 
provisions are stated in the following paragraphs. 

I. Pl'ojit after providing for deprecia.tioll 

Dividend can be paid by a company only out of curreJ1t profits und past p.rofits 
remaining undistributed, both Jeft after the depreciation has been provided as per the 
provisions laid down by the Companies Act. TI1ough, the Central Govemmen1 keeping 
the public interest under consideration has the power to allow a C{)mpany for 
declaration or payment of dividend, The dividend can be paid from any financial year 
in which the corn.pally earned profits. 

As to how much depreciation should be provided for detenni.ning t.he divisible profit, 
Section 205(2) provides that depreciation must be provided in any of the following 
ways: 

I. To the extent speci fied in Section 350. 

2. ln respect of each icem of depreciable asset, for such an amounl a~ 1s arrived at by 
dividing 95% ofcbe original cost by the specified period, 

3. On any other basis approved by the central govemnlent by which 95% of the 
orig.ma.I cost of each such depr:eciable asset can be written off on the expiry of the 
specified period. 

4. T n respect of orher assets I.hat are depreciable and for which no rate of depreciauon 
has been laid down by the act or the rules made there and for which the Ac1 and 
rules lays down no rate of deµreciation. 

2. Graue by the gQvernmellf 

Dividend can also be paid out of money given by the central or state government for 
paying the diviuend in undertaking of a guarantee provided by the government. 

3. Arreal' depreciation 

l f there is any arrear depreciation in respect of past years, it must be provided for out 
of current or: past profits, before paying dividend for any financial year. ln other 
words, if a company ha!'i not paid depreciation of any financial year that fell after 
Companies (Amendment) Act was commenced in 1960, then the depreciation must be 
provided before aoy declaration of dividend. 

Such arrears of depreciation may be provided out of current proftts or the profits of the 
previous financial years, remaining undistributed. 

4. Past losses 

Any pasr loss of lhe company must be set off against current or past profits or on both 
to the extent required by the Companies Act, before paying dividend for any financial 
year. lf the company has suffered some loss in any of the previous forn1)cial year or 
the years after Companies (Amendn;ient) Act, 1960 was commenced, then the lower of 
the following two amounts should be set off: 

• The amount of tbe loss 

• The amount of depreciation provided for that year or those years. 

\3 1 
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The amount should be set off against the. following. 

1. The profits of the company for the year for which dividends are proposed to be 
declared or paid, or 

2. The profits of the cornpaoy earned in any pievious financial yeal" or years that fell 
after providing for depreciation 

5. Exemption from depreciation 

Considering the public i.oterest, the Central Government possesses the power for 
allowing any company to pay dividend out of cu1Tent or past profits without making 
provisions for depreciation. 

6. Tra1Jsfer of profits to reserves 

The ClUTent profit of a company arrived clt after providing for depreciation can be 
applied for the. payment of dividend only after transferring to re~erves such a 
per:centage of profit ,not exceeding 10% as per the prescription of the Centnll 
Government. 

After the Companies (Amendment) Act, 1974 was commenced, a company is bound 
to handover a given percentage of its profit to its reserves before the declaration of 
dividend. However, there is no bar on a higher percentage and a company can 
voluntarily handover a higher percentage out of the profits earned, to the reserves 
according to the rules made by the Central Government in this con<ext 

Table 8.1 depicls the prescribed rates of profit to be transferred to resenre according to 
the Transfer to Reserve Rules, 1984 as framed by the central government: 

Table 8.1: Prescribed rates of profit to be transferred to reserves 

R ate of Proposed Dividend Amount to be Transferred lo Reserves 

Exceeding JO¾, bu! not 12.5% Not less than 2. 5% of current profit 

Exccedu,g 12.5%, but not 15% Not less than 5% of current profit 

Exceeding 15%, but not 20% Not less than 7.5% of current profil 

Exceeding 20% Nol less 1han I 0% of cuncnt profit 

However, no amount js required to be transferred to reserves, where the rate of 
proposed dividend is 10% or k ss. 

7. Dividend from Reserves 

The dividend couJd be compensated from the accumulated past gaiM of a firm kept in 
reservations in light o f the rules made by the central authorit..ies in this respect o r 
together wjth the prior consent of the central authorities: Section 328(3). Section 
205(3) added by the Compan ies Ad, 1974 demands that dividend could be declared 
from reservations only about the rules made by the ce11traJ authorities in this behalf. 
But w here a prov ider wants to announce a dividend differently than according to these 
principles, it might <lo this with the previous approval of the central authorities. Tbe 
charge balance, jf an.y, highlighted at the gain and loss accouot will soon be accessible 
for a declaration o f money without limitation i f this balance was completed after 
charging depreciation , taxation, etc., in che last year(s). 

The principles made by the cel)tral authorities in this regard supply that in the event of 
lack or inadequacy of profits in every season, a dividend may be declared by the 
business from accumulated past gains provided the following requirements are 
fulfilled. 



The rate of dividend announced doesn't exceed the average of the prices in which 
dividend was announced by it at the five decades immediately preceding that year or 
IO per cent of its own paid-up funding, whichever is Jess. 

I . The entire surn to be drawn out of the acc;umulatcd profits earned in prior years 
and moved to the reserves doesn't exceed a sum equivalent to one-tenth of this 
amount of its pajd, up capital and free reserves and the amount was so drawn 
should first be utilized to set off the losses incurred in the frscal year prior to any 
investment in respect of equity or preference shares is announced. 

2. The balance of reservations after such withdrawal doesn't fall under J 5 per cent of 
its own paid-up share funds. 

3. The sum in no way potential ought to be employed to cover the interim dividend. 

8. Distribution of profit out of capital redemption reserve account 

lf capital redemption reserve is made against redemption. of preference shares, no 
dividend may be paid out of this book in future (Part 80). 

9. Premium on redemption 

The premium that has to be paid when preference shares are redempted s.lta.ll be gjven 
for from the earnings of tbe business. 

10. Other detennfoi11g .factor.r; 

• Provision for taxation: Premium account (Part 80). No portion of the net benefit 
from the company can be redeemed for payment of money without making 
necessary prnvfaion for taxation because payment of income tax from company 
eamiogs is an u'ltima.te response. 

• Dividetid out of capitol profit: Except stocks premium, gain from forfeiture of 
stocks and prnflts before incorporation, funding increases could be implemented 
for payment of dividend, subject to specific conditions, including the following: 
Such gains must be realised gains. Articles of Association of the Fttm will not 
contain any prohibjtive provision -pertaining to supply of these gains as dividend, 
and such gains must stay as a swp)us following revaluation of au of tbe resources 
of tbe organization. 

• Capiral losses, intallgi/Jle assets 01id fictici-ous assets: According 10 the 
bookkeepin.g and mechanical principles funding losse,s, intangible resources and 
fictitious assets ought to be written off from gains over a fair penod, and a 
corporation should have individual policies regarding these writing off 
Application of increase of payment of dividend could appear just after such 
regular yearly write off. 

• Transfer of additional profits to reserve: The Directors of a business are 
pennitted to move to reserves any extra quantity of gain or proceed any portion of 
profit, as they believe necessary, following a statutory transfer of earnings to 
reservations. The di·vidend could be compensated only from the eguilibrium 
quantity of profit. 

8.4 MEANING OF DIVIDEND 

The dictionary meaning of 'Interest' is "amount payable as interest on, a loan or as a 
gain of a business to the creditors of an insolvent's property or an i..ndi vidual's share of 
it." But in commercial usage, bowever, the dividend is the proportion of the company's 
profit distributed among the members. So, company earnings and gains are not kept in 
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the company and spread among the shareholders, is called dividend. The term 
'div:idend1 is also used to include distribution of the business1s assets, in cash or in 
specie. which remains with the liquidator after he has realized all the assets and 
dischn.rged all the liabHities, in the event of 1cs winding up. 

In Commissioner of lJ1come Tax vs, Girdhar Das & Co. (P) Ltd. 1967 lnstance. the 
Supreme Court Described 'Dividend' as: ''As applied to a business that is a gojng 
concern. it generally means the part of the benefit of this company that is allocated to 
the holders of shares in the fom. In the event of wif\ding it up means a branch of tb,ose 
realized assets among creditors and contrib(!tors depending oo their rights." 

Before tne introduction of Sub-section (l 4A) at Section 2 of the Companies Act. tbe 
expression wasn't defined. Currently, by the part, di\•idend involves any resid ual 
income. This definition presumes lhat the pltrase ought to be known only in its 
commercial sense. 171e lostirute of Chartered Accountants of India has described 
dividend jn its Guidance Notes on conditions used in financial statements as 
''di stribution to shareholders out ofprofils or reservations out there for this fuuction." 

8.5 COMPANIES ACT RELATING TO PAYMENT OF 
DIVIDEND 

The provisions of the Companies Act rcJating to payment of dividend are as fo llows: 

l . The dividend shall only be payable in money. But this won't prohibit 
capitalization of profits or l"eserves of business with the aim of issuing entirely 
paid-up incentive shares or paying up any outstanding quantity of stocks held by 
the associates of the fin11: Section 205(3), 

2. Cheque or investment warrant cao pay dividend payable in moo,ey. This needs to 
be sent by post direct to the registered address of those shareholders eot.itled to the 
payment of 1rus 1ien. In case there are joint holders U1en the cheque must be sent to 
the address (egistered of one of represemarive rnvestors whose names are first 
mentioned in tl1e register of members or to such individual and to such an address 
on which rhe shareholder or the join1 investors may io writing guide: Section 
205(4)(b). 

3. The department of business events has explained via its Circular No. 5/99 ohsolete 
12.5. I 999 thitt dividend may a lso be transmitted digitally to the investors nfter 
receiving their &pproval in this respect and requesting them to no11linate particular 
bank account number to that dividend because of thern roust be remitted. 

4 . Profit needs to be paid to the regis teted holder or his order or hi s or her banker. If 
a share warrant were issued regarding the discussion i.n pursuance of Section 114; 
the dividend would be paid to the bearer of this merit or his banker Department. 

5_ Dividend needs to be compensated, or the dividend warrant needs to be submitted 
within 30 days from the date of declaration of dividend, subject to specific 
exceptions: Sectjon 205(4 )() ). 

6. Where a dividend was announced by a firm but hasn't yet been paid or the merit in 
respect thereof hasn't b~en submitted within JO days by the date of this statement 
to any shareholder entitled to the paymenr of this dividend. each Director of the 
business shall, if he's knowingly a party to default, be punishable with SlDlple 
in1Prisonmenc for a tenn that might extend to three decades and will also be hable 
to a penalty oft 1000 for each default where such default continues. However, the 
provision as mcor,oned above isu'tappropri<1te in the foUowing conditions: 

❖ \Vhere the dividend couldn't be compensated because of the performaoce of 
any law 



❖ \\lbere a customer has given leaderslup to the con1pany concerning the 
payment of this dividend and those tl)structiot1s can't be complied with 

❖ Where there's a dispute concemjng the best way to receive the dividend 

❖ Where the dividend was legally adjusted by the business against any amount 

❖ Where, for some other reason, the inability to cover the money or to post the 
merit over the pertod afo1·e~aid wasn't because of any default op the part of the 
fim1 

7. Any dividend, when annmmced, t.he amount thereof will need to be deposited in a 
different bank account within five days of the statement. The quantity of bonus 
deposited in another bank accounts as above shall be utilized for the payment of 
interim divjdend. Section 205( I A). 

8.6 COlVIPANIES ACT REGARDING UNPAID Al~ 
UNCLAIMED DIVIDEND 

The provisions of the Companies Act regarding unpaid (unclaimed) dividend are as 
fo Uows; 

I . Where, after the commencement of the Companies {Amendment) Act, 1974 a lien 
was announced by a ,fin;n but hasn't yet been paid or claimed in 30 days by the 
date of this statement, to any shareholder entitled to the payment of this dividend, 
the organization shall, within seven days from the date of expiry of the said period 
of 30 days, move the entire quantity of dividend that remains unpaid or unclaimed 
into a particular account to be opened for the business in that behalf in any 
scheduled bank to be called "unpaid dividend account". Section 205A(l) 

2. In case the default is made in shifting the entire sum referred to in Sub section (l) 
or any component thereof to the unpaid dividend accounts of the concerned 
business, the company will pay from the <j.ate of such default, interest at the rate of 
12 per cent per annum and the interest accruing on such sum shall be utilized for 
the sake of the associates of the organization in lJrOportion to the amount 
remaining outstanding to them. Section 205A(4) . 

3. The company will move any money trausferred into thll unpaid dividend accounts 
of busines~ in pursnance of this segment thal was not paid or claimed within the 
period of seven years since the date of sucb transfer into the fund called Investors 
Education, and Protection Fund established under Sub-section ( 1) of Section 
205C. 

4. If a business fails to comply with any of the requirements of the segment. the 
company and every officer of the business, who's in default, shall be punishable 
with a fine that might extend t.o ~ 5000 for each day during which the failure 
persists.. [Section 205A(8)]. 

5. Any individual claiming to be eligible for any cash transferred under Sub-section 
(5) of Section 205A into the general ,revenue account of the central authorities 
could apply to the ceptrnl authorities for art arrangement for payment of the 
money claimed, along witl1 the central authorities may, if satisfied, if on a 
certification by the business or otherwise that this person is entitled to the whole, 
or any portion of the money claimed, create an arrangement for your payment to 
tbat individual of the amount due to him after accepting such security from him 
because it might think fit Section 205B. 
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Any individual claiming to be eligible for any cash transferred under Sub-section (5) 
of Sectiou205A into the general revenue account of the central authorities could apply 
to the core authorities for an arrangement for payment of the n1oney claimed, along 
with the central authorities may, if satisfied, if on a certification by· the business or 
otherwise tbat this person is entitled to the wnole, or any portion of the n1oney 
claimed, create an anangement for your payment to that ind1v.idual of tl1e amount due 
to him after accepting such security from him because it might think fit. Section 2058. 

Following are the examples of capital profits: 

• Profit before inco,rporation 

• Premium received on the issue of shares or debentures 

• Profit on focfeirure of stocks and re-issue of forfeited :mores 

• Gain made avrulable of fix.ed assets 

• Profit on redemption of debentures in a discount 

Section 205 of the Companies Act provides that dividend can only be pajd from 
earnings. Gains can be equally ea.ming profits and capital gains. Therefore the 
Companies Act doesn't 0ffer any general limitation on the supply of capital gain as the 
dividend. Nevertheless, the next capital gains aren't available for the supply of bonus: 

Premium oit issue of ~hares 

According t.o Section 78 of the Companies Act, the premium on issue of shares is 
accessible only for certain specified purposes rather than for pllyroent of money. 

Profit o,i re-issue of forfeited shares 

According to Section l of Schedule Vl of the Companies Act, the quantity of profit 
made on forfeiture of stocks needs to be den1onstrated by adding into the predicted 
sha('e capital of the business in its balance sheet, and tbe amount of such gain 
eventually abandoned after reissue of forfeited shares needs lo be transferred to capital 
reserve. 

Profit prior to incorporation 

A company comes into legal existence only from the date of incorporation. Tbos, the 
profit gained during che time once che company wasn 't in exmeuce cannot be legally 
distributed as tbe benefit of the organization. 

Profit from redemption of debentures at a discqunt 

A funding again gained in the redemption of debentures at a discount isn't readily 
available for distriburjon as djvidend as was stored at the instance Wall vs. London 
and General Provincial Tmst Co. Ltd. (1930). 

8.8 PAYMENT OF DIVIDEND OUT OF CAPITAL 

According to tbe Companies Act, no dividend could be paid from funds as it primarily 
provides in Section 205 that the dividend is payable only from present profit or 
beyond undistributed gains, arrived at after providing for depreciation. Co·nsequently_, 
if the memorandum or the articles of association even enable the company to declare 
the dividend fTom funds, such power gets automatically invalid. (Verner vs. Gene.rat 
and Commercial Investment Tmst Ltd. (1894)] 



Tn the following circumstances, payment of dividend may amount to payrnent o f 
dividend out of capital; 

• If dividend is paid from the purchase proceeds of fixed assets 

• l f earnings are inflated from the next 

❖ Cba.rgjog earnings expenditure to funding 

❖ Making lessee provisions for depreciation or obligatLons 

❖ Overvaluing closjng inventory or investments 

❖ Increasing gain by another manner 

• If a lack off unds proceeds and money is paid withoul making good this lack. 

• Payment of rlividencl from capital suggests returning to the shareholder's portion 
of their paid-up share fw1ds as the dividend. 

The payment of money out of funds has the following effects: 

1. The Directors might have-right right of indemnity from those that imeotional!y 
obtained dividend from the capital . However, they shed Uiat right at which the 
directors signify that the dividend has been paid from ea111ings (Mo>;bam vs. 
Grant-J 990). 

2 From the 3bsence of questionable conditions, the Directors are not wrong in 
accepting I.hat the reports and evaluation of responsible officers of rhe firm 
(Kingston Cotroo Mills Co. - J 896). 

3. The Managers are liable to make good the sum, which. they've imem1onaUy paid 
as the <lividend froro capital (London and General Bank - L895). 

4. After the payment of money from capital is t.hen made high out of earnings, 1he 
Director.:: can escape accountability (Boaler vs. The Wa1chmakers' Alliance and 
many others 1903). 

5. An auditor can't be held responsible for the negligence of responsib1hty because of 
his inability to discover payment of money out of capital if he's exercised 
reasonnble skill and care and there are noc any que.stionable circ,Hns1,ll1ces for 
detection of deliberate enhancement of gain (Kingston Cot1on Mills Co. Ltd. 
l 896). 

8.9 GENERAL GUIDELINES FOR DISTRIBUTJON OF 
DI VIDEND 

Following guidelines govern the distribution of profit as dividend by a company io 
general way: 

The dividend could be declared and paid only as Long as the ca~b position of the 
organization is satisfactory. 

2. A dividend sbouJdn't be compeosated without creating a decent supply for 
depreciation on fixed assets. 

3. Capital gams could be distributed as dividend only if these requirements arc. 
fulfilled: 

~ The ATTicles of Associatioa of the ti.rm allow such a payme.at 

❖ Such funds gaios have been realized 

❖ TI1e excess stays even following the revaluatjon of all of tbe additional assets 
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4. If the profit and loss account contalns a debit balance, the dividend is not meant to 

be distributed. 

5. lf goodwill or other assets have been excessively written down in the past, the 
surplus could be written back to profit and loss account, and dividend can be 
distributed from such gain. 

6. The corporat ion should adopt a steady dividend pay-oat ratio. It need uoc 
distribute all offhe earnings to its shareholders as dividend : 

7, Provision of the Businesses Act, 1ncome-tax Act as well as the decisions o f 
important legal cases need to be observed and complied with while announci.ng a 
dividend. 

8. Capital losses, intangible resources, and fictitious resources ought to be written off 
within a period slowly to strengthen the fiscaJ position of the business. 

9. The conclitions of this Memorandum and Articles of Association have to be 
complied with before dispersing profit as dividend. 

8.10 ARTICLES OF ASSOCIATION REGARDING 
DIVIDEND 

The conditions of chis Articles of Association of a firm also need w be contemplated 
before distribution of profit as dividend together with the terms of the Companies Act. 
However, it could be said in this respect that uo provisions as included in the Articles 
of Association supersede the requirements of the Companies Act. If ~ business does 
not have arty content of its own, then it needs to stick to the provisions as included in 
Table A as a replacement for aitic!es of association . 

Regulations of the Companies Acr describe the provisions regarding distribution of 
dividend by a company, which are given below: 

1. AJI dividends shall be aUocated and paid as per t'he proportions to the amount that 
11as to be paid or credited to the stocks. 

, . , 
2. C lause 89: The BoaJ'd :has the right of deducting all amounts of cash that has to 

paid from the di vidend to any member1 if any, curtentJy payable by him to the 
finn due to calls. etc. 

3. Clause 91: Any dividend, foterest or other money payable in cash must be paid 
through cheque or warraot sent through. article led to the registered address of the 
bankers. 

4. Every such cheque or wanant shall be made payable to lhe ordex of the men to 
whom it has been shipped. 

5. Claus~ 92: Any ooe or two or more joint holders of shar~s can provide effectual 
receipts for any dividends or bonuses payable in respect of such stocks. 

6. Clause 93: Notice of any dividend wbich llligbt have been declared will be 
supplied to I.he persons entitled to share tberein in the way stated in the Act. 

7. No div1dend shall allow any interest against the company. 

8.11 AUDITOR'S DUTY AS REGARDS PAYMENT OF 
DIVIDEND 

A fter dividend is announced, it represents a piece of accoontahility of tne business 
enterprise. As stated above that Legislation of Clause 85 of Table A of l 151 program 
claims that no dividend will be paid more than the sum of dividend declared. 



B.owever, tbis doesn't follow tbat the business must cover sjgnificantJy less than what 
is announced. Accordingly, a company might be enticed by the shareholders for such 
payment as wa.c; held at the instance Savem vs. Wye Railway Co. (1896). 

The duties of an auditor in connection with the payment of dividend are as follows: 

• He must inspect the records of the enterprise to detennine the various rights and 
privileges of the many types of their members. 

• He must a lso analyze the minutes of both director's and shareholder's meeting 
concerning such l?ayments. 

• He should chec.k the speed of volatility and warrant tile rate in the contexr of the 
total am.aunt of profit gained. 

• He must see that the unclaimed dividends are tnoved to anotber bank account~. 

• He should obtain the register of members to justify whether djvidend warrantS are 
delivered to the proper persons. 

• He must check the articles of association to validate the abjlity for such paymen t 

• He must confinn that the declaration of the dividend doesn't affect the working 
capital position of the business adversely. 

• He must observe that the terms of the Companies Act relating to declaration and 
payment of a dividend (Section 205) duly comply with earlier statement and 
payment of dividend. 

• He must ensure the fundamental principles of accounting and provisions 
concerning the transfer of reserves .have been appropriately adhered to while 
aniving at the distributab1e profit. 

• He should also conside)· the spee,d of interim dividend declared by the company 
and confirm that it's been found in the declaration and payment of the final 
dividend, 

KJ2 PAYMENT OF INTERIM DIVIDEND 

The interim dividend is a dividend that's paid in respect of a year before the 
anJ1ouncement of the finaJ dividend. This usually means that it happens between t\1/o 
annual general rueetings and the publication is nccotnplished by the Directors rather 
than the shareh.olders. 

Sub-section (IA) of Section 205 enables the Board of Directors of a business to 
declare residual in.come. Clause 86 of Tab1e A of_ Schedule 1 to the Companies Act 
provides that, "the board may from time to time pay to the mei;nber's such interim 
dividend as seemed to be warranted by the proceeds of the business." Usually, the 
Articles of Association of an industry gives this power to the board of supervisors. 
Until the departUre of the Companies (Amendment) Act. 2000, there was no provisjon 
in the Companies Act (except Legjslation 86 of Table A) abouc the interim dividend 
The Companies (lvnendment) Act, 2000 has introduced Sub-section ( l 4A) al 

Department 2 where 'interim dividend' has become a part of the profit, and 
consequently, all terms of the Coropanies Act about volatility have become i:eJevant to 
high-income also. 

• The Board of Directors may declare an intel'im dividend, and the quantity of profit 
involving interim dividend will be deposited in another bank accouot in the period 
of five days since the date the declaration of sue.It dividend has been made_ 

• The number of dividends requiring interim. dividend so deposited over will be 
used for the payment of dividend such as the interim dividend. 
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• The terms found in Sections 205, 205A, 205C, 206, 206A and 207, as much as 

could be; also apply to interim dividend. 

F,requently an auditor's information is sought at the subject of payment of residual 
income. After points must be considered by the auditor when guiding the direction: 

• lnterim profit and loss accoW1t ought to be prepared, jf possible with a reasonable 
estimate of the final inventory. 

• Where the closing stock value at tbe end of this interim period can't be fairly 
determined, a rough estimate of profit can be produced by implementing the gross 
profit percentage to revenue and deducting from such gross profit that the 
expenses so far. 

• AJI alterations on account of bad and doubtful debts1 depreciation, outstanding 
accountability, prepaid expenditures, etc., ought 1.0 be duly made to determine the 
fair profit for the interim period. 

• The proportion of interim gain to be applied to the payment of interi~n dividend 
must always be about the conservati ve approach following consideration of the 
forecasts for the future months and the adjustments required for contingencies. 

• A fantastic cash balance shouldn't be taken as a sign of gam with the aim of 
i:esidual income. However. money is yet an additional choice element. 

• An excellent cash position doesn't always warrant the cost of the interim dividend 
because the prospective capital requirement for all those functions might be rather 
considerable . 

• It's the last bonus that needs to be announced afte1· the finaJ of the accouoti ng year 
in a rate fairly greater than the speed of residual income. Consequently, it ought to 
be observed whether tbe corporation would have the ability to annoUllce the .final 
dividend in higher speed or not. 

1n paying interim dividend, the Directors undertake particular quantity of danger. 
since the interim dividend is, jn reality, a lien in respect of the entire year and also for 
the year when there's a reduction, the payment of interim dividend will amount to 
payment of dividend from capital, where you will find insufficient ·accounts of 
reserves and surplus. 

Check You1· Progress 

Fil I in the blank.'>: 

I. Th.e share of profit earned by the company gets legally rustributed to the . 
stakeholder or shareholders of that company t11rough the m.etl,od of 
clividend is called . .......... .. . . . , .. . 

2. Company earnings and gains oot kept in the company and spread among 
the shareholders is called ... . . .......... .. ,. 

3 , lf a business does not have any content of its own, then it needs to stick to 
the provisions as included in ..... ..... ..... as a replacement for artic1es of 
association. 

4. All dividends shall be allocated and paid as per the prop-01tions to the 
amount tbat has to be paid or .... ........ . to the stocks. 

5. The .... ...... ..... is a dividend that's paid in respect of a year before tbe 
announceme nt of the final dividend. 



8.13 LET US SUM UP 

• ProfiL may be defined, "as the iocrease in the net value of assets of a business over 
their net value at the commencement of a given period wh.ich has arisen other thao 
by capital adjustment". 

• The share of profit earned by the company gets 1ega1Jy distributed to the 
stakeholder or a shareholder of that company through the method of d1vidend is 
called 'divisible profit'. 

• Dividend cart be paid by a company onl)f out of current profits and past profits 
remaining undistributed, both left after providing for depreciation in accordance 
with the provisions of the Companies Act. 

• Company earnings and gains not kept in the company and spread among the 
shareholders is caUed dividend. 

• The term 1dividend' is also used to include distribution of the business's assets, in 
cash or in specie, which remains with the liquidator after he has realized all the 
assets and discharged all the liabilities, in the eveot of its winding up. 

• The dividend shall only be payable in money. But th.is won't prohibit 
capitalization of profits or reserves of business with the aim of issuing entirely 
paid-up incentive shares or paying up any outstanding quan6ty of stocks held by 
the associates of the firm: Section 205(3). 

• The company will move any money transfened into the unpaid dividend accounts 
of bt1Siness in pursuance of this segment that was not paid or claimed with.in the 
period of seven years since the date of such transfer into the fund called Investors 
Education, and Protection Fund established under Sub-section (I ) of Section 
205C. 

• According t.o tbe Companies Act, no dividend could be paid from funds as it 
primarily provides in Section 205 that the dividend is payable only from present 
profit or beyond undistributed gains, rurived at after providing for depreciation. 
Consequently. if the memorandw11 or the articles of association even enable the 
company to declare the dividend from fuod&, such power gets automatically 
invalid. [Verner vs. General and Commercial Investment Trust Ltd, ( 1894)] 

• An auditcrr must inspect the 1:ec."Ords of the enterprise to dctennine the various 
r:ights and privileges of the many types of their members. 

11,e interim dividend js a dividend that's paid in respect of a year before the 
announcement of the final dividend. This usually means that it happens between 
two annual general meetings and the publication is accompfolbed by the Directors 
rather than the shareholders. 

8.14 LESSON END ACTMTY 

Study the dividends pay-out of an organisation and also study wbat role does an 
auditor play in it. Prepare a report on the same and give a presentation oo it. 

8.15 KEYWORDS 

Profit: It may be defined, "as the increase in the net value of assets of a business over 
their net value at the commencement of a given period which has arisen other than by 
capital adjustment". 
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Divisible profit: The share of profit earned by the company which gets legally 
distributed to the stakeholder or shareholders of that company through the method of 
dividend. 

Divide11d: It is tlte company earnings and gains not kept in the company and spread 
among the sharehoJders.. 

Intel'illt divide,id: Jt is a dividend that's paid in respect of a year before tl1e 
announcement of the finaJ dividend. 

8.16 QUESTIONS FOR DISCUSSION 

1. What is profit? 

2 . Define the tenn divisible profit. 

3. What are lhe principal determinants of divisible profit? 

4. Explain the meaning of dividend. 

5. Ex1>lain U1e Companies Act wrucb relates LO payment of dividend. 

6. Discuss the Companies Act regarding unpaid and unclajmed dividend. 

7. Explain the ·payment of dividencl out of capital profit. 

8. Discuss the payment of dividend out of capital. 

9. Explain the general guidelines for distribution of div idend. 

10. Explain the articles of association regarding dividend. 

l l. Discuss the auditor' s duty as rega rds payment of div idend. 

12. Discuss the payment of jnterim dividend_ 

Check Your .Progress: Model Answer 

1. Divisible profit 

2. Dividel)d 

3. Table A 

4 . Credited 

5. Interim dividend 
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9.0 AlMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Define the term investigation 

• State the objectives or purposes of illvestigation 

• Explain the features of investigation 

• Understand the working methods 

• Explain the duties of an investigato( 

• Discuss the investigation report 
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• Explain the quauties of ao investigator 

• Discuss the differences between investigation and auditing 

• Explain the procedure for conducting investigation in auditing 

• Discuss the special audit i.n banking, educational and insurance companies 

9.1 INTRODUCTION 

Along with routine inspection of reports of an enterprise1s books, there might be an 
examination ofrecords and their accounts of past years. To be abJe to examine records 
of documents and ac-count of a venture, evaluation bas to be performed. Tnvestigation 
suggests an inqujry to company documents and the account, to achieve the objective. 
The inquiries' objective wouJd determine the financial position, the ensuing position 
or the magnitude of the fraud. Therefore, an analysis is a distinctive sort of evaluation 
ofreco,:ds and accounts canied on by an investigator using a pre-determined objective 
in line with the necessity of the circumstance and involve something pasl, the 
affim,ation of accuracy of data from the financial statements. 

9.2 INVESTIGATION 

An investigation can be described as a particular evaluation of an inquiry with a view 
to create a reality or to assess a condition of affairs to books of repons and related 
records or discover causes. As an instance, an investigation <:ould be run to the 
account of a company whose business will be acquired analysis or by an organization 
n:right have to ascertain the magnitude of a fraud. Frorn the view of Taylor and Perry, 
analysis entails inquiry into details behind the balances, i.e., to the technical, fiscal and 
fmancial position of the company organization. Tile investigation is a distinctive sort 
of evaluation of records and accounts carried on from the investigator using a function 
in agreement with the requirement of this situation and therefore are concerned more. 

9.3 OBJECTIVES OR PURPOSES OF INVESTIGATION 

The need of invesrigation may arise in many ca6es, but these are some of the 
circumstances where investigation is most frequently caUed for: 

l . For buyi11g any organizatio11: Analysis can be run by someone on behalf of the 
client, once the client plans to buy a present company. 

2. For entry of a new spouse: Investigation into the events of a venture company 
can be produced by any individual on behalf of their incoming spouse o f a present 
venture enterprise. 

3. For hunting avenues of im,estment: To be able 10 assess the fiscal solvency 
position of any company, an investigation could be accomplished . The financial 
solvency is quantified through analysis on behalf of a particular person who seeks 
paths of investment. 

4. Fo1' awarding fina11cial or loan, Aid: 1nvestigatioo may also be performed on 
behalf of a lender or other financial institutions proposing to expand or g rant loans 
to its own customer or change the teons and conditions of the same. 

5. For suspected fraud in the event the operator or the direction suspects fraud, then 
they could appoint a lawyer to discover the fraud triggered from Ole workers. 

6. For unnatural fluctuation of gain, analysis can be run on be-haJf of their proprietor 
or the managing of a company so as to determine the reason for abnormal 
fluctuation in benefit in the business enterprise, 



7. For compettsation o f tax obligation analysis could be undertaken to the 
reimbursement of tax obligation or in certain instances for the discovery of 
undisclosed income of the assesse. 

8, For reimb11rse111e11t of illsm·a11ce claim: lo the event of the fire or other dangers, 
the businesses need to submit the claim to your insurance company to recoup the 
loss. The lnsurance Provider can employ an accountant to asceruiin the speci fic 
quantity of reduction for reimbursement of claim. 

9. For evaluation of goodwill a11d also stocks:- The stocks and goodwill of their 
company need ro be appreciated on various events. To be able to figure out the 
fair value o f stocks and goodwill, ao analysjs could be undertaken. 

I 0. For estimating sickness of a business device: Authorities might have to consjder 
a sick iodustc-ial unit and for this it might give appointment to an investigator to 
explore the cases of their iU unit. 

I I . For those p1•m1isions of the Companies Act: Section 235 to Section 251 of the 
Companies Act provide regulations to the analysis of any business under differen1 
speciaJ scenarios. 

12. For justifying neglect of the auditor: In some instances, the auilitors are held 
accountable for negligence in their own obligations. Bur before accusing auditors 
of negligence, the sjtuation needs to be properly researched. 

l 3. For criticism by the bankers: The anaJysis may also be undertaken with the 
direction o;n the basis of complaints made by the investors. 

14. For the cases of a hope: Investigations are occasjonally needed to be nm on 
behalf of the beneficiaries of some faith to the cases of hope for suspected fraud . 
for the liqujdation of the company analysis of suspected fraud or misfeasance 
from the Directors oo behalf of the liquidator of a finn might also be undertaken. 

9.4 FEATURES OF INVESTIGATION 

An lnvestigation is an assessment of accounting documents underuiken for a purpose 
of audit. lts goal is nonnaJly to detect and exhibit the reality in such a fashion that w ill 
allow the parties for who m it has been undertaken to draw con<,:lusions and make their 
own decisions accordingly. 

On tbe basis of an mvestigation of the definition, the following attributes of 
iflvestigacion could be identified; 

r nvestigation is conducted with certain goals. lt entails confirmation and examination 
of records that are particular. There are no s tatut.ory provisions or princip]es prescribed 
in the event of organizations except for evaluation. lt's legal and voluntary. It is 
worried about the coverage issues but also restricred to evaluation of facets of an 
organizatioo. lfs w1dertaken, based 011 the character of the goal. In the majority of the 
sceruidos, the courses of actions roust be summarized with the investigator. Along 
witb study and the analysis of these books of records and accounts examination of 
people may be imderta)cen. The reach of investigation long to cover many goa.ls in line 
with the prerequisites of tbe circumstance or might be restricted to a certain goal. The 
researcher reports these person(s) who is/are responsible. From the analysis, the 
advice needs to be supplied in a way that is descriptive in addition to analytical. 

In the instance of a personal evaluation, e.g., only undertaken on behalf of a po~ential 
buyer of a company, the inquil:ing agency needs to get accurate directlons frdm his 
cl'ient regarding Ltis conditions of reference the objective of analysis, the quantity of 
detailed work necessary etc .. These phrases of references have to be set out clearly in 
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a letter of participation. ln the example of analysis ruled by statute, e.g., accounts for 
prospectus, the reporting agency bas to be completely familiar with all the statutory 
regulations and must also acquire cardinal directions where th.at could be appropriate. 

9.5 WORKING METHODS 

Having clearly established the intention of the analysis, the investigator will initially 
make such preliminary questions as needed to determine the exact info that's required 
to allow him ro organize his evaluation. He' ll then draft a summary file, detailing the 
key wotds, which he can use in his closing report. These will v-ciry based on the nature 
of evaluation being undertaken. however, when a company was bei.ng researched on 
behalf o f a potential buyer, the key words can function as follows: 

• The company and its history control a11d the employees 

• Sales and promotion purchasers and providers 

• Trading results according to audited accounts 

• Future prospects and tendencies 

• Assets and liabilities 

• Conclusions and recommendations 

After archiving the outline .file, the investigator may undertake the detailed work 
needed to finish the investigation_ This may typically be mostly composed of 
discussions and interviews w ith relevant people and perfonn on the reports and 
documents, but on each investigation, he'll have 10 exercise his decision as to precisely 
understand the job needs to be undertake n. Working papers will be well prepared, and 
out of those working newspapers, the last document will be composed. These working 
papers have to be carefully maintained. ln the case of a dispute arising and neglect 
being alleged from the investigating account<11)t, then these working papers are 
important proof in litigation. After the evaluation is f.Llllshed, the draft report wiU soon 
be finalized. 

9.6 DUTIES OF AN INVESTIGATOR 

The processes to be adopted in the analysis are contingent on the disposition of 
evaluation, jt;s function and the conditions of the situation where the analysis has been 
undertaken. ln most the instances o f evaluation, certain precautionary steps are needed 
10 be accepted by the inheritance. These steps are thought of as the responsibilities of 
the pupil, which he must foUow in discharging his responsibilities conducting an 
evaluation. These responsibilities are provided below. 

l . Obtaining writtefl education about e_y;tent and goals of a11alysis: Before 
beginning rm analysis, the investigator must obtain in the cleat· written jnstroction 
regarding the reach of the customer's job and intentions evaluation. Tn the event 
the customer js interested to enforce some restriction or limitation for his job, he 
must even put it in writing so that he may precisely ascertain the reach of his job 
and the essence of bis or her duties. The time to be covered in the analysis also 
needs to be supported with the investigator by his c11stomer certainly in writing. 
The interval is extremely impmtant since the investigator ,may consequently 
restrict his evaluation of records and transactions to this period only. 

2. Framing a11alysis programme: Depending on the goals, exten.t, and interval a 
1-uccessful investigation programme ought to be completed out. The analysis 
programme ought to be adaptive so tbat the investigator will make required 
modifications in the prograuune through real research. Tilis flexibility in the 



programme is esscnliul because many measures in the analysis are contingent on 
the outcomes of the prior actions. 

3. Collectioll oj'J11formatio11 Regarding 1/1e Small Business: It's not feasible for the 
investigator to offer proper interpretation and coverage of this simple fact if he 
doesn't have the comprehensive understanding o f the actions of this vent\ll'e for
wh.ich he's to run an investigation. Thus, before beginning his job of evaluation, 
the investigator must gather all appropriate details regarding the :'lctions of the 
organfa.ation. 

4. E11q1,iry Regarding the St"nding of the Venture: Tbe investigator must make 
inquiries n.nd gather mfo concerniug the standing of distinct individual. operating 
in the business enterpf'ise. Information aJso needs to be acqulfed regarding the 
goodwill of chis organization. This info will assist the investigaror a good deal in 
preparing his reporL 

5. Taki11g spaciali:a guidan,·e: 'Ihe investigator should choose the help of experts 
throughout the evaluation, if needed, and consult with experts on matters where 
his knowledge isn't adequate. 

6. Reliance 0 11 records and accouuts: In the event, tbe books of reports and also 
necessary records are properly preserved., and the reports are audited, the job of 
the investigato1 becomes more simplified because he is alfowed lO rely oo the 
wntten accounts and correctly preserved documems. So, normally the investigator 
sliouJd avoid duplication of etfon and focus more on tJ1cse processes as will 
probably be more mearungfuJ for analysis, However, tJ1e simple fuct that the 
investigator has ever relied upon the audited books of repons must be contained in 
the analysis report. 

1. Pre:.ervolion of worki,,g newspapers: It's the job of the investigator ro keep his 
working doctin1enLs correctly. A comprehensive set of work completed, 
documents analyzed. pertinent data and evidence gathered, etc .• must be held in 
this document rogcther with signing statements, documents, and schedules. These 
working papers can help him in the time of finalization of reco.rd. These working 
popers may also be invaluable files in their own defense> even in the event the 
affected parties then struggle his findings. 

8. Care of secrecy (llld co11fineme1tt to function: TI1e investigator must always 
remember the objecuve of evaluatton, since the purpose of ana lysis wH.1 detennine 
which documents and statistics ought to be analyzed tn detail. which shouldn't be 
analyzed. for which instances detailed checking could be averted. what advice he 
cnust seek from resources ap~ from books and documents and what processes 
should he embrace in his analysis fimction. On the flip side, secrecy 1s the simple 
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req\Jiremcnt of any evaluation. So, the investigator must keep the particuJa.rs of the 
investigation quite crucial. 

9. Care of mi,rimum quality of work: The investigator bas to be hollest and that he 
f11U$t approach his Job with reasonable care, cilligence, and skill. He shouldn't 
pcnnic h.iroself to be affected by other people. as complete independence is called 
for in the invesngation. Thus, the investigator must constantly keep him free of 
the effect of interested men. 

lO. Proper reporting: The analysis ,report ought to be dear and w1anibiguous. The 
investigator must analyze the inf oanation and evidence gathered by ltim. He has to 
take good cnre to realize lhat his report doesn't comprise any incorrect details. Thus, 
before registc!ring his report, he must carefully assess the articles of his account 
together with maintained working notes and papers. TI11s is ex-tremely vital as the 
erroneoHs report may fool his customer and encourage legal actions against him. 
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The Ieport on the investigation has to be carefully prepared. It ought to be utterly 
disgusting, quite clear in 11s significance as welJ as for as practicable from the given 
position. It should, nevertheless, give complete consideration to aJI of the factors 
impacting the choice to be produced. The ki.nd of the record will typically be an 
introduction establishing the terms of reference and also the essence of the company 
being researched. A most important section is putting out the details determined and 
detailing the work done, and the last section is establishing the decisions and the 
recommendations. It needs to be recalled that the principal points of this report aren't 
obscured by particulari-; some voluminous data ought to be relegated to appendices 
and referenced to the most appropriate region of the report. 

Investigation report. must contain all significant and related matters. He has to mention 
io his report what's necessary, ignoring what isn't essential. Truth and just facts should 
be introduced and nothing predicated on quotes ought to be provided. The investigator 
must mention Lil his account that the directions provided to him by his own customer 
concerning the analysis. He should mention that the limitations if any. place fo the 
reach of his own work. 

9.8 QUALITIES OF AN INVESTIGATOR 

An iovestigatfog accountant must combine solid audjting methods, considerable 
expertise, sollnd judgment and a high comprehension of some business ventures. Due 
to tlle rough nature of the job. it will ordinarily be d1scovered that spouses and senior 
staff may personally execute a greater percentage of the j.ob on evaluation compared to 
audits. The investigator should approach his work systematicaUy. He must do the job 
honestly and diligently. 

He must concinue to l<cep the attention of his client on the very top and bas to work 
with a sense of a service to this customer. The topic of the analysis is extremely 
spec ialized and normally a senior accountant having deep wisdom and experience 
acceptable for the occupation. He shouldn't be a chartered accountant, but he should 
have a solid understanding of accounting and auditing and technical nnderstandjng in 
regards to the several offairs of unique sorts of ventures. lie has to be a person of 
proficiency and capability ro comprehend different crucial matters obviously. He 
should have the capability to grasp things readily and communicate them in words that 
are clear. While conducting the evaluation, he should exert extreme care, ability and 
reasonable care keeping in mind throughout Lhe objective of the investigation. 

9.9 DIFFERENCE BETWEEN INVESTIGATION AND 
AUDITING 

The difference between audit and investigation is outlined in Table 9. 1 

Table 9.1 : Distinction between .Audit 11nd Investigation 

Point·s of Difference Audit Investigation 

1. fnLeresred plir;;ties Audit is conat&.ed on the '!nycstigation is•gcnero:!Jy, carried out on, 
basis of the sharelioldcrs or 6ehalf of olitsidCl'S who 'intend to buy tfie 
proprie1ors. busines.~•br who wish to lend amount and 

. 1 _thus want to '~QW the ~ q,ing capacity OJ 

' 
· J}:l.e financial posi~on oefi~ concern, 

Contd. .. 



2. L~gal aspects Audit 'is compulsory for a [nvestigation is nor compulsory. 
corporate business according 
lo rhe Companies Act. 

3. lnter-<lcpcndcuc.; '"' . - lnvesu_gatioli can be c:im1:d out .aficr lhe Audi~ accotmts are not 
aodit~ again <!xcepl m case of" irodicmg of acccunts ha~ bca1 completed. 

~ · spcei,if audit ~.s 233 A. 

4. Dur.Jl1on The audit of accounts is The process of mvcsr.ig:uion may take up a 
usunlly for a year or six rime period or 1hree ye:irs which can 
months, extend 10 seven years o.s well, 

5. Depth ofw-OJik J)\udit 
. 

is kind of fnvesriga1ie1i_is a 1horo11gh cxumination of a test 

, .. .,,. 
' 

ticllcck1ng. the books of accounts. 

6. Subject matter Audil includes an examination lnvcstigation is not 011ly 11n cxnmination of 
oftlle books ofaccoums. accounts, but also in<111 11y into other 

factors, i.e., 11 goe. \10yQm.l the books of 
accounts. 

7. Computation of net Attditris not related with the I Net protitor the aclh1nl earning capuc1ry of 
profit t1llerat1on of figures and the idea is asccrmmc<I by making certain 

. is\t:roduction of adjustments to adji,,stment.s in'1lllt ·ner profi t as ca,lc,ul·ate<l. 
hnvc net profits from dffferenl 
points of view. 

8. Purpose Audit is coo.ducted to know Investigation 1$ conducted to know the 
rhc !TlJC and fair view of I.he financial position ond lh~ cam1ng capac,ry 
books of acc.ounti;. of the concern. 

9.10 PROCEDURE FOR CONDUCTING INVESTIGATIO 
IN AUDITING 

l'he subsequent process is followed while running Analysis in auditing, 

The d irections of the customer about the character, extertt, and objective ought to 
be getting in sorue and unambiguous conditions. lf the directions are vague, then 
rhey may cause confusion and issues through.out the evaJuat1on. The directions 
must cover tbe region of the evaluation, the objective of identHication and the 
interval to be 1esearched . 

2 A d iagnosis p11ogi-runme can't be rigid and fixed. Actual evaluati.on procedures at 
every stage need to be programmed, deter.mined by the several iruproveinents in 
the duration of Lhis analysis. 

3 The discoveriog of the prior steps wiU determine the additional course of analysis. 
While devis i.ug the analysis programme, the broad scope and lin11ta1ions must be 
ascertained. 

4. The listing of documents and records to be confirmed are to be se1 at this point 
keeping in view tlie purpose and aim of this investigation. 

5. A comprehensive evaluation, i.e., evaluation of vanous documents and papers. 
aud evaluation of different persons o f this issue, abom the analysis :trea should be 
conducted. At each point, the investigator can decide the additional course of 
analysis that depends on rhe situation and different findings . The investigator will 
maintain, a thorough listing of work completed, evidence analyzed. s ignificant 
talks s toced, etc .. as proof for the analysis ran. The document preserved by tbe 
investigator together with the supporting records can form the basis for the 
formulation of preparation and conclusion of this analysis report. 

6. The investigator could correlate all of his findings, examine all of the supporting 
statements and documents, completely analyze the investigation documents and 
conclude. While doing this, he should possess an open mind, free o f pre
conceived thoughts. 
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Contents of Investigations Report 

The investigator could dra.ft the analysis report. The report might contain : 

l . The goal and scope of analysis. 

2. The time covered 'by this analysis. 

3. The conditions of analysis about the wr.itten directions ofthe:ir customer. 

4. The numerous constraints faced with the mvestigator which may materially 
impact the decision drawn ought to be mentioned . 

5. The premise fom1s the cornerstone of analysis. The premise shouJdn't defeat the 
very purpose of tl1is investigation. 

6. TI1e analysis report roust include headings, together with sub-beadings, cham, 
graphs, etc. 

7. The decision of the investigator ought to be mentioned and certain cond itions 
should be imparted clearly . 

8. The supporting fil es and data might be presented as appendices to docwnent. 

9.11 SPECIAL AUDIT TECHNIQUES 

Usually, an audit application defines the processes to become employed from the 
particular situation by concerning the methods into the various regions of 
bookkeeping. The confinnation technique is right regarding accounts, bank accounts 
or securities teeming along with other folks . Here, we will study a number o f those 
processes in greater dcpU1. 

Confirmaiion teclmiqi,e 

Jt is just a way o f gathering audit signs that consist of information of the answer tO a 
question. Jt could be intriguing, to be aware that the AJ.CPA included an affirmation of 
sundry debtors on its owo Auctiting specifications. 

The process is appropriate in the event of creditors too, The auditor asks verification 
of lien by communicating with aU debtors. 

The Advice Note on Audit of Sundry Debtors, Inn.ovations, and Loans has advocated 
that balances exceptional contrary to debtors and as advance and progress ought to be 
supported using a process of communicating with nil the celebrations. TI1e Advice 
NotLce Stipulates the Subsequent: 

• The assessing of their debto rs' ledger accou.nts will aot demand a contrast of their 
accounts from the Jed.ger. 

• Each account ought to be scrutinized to be able to complete exactly the 'aging' of 
their debtors. Tbe debtors' program needs to have columns to signify that the 
duration where each account is more outstanding. 

• The auditors should never automatically think that is realizable. Wherever debts 
have been composed, the auditor needs to meet himself if off tbe write has beeu 
founded on considerations of their facts. 

• Debts usually include statements made by insurance businesses, transportation 
businesses, railways, etc-., and also the auditor must ascertain that the assets are all 
realizable. 

Correspondence ought to be Wlderstood to see if there's a likelihood of these own 
being said and if the statements are confessed. 



They ought 10 really be displayed as suSl)icious, m case it seems thnt they areo't 
coJlecuble. These guidelines may be implemented to creditors too. 

I . Even 1he coaJinnatory letters ought to be routed outside over o period of 15 to 21 
weeks of the conclusion of the calendar year, even whenever rhe audit 1s 
consumed much after with regard to accounts either because in rnc onset o f this 
Balance Sheet or as at the following selected date ahead of the end o f the s~son. 

2. rn ~se the range o f accounts will be significant, letters could possibly be issued in 
«:!>pect of debtors and creditors. With checked and chosen account, your cusLome1 
needs to be asked to organize bills of accoWlts revealing the place of the 11ccouots. 
A nil stability accounts sb.oold be comprised. 

3 . The statements of accounts ought to really be compared with the auditor together 
with th.e accounts of debtors and creditors. He needs to sustain con-trol before 
they've beeo st.ill posted. 

4. Either every single announcement of consideration should iL1cl.ude a petition fo.r 
affirmation of this equilibrium sh.own there or it needs to really be plotted using 
another letter from the auditor or your c ustomer, as might have already been 
mutually agreed upon; either your correspondence, or the announcemeol needs to 
demonstra.te 1he speech of th.err auditor to which the aonouncemenrs of accounts 
subsequent to the verification should be returned. An envelope comprjsing tbe 
auditor's address and name needs to be enclosed. 

5. lnvoices or policies ought to be submitted underneath the oversight of this auditor. 

6. lo circumstances, a reminder ought to be delivered from the oucLiror. Letters 
acquired straight back undelivered needs to be sent in the tackle. 

7 . It need!! to be con finned, so the numbers affirmed may disagree together with the 
accounts and also that the accounts are confirmed. The customer ought to be asked 
where needed, to organize reconciliation statements. 

8. lo most scenarios. at which a reconciliation declaration was ready. it needs to be 
confirmed lhat the gap between the quan.ticy affirmed and that exhibited from the 
uovels of consideration really isn't the consequence of an omission to charge any 
sum acqu.ired from your failure or party to debit wnh almost any sum o f earnings 
or even to chnrge him with all the worthiness of prnducls received by an opinion 
to respecting or pre-tax gain. 

9. In case rhe distinction may be rlie consequence of a dispute or argue for rt: turn or 
aJlowablc. etc., given into a celebration. it will be offt.m1ed Lhut t1,ere is a supply 
corresponding to this gap tllat ultimately might need to be imputed to him 
personally. 

Verification procedure could be achieved both for sundry creditors and sundry 
debtors. Prec1m11ons in regar d of creditors to be ob1ained will be as below: 

(i) The Creditors' ledger trial balance consented using the Management Accounc if 
any, earlier accoums are chosen to ge1 affinnatJon and needs to be expressed by 
your customer. 

(ii) The supply designed for its total amount payable in respect of items received over 
the previous week at tne year's end needs to be confirmed by evaluating 
admiss1oos in items Inward sisn up. 

(iu) A certificatJon ought to be gotten by your customer that each on_e of the 
obljgations that may have accrued around tl1e day of this Balance Sheet is 
accepted int<> consideration. 
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Precautions io regard to sundry debtors to be accepted arc as below: 

(i) The Debtors' ledger trial balance consented togeth,er using the management 
Account if any, until accounts are picked to get verification and needs to be 
expressed by your customer. 

(ii) Earnings generated at the end of the yearts alteration ought to really be confirmed 
by evaluating the entrances in items outward sign up for a couple of weeks. 

(iii) The account must be checked with direct affUlllation needs to really be settled on 
the grounds of inner control methods. 

J11qui,y: lnquiries can vary benveen formally created questions handle<l to third events 
.into infu.rmal oral questions handled by men 10 the thing. Replies to queries couJd 
offer that the auditor with information which he'd rtot already own or .mightn't offer 
him together with corroborative proof. TI,e demand for the question may emerge at 
each period of auditing. Wherever any transaction or entrance isn't readily evident, or 
its own impacts aren't readily clear, the auditor maybe not be unwilling co earn inquiry 
out of the proper official of their customer. Other than that. pupils should keep in mind 
that the auditor of an organization needs to earn an impression on his account, if he's 
acquired all of the infonnation and explanations which he thought necessary because 
of his audil This condition shows that question is just one of those procedures of the 
complete plot of auditing and consequently, the Businesses Act, 1956 has contributed 
specified powers into the auditor in Sectio1) 227 also c.outJnues to throw certain 
responsibilities on business leaders in Section 22 1. ln any case, Section 227(1A) of the 
Companies Act, 1956 casts up on the auditor tJiat a certain duty to investigate into 
individual chosen transactions. The way an auditor is predicted to perfo,nn the duty of 
inquiry is included in Section 227. 

Tracking: Tracking is made up of appearing i.n a procedure or treatment cul't'ently 
being performed by others, by way of instance, tJ1e auditor's monitoring .of stock 
relying on frorn the thing's employees, or of their performance of command activities. 
Tracking offers audit sjgns in regards to the performance of the procedure or process, 
but is restricted by the idea at the time in which the monitoring occurs, and a1so from 
lbe fact that the act to be detected can change the metlwd by which the procedure or 
method is perfonned. 

Analytical evaluation processes: Analytical inspection app.roache~ could be defined 
as exams of advice made by means of an analysis of link and comparisons one of 
information. 

Analytical processes in.corporate the consideration of comparisons concerning the 
financial information of this enrity together with advice fo,r earlier periods. 

Impacts such as budgets or predictions, or anticipations of this auditor, like an 
estimation of depreciation. 

Industry Information, like a controst of this thing's ratio of revenue to account 
receivable along with different factors of equal dimension in or together with business 
averages the exact business. 

Analytical approaches need to be implemented to a degree for those purposes 
described in (a) and (c) over for several audits of financial announcements. In a few 
instances, furthermore, analytical systems may be efficient or effective compared to 
evaluations of specifics in cutting detection hazard to financial statement assertions. 

Analytical techniques before preporatioll tlte audit 

At the development period, analytical processes aid the auditor in understanding that 
the customer's firm and also in pfopoiming areas of hazard by signaling improvements 



inside the thing's firm of tmd areas of. This information is going to aid the auditor m 
specifying the type, ti.ming. and scope of the audit processes. At1alytical processes 
when preparing the audj1 utilizes infocmanon including the amount of prodvccs 
quanttly (lf :;1aff and sq, ft. of advertising area in details. 

Analydcal processes utilized as Checks 

After creating and executiog purposeful analytical processes, either independently or 
in conjUJ1ccion with evaluations of infonnation. as procedures based on SA 330 l , the 
auditor wjl): 

(a) Describli'! tht compilation of special purposeful analytical proce!lses such as 
specified assertions.. due to lhose assessed risks of matenal misstatement and 
evaluations of information. if aoy, for all these assertions; 

(b) Rate the reliabjjiry of information where the auditor's anticipation of docwnented 
quantities or ratios has been designed, due to origin, comparability. and 
temperatnent and vaJue of information out there, and also controls more than 
preparation; 

(c) Grow un anticipation of documented numbers or ratios and also appraise 1f the 
anticipation is adequately accurate to recognize a mis-scaceme111 wJiich separately 
or wheo aggregated with different misstatements, can briog about the fwancial 
statemenrs to be moteriaJly misstared. 

The extent of dependence on analytical approaches for audit: 

The dependability of information depends upon its own origin and temperament also 
1s reJated to the situauon nuder. The following are pertinent when deciding if the 
information is more reputabJe for functions of designing substantive analytical 
processes: 

(a) Origin of this in.fnrmarrnn, For instance, data might be more dependable when it js 
accessed from !.epara1e resources beyond the entity; 

(b) Comparability of 1hat advice. For instance, wide business infonnat1on may have 
to get supplemented co become similar to this o f a thmg which sells and produces 
I iceMed goods; 

(c) Character arid value of this infol1nation. For iostance, whether budgets are 
demoostrated as outcomes to be anticipated as opposed to as targets to be attained; 
along with; 

(d) Controls wicbin the preparation of this advice which can be intended to make sure 
accuracy, i'ts completeness, and validity. 

As on instance, controls on the preparation, inspection, and upkeep of budgets, 

Analyti.col Approaches wltich /relp wlten contacting a summary 

This system was reviewed in tJ1e PCC degree. Given need for I.hi particular technique 
from the circumstance of growing diversities, complexit ies, and quantities of industry, 
it needs an even more in-depth treaunem from the field of ratio inves1igarion and 
associated issues. 

It ouglu to be appreciated that che audit program wiU probably be reaUstic following 
the auditor has changed from th.is nation of central conlroUers opern1mg from the 
business enterprise and the light of the adventw-e of their fluctuations. 

In the event the auditor could comprehend several of the imperatives below as well as 
rhe connection of their finn with all the market and surroundings, then he'd have the 
abil ity to earn the audit programme target. 

l l~ 
lnve8liga1lon 



156 
Auditing 

Conflict of intlation, interests, inter-company connections, lack of requirements, 
property economy, get a grip on the cooditior1 are a number of the forces which state 
an organization's functioning and direction strategy to your huge scope. 

Even the auditor usually plays with an at1dit by setting reliance. Even a provider's 
management system can give a maximum hauling of tlte specific raw-material 
although in case the raw materials is reaUy a regulated product and also the source is 
:tnore intermittent, it's clear that the interior control principle regarding the minimum 
or maximum retaining of this raw substance jsn't of any use for this contTol that can be 
involved about tbe conducting of the company. 

When the business is allocated a lien or license for this stuff no matter the 
consideratio~ the same will be avaded of by the d.i(ection. Aside from in the event, 
the substances are required the direction isn't going to obey to procure stuff by the 
market ac a high price not the same as the pnce that is restricted. 

For products, it's frequently the clinic to require and receive an import permit to get a 
quantity than is needed to prevent the red lape. Tnternal control systems will probably 
be no usage soon at these circumstances. 

The relevance of Ratio and developmenr Evaluation: Ratio investigation is a 
significant nutritional supplement to this audit approach that gets the virtue of 
attracting to concentrate deviations, th.at the abnormalities and versions that are 
surprising. A ratio measures the size of 2 factors. lt wUI not possess some meanings of 
its own apart from to give substance. It's a method diagnose or to assess the business' 
heaJtb. Even the auditor sometimes takes a perspective of this data below audit by 
embracing ratio investigation. They could check if the infomtatio-o remains valid, 
legitimate and consistent. Via the practice of ratio -investjgation, any partnership 
between 2 topics that are I elated is inc.lined to become revea.led. 11 presupposes 
specific quantity of comprehension about the area of the auditor on that which is the 
association. 

This could be gotten from the auditor out of the understanding of the connections or 
by expertise, and his understanding gained elsewhere. In case there's tb,e connection 
that is known that is definite, the thing will become more straightforward. 

There could be situation, e.g., recently appointed personnel aren't eligible to 
Provident Fund gain for several stages or there can be a few retired individuals 
reemployed those aren't eligible to some Provident finance gain. 

Thus, it could be noted that ratio i:nvestigation which makes it feasible for your auditor 
to find troublesome areas that can then be exposed to scrutiny to veri Cy that the jssue 
exists or it really is a reflection o( an actual abnormality which firm bas undergone 
throughout the time included in the audit. 

Before damage has been achieved by it in forestalling an impending threat, this will 
help. Ifs believed that thoL1gl1, in the audit preparation period, the statistics have been 
exposed to ratio investigation; the auditor is at a place to organize his audit 
programme inteotionally. 

He'll find a way to declicate a suitable period of effon, and time where abnormalities 
are discovered. The study of ratios and associations contains two stages: 

1. The decision makmg and measurement. of both varies and also inter-connections 
within statistks. 

2. The examination, evaluation ail<l explanation of all their conditions in light of 
their value along with these changes. 
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It's been mentioned before that infonnation needs to be interrelated for practically any 
1''1tio investigation. Outside of that, specific companies have their po.rt.icular 
capabilities. 

An organi1.ation wilh earnings amount in a minimal margin of benefit is now predicted 
10 possess a higher srock tuDlover ratio. In the event the ratio is low. then it's going co 
be soon described as a pointer for che probe. 

A finn off cring income reduction for immediate seulement of balances are going to 
huvc 10-p debtors' turnover ratio. An organization working using a needed sruff will 
po!\scss buyer's prngress rather than some debtors' accounts. 

Tn an organization where authorities wo\Jld be your cusromer, about. the flip s ide. it's 
the nature which the gross profit of benefit will be elevated and also the debtors 
exceptional quite substantial 

For that, audrtor to realize the consequences of ratios, for example, qualifications. 
expertise Js critical. 

Tite auditor is anticipated lo contnin the wisdom of relationship between variables 
from the firm he is auditing therefore he can assess. variation and can distinguish 
deviation. 

'Tbis comprehens,oo could be originated from compared togethrr with th~ previous 
i11fonnation of the business or from mention of data offered regarding the jndustry out 
of .some origin or simply by assessing the information seen withiJl some other 
company participated in most simHar conditions at the lineup of business. 

The infoon.ation is tl1ought of as separate and objective. These need to be employed in 
combination with discretion. Procedure and the cornerstone of compilation, the time 
scale covered and also an author and the source of all their infonnation are ri. number 
of the considerations until they've been useful for the comparisons necesirnry. 

The Reserve Sauk. of lndia Bulletin tbe Calcutta Stock Trade Directory, ''Industrial 
MaounJ'' and · Kothari's Financial Accounting' are a few of lhe book.,; that contain 
financial information regarding companies. But tbey must perhaps not be thought to 
be n ready-made cloth for contrast as tb.e mode of compilation and the conditions, etc., 
can be reminiscent. The theme can be properly used for contrast. 

A lot of the rati0s called people may be properly use<l by the auditor ul evaluating 
dettils M the weUbeing of rJ1e difficulty. 

Tbc auditor needs lo be proficient and experienced enough to undersmnd precisely 
whnt ratio is suitable because of bis intent and exactly what they'd disclose and to 

associate things; additionaUy, what's anticipated as a consequence of ratio. 

By way of instance, to understand perhaps the relation that is average 1s bom by the 
problem's price of earnings to earnings, the auditor may calculate profit ratio. 

In 1l1e evem, the gross revem1e ratio indicates some other abnormality, relying on rhe 
abnoonaliry inference could be attracted fol' confirmation and verificaiion. In tbe 
event the gross earnings ratio js s1gnifica:ntly more chan ordinary, lhc: chances of risk 
tJ1at instantl y occur if your: 

( i) ea ming~ over stated. 

(ii) inventory or more appreciated 

(iii) buy under-stated, 

(iv) salmies and clifferent prices payable, etc .. 
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The auditor faces difficulty solving 1he issues. He may assess to detennine specific 
predicaments that prevail or perhaps the doubts have been authentic. 

Additionally, it is natural to its auditor you may an(icipate the ratio of revenue unles5 
clarified by unexpected things to become upward in sucb s ituation. As an instance, the 
distribution and selling interest or cost of borrowings may have gone to eat th.e 
perimeter of earnings up. 

Simply take the following instance: assume the turnover ratio (Sales/Cap1t.a1) exhibits 
a substantial p rogress during the past year and there isn't any concurrent gain i11 the 
solvency or liquidity ratios. 

The auditor must investigate the l'eason. lt is possible that the business has evolved a 
method of direction. It's likewise feasible that: 

(i) Earnings are inflated or 

(ii) Tb.at the credi1 score policy has been faulty to lead into tremendous accumulation 
of debtors 

(iii) There'd been defalcation of earnings proceeds. 

You'll find certain qualitative ratios tha1 might be especially valuable to this auditor, 
e.g., and th.e ratio involving your primary raw materia'ls used in total mauufacturiltg 
can establish both the amounts. 

Auditors may work with lots of additional ratios including the ratio of person hours to 
validate the valid ity of statistics from the Balance Sheet and the Gain and Loss 
Account. 

1t n:11ght, therefore, be found that by working-out ratios, the auditor can spot regions 
where people a~·e named to get. Much like, your doctor, turns outside art identification 
!l.lso outward symptoms are examined by him, diagnoses them. This sort of process 
can prove useful when utilized towards the assurance and article audit. 

Ratio analysis is of wonderful usage for. checks. This must be anticipated which 
amounts of eamings will change j ointly with fluctuations on buys, wages and biUs, 
etc. Nevertheless, the mutual partnership on the majority of related characters may 
vary only because of extraordinary c ircumstances, favourable or unwanted. 

Working out the connection of ratios, so, and evaluaung them along witb the 
preceding decades, equal ratios serve to ascertain the apparent reasona.blene:;;s of these 
characters. 

In the scope reasonableness is set~ the auditor may feel to be on a business ground if 
he points his 11ame. It needs to be mentioned that ratios are one of those manners of 
the app of overaJI evaluations. 

Evaluating consequences of Analytical Processes 

In case analytical procedures completed by the SA identify fluctuations or associations 
that are conflicting along with additional related infonnation or that differ in expected 
values by a significant amount, the auditor will investigate these differences by: 

(a) Inquiring management and receiving proper audit signs relevant to 
administration's answers; along with 

(b) Performing additional audit procedures as necessary in the circumstonces. 

Additional investigation, by means of audit processes made to produce a satisfactory 
decision~ would be required when the direction is not able to provide an explanation or 
if the explanation isn't ;regarded as adequate. 



Analytical processes used in the overall audit 

The aucii'tor will Jook and carry out analytical processes close to the end of tbe audit 
which assist the auditor when forming an overall decision as to whether the financial 
statements are in accordance with the auditor's Jcoowledge of the entity. 

Statistical Sampling in Auditing 

The aud,i't signs should, in complete., enable the auditor to make an opinion regarding 
the economic details. 

In fom1il1g this kind of impression, the auditor does not commonly analyze most of the 
information that can be found because they could reach a clecisio11 concerning a free 
accounr balance, class of transactions or a controJ by way of judgmental or statistical 
sampling methods. 

StatisticaJ sampling technique is increasingly gelling popular with all the auditors. 
Statistical sampling in auditing stands to get the teclmique of forming an opinion 
about a set of goods about the basis of an evaluation of a couple o f lhe products. 

rt might be recalled that test assessing procedure is just one of those ac,knowledged 
auditing methods, wbi.ch nearly all of the professional bodies of the planet. whjch 
includes the r nsritute of Chartered_Account.ants of India have recommended for use by 
those members to tbe right consideration of facts a long w ith applicability. 

We also have seen the consequences of this test check procedure as a basis for 
fonning knowledgeable notion regarding the reports be low audit. 

Statistical sampling technique could be considered as a tasteful use of the test check 
proci:;dure tliat has all the advantages of the latter with the shortcomings taken out. 

The supreme virtue of statistical sampling procedure is located m its relies on the 
statistica l idea ofpotentiat 

It's however, not as simplistic as the evaluation tests. 

To the basis of this audit performed out, an auditor is required to give an account 
featuring his opinion.. regarding accuracy and fairness of the bookkeeping statements_ 

In expressing his niling, the auditor by no means guarantees the absolute p:i:ecision o f 
lheir accounting statements; however, he cbooses a possibility to be challenged 
concerning the legitimacy of their o-.vn opinion. Even after a complete assessing, be 
cannot be sure that the accounts and also the consequent bookkeeping bills are clear of 
en-or, manipulation, fraud or blunder. 

On the other hand, the ruling he conveys signifies his gene;raJ evaluat ion of lhe 
accuracy and fairness of this accounting statement predicated upon his satisfaction 
which he's got implemented all expert skill at his mastery to find that no substance 
fraud or rnistake exists to distort the authentic and fair view of their accounting claims. 

After h_e checks just a portion of their entire bookkeeping information instead of 
assessing al I the iufonnation, jt is clear that the amount of gratification obtainable n1 
the latter wouldn't be available; 

S(>me mot e Special Audit Techniques 

However, a little loss o f the level of gratification wjU probably undoubtedly be more 
tt1an paid off by tl:Je apprec iable savings in time and costs of being assessed only a 
smaU per cent of the overall data. 

It's again true that larger the sample, tne more would be the gratification, h.owever out 
of the practical consideration the minimum requisite sample size, even when 
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determined mathematically will likely be adequate to expre$S an opinion in regards to 
the overall truth and equity of this tot.al data contained in an affor9-able range of 
precision and with decent assurance. 

It is crucial (o recognize that on_e a.nalyzu1g pxocedures don't come inside the meaning 
of sampling. Tests perfonned over 100 per cent of the items within people don't 
involve sampling. 

Likewise 1he procedure of pickin.g out all of items inside a population which have a 
particular significance (e.g., all of items over a sure volume) does not qualify as 
sampling connected to the J?Ortion of the population analyzed oor with regard to the 
population as a whole, since the products weren't chosen from your overall populace 
on the basis that has been likely to be more representative. 

Such goods might ir.nply some characteristic of this rest of the pa.it of the populace but 
would not possibly be tbe comer.:;tone for a lega1 conclusJon in regards to the rest of 
the portion of the populace. 

Reach the particular audit aim 

For tests of controls, no specific projection of deviations is essential since the sample 
deviation speed will also be tbe projected ideology rate for its population. 

Risk-Based Audit 

The audit needs to be risk-based or focused on ruipects of maximum hazard to this 
success of their audited entity's objectives. Risk-based audit (RBA) is a means to audit 
which analyzes audit challeng~s, sets ,materiality thresholds qentered on audit risk 
evaluation and develops audit programs that allocate a larger percentage of audit 
resources to high risk places. 

The auditor does not normally will need to carry out special audit methods to all a(eas 
of audit. He only needs to look audit programmers and procedures in areas sooner 
defined as main risks that may lead to the financial statements being materially 
misstated. 

RBA is a vital portion of monetary audit equally from the illustrate audit of their 
financial statements and in the audit of financial systems and trades involving 
investigation of inner controllers. 

It co.ncentrates primarily upon the identification aod assessment of the financial 
statemenl misstatement dangers and offers a framework to lower the affect to this 
fiscal assertion of those recognized risks to an acceptable amount before rendering an 
opinion on the·financial statements. 

In addition, it provides indicators of dangers based on opportunity for the progress of 
audi·t hazard management and control processes. 

This affords a chance to this audit to increase its operations from tips about risks 
which don't have a current impact on the financial statements however impression, the 
audited entity's operational plans and performance within the lengthie1· duration. 

Audit hazard i1lvestigatioti 

The auditor needs to perform an analysis of the audit challenges that impacc on 1be 
auditee ahead of endeavour specific audit methods. Risk assessment can be a 
subjective process. lt is part of the prnfessional conclusion of auditor and of the 
particular conditions. 
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Audit risks are cnttsed by fraud alld error: 

Is a mistake can be considered not intentional if iL is mainly an C)utput of omilling. as 
when valid transactions and/or balances are excluded from your financinl statements; 
or from the c-0mmissioo, even as when wrong trades and/or balances are comprjsed of 
tJ1e financial statemeJits? 

Fraud is an inteouonal misstatement from l:be accounting information or supporting 
records fron1 which the financial statements are willing. It's meaac to deceive financial 
srarement users or 10 conceal misappropriations. 

The auditor bas tbe obligation to programme and execute the audit to get reason.able 
assurance about whether the financial statements are free of material misstateo,eots, 
whether due to fraud or rnistak.e, 

An enor hazard may emerge from ru1 error in theory. estimate, essential advice 
processing, financial reporting process or disclosure. 

9.12 SPECIAL AUDIT IN BANKING, EDUCATIONAL AND 
INSURANCE COMPANIES 

The following important factors must be noted for auditing an Account of a Banking 
F.irm: 

General 

• ·rhe auditor needs to beg.in with affinn that his appointmenc is so, 

• He must observe that Annual Accounts of the banking firm nre prepared in an 
appropriate form. 

• He tnust analyze t.hc method of internal control and check and also detennine 
whether such a procedure is sufficieot or nol Usually. banks have another audit 
section for 1he evaluation of daily transactions. The efficieocy of this system 
ought to be aualy2ed. 

• He must pay a visit to U\e lender on the last operating day of th.is year to reJy on 
the money himself. Tf tl1e money was (etaine<l using the Reserve Bank oflodia or 
some other lender, he musL get a certificate verifying the deposiL 

• He must especially assess d1e reception of drafts, cheques, etc., over the final 
working day that hasn't yet beet\ entered in the novels. 

ltit:ome 

• He must conflIIll u,come and investments there from. It needs to be noticed that 
investments are correctly appreciated. 

• He must vouch that the interest rates and advances and make sure that 
irrecoverable curiosity is adequately provided for. 

• He must confirm bi Us discounted and also discount obtained about these invoices. 
It's to be determined the lien on bills ignored and uometered invoices bas been 
taken forward, 

• From time t.o time. a banking provider receives a commission from its clients fo1· 

services rendered by them. If that's the case, such a commission obtained musl be 
vouched by proper vouchers. 
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• He must confirm the secuntLes deposited with the lender for secure custody 
purpose a nd also see that eamingi. in respect thereof have been correctly 
accounted for. 

Expe11diture 

• He must observe that capiial expenditure has been properly handled in O,e novels 
and the suitable distinction was made between capital and earnings. 

• He must assess fhe equilibrium of Current Accoun t, Fixed Deposit, and Savings 
Bank Ledgers together with the programs obtained in the customer and determine 
tbat all interests are excellent on deposits, was given for . 

Jviiscella neous 

• AH assets and liabilities need to be confirmed and it ought to be noticed that 
sufficient provision was made for doubtful and bad debts. He mus\ especially 
check the overdrafts, etc. 

• He must analyze the Branch Retums and make sure that they're correctly 
integrated from the Head Office novels. 

• He must go through the particulars of Secret Reserves, i f any, preserved and see 
that their objective is real. 

• He must determine the adequacy of Securities in respecl of all loans and 
improvements in both c ircumstances, entirely secured and partially secure. 

• He must guarantee that 20 per cent of earnings before payi.o,g money are moved 
into the Reserve Fund as necessary under the Act. 

• He must observe that the tenns of Secs. J J -20 (Stated previously) from the 
Banking Companies Act are fully complied wid1 all the regulations. 

9.12.1 Educational Companies 

Audit of educational institutions such as schools, colleges etc., or oU-le.r: similar 
organizations that are engaged in the jnstructional area is referred to as audit of 
academic institutions. The aucLitor should check income and expenditure accounts and 
balance sheet of these institutes to be able to confirm and report tbe accurate and 
equity of outcomes presented by earnings statements and financial situation 
introduced by the balance sheet. Normally, the procedures and processes of vouching 
and auditing is the same still an auditor o f an instructional ins titution should execute 
following tasks: 

1. The auditor is supposed to acknowledge the University Act and talce a note of 
Trust deed and the rules and regulations laid down in relatioo to accounts. A 
resolution can be passed in certain intervals of time which concerns auditors, by 
the Governing body. The auditor must have access to the copy of mjnute books so 
that he can bave a confirmation regarding the compilation of decisious made by 
Government or any other Governing body. 

2 . A copy of financial statements or budget must be accessed by the auditor in order 
to have knowledge about the various sources of income and expenditure. 

3. Th.e effectiveness of internal check must be assessed by the auditor in a detailed 
manner. 

4 . 111e grant-in-aid provided by the Government must be vouched by the auditor 
with utmost care. 



5. The receipt' of fee.1> from srudencs pa1d every month. a:nd I.he counterfoils oftbose 
receipts must be verified 'by the auditor personally. He must also kee1> a check on 
deposition of cash received in tbe bank is done on a daily ba~ltS or not. 

6. 111e auditor is bound to make a veri£cat10u of charges apan from fees. These 
charges may include the fees charged for examination. for laboratory and oLher 
fines or penalties on the scudent's behalf. 

7. In case I.he fees of any srudent are received by tbe institution ill advance, Lite 
auditor must rnoke sure about its adjustmems. 

8. An auchorisuuon from the concerned authority must be checked in case of fee 
concessions ru1d other charges. fn case any charges can•t be reC<>Vered theo until 
tlie recommendation by concerned authority is received should not be written off. 

9. lt must be checked and verified that the purpose for which grants-in-aid and other 
funds have been received by the Governing body are utilised for the same purpose 
and not otl1erwise. 

10. ln case of donations and other subscriptions received from any authority, th is must 
be accounted and acknowledged by the auditor. 

11 . A proper venficat1on must be carried out by the auditor using the vouchers rela1ed 
to income from propeny. investment, etc. 

12. The audfror must perform vouching for making sure that the salary is regularly 
paid. He must acces~ the Salary Regjster to cany out vouching and Lu cases of 
increments provided lo any employee muse be sanctioned appropriately. 

13. The auditor must verify um the provident fund is duly provided to the staff alld is 
invested according ro rhe rules laid down for same. 

14. The auditor inust carefully vouch the expenses spend on establishment and check 
that there is no mistreatmem of capital expenditures in lhc name of revenue 
expenditures or the other way around. 

15. An auditor must verify if the scholarslup has been duly paid or not. ·n1e 
verification can be done by comparing studenl"s receipt and the Scholarship 
Register maintained by the institution. 

16. The balaoce sheet 1rn1st properly expose all the assets and liabilities. 

17. The verification of stock of equipment, stationary or furniture of the institutitin 
must be carefuJly done. 

18. TI1e deduction of income tax must he carried out while paying the salaries to the 
staff. The deduction made must be duly deposited at the income Tax Department, 

9.12.2 l nsurance Companies 

Following special pojnts roust be consjdered while perfonning cl1e audit of an 
lmmrer: 

General Auditor Jirst of 1\JI needs to study the applicable te.rrus ancl conditions of the 
insurance policy act governing tl1e insurance provider, Tue auditor should assess the 
internal control system of this 1hing. He must decide up that to what extent be could 
rely on thls system. He must check the minutes of this meeting of 1be shareholders and 
board of directors. He must check the records abouc the securities deposited with the 
reserve bank. of India. It ought lo be guaranteed that in the planning of their yearly 
accounts the rules and also a supply of the insurance policy net and compao.ic~ behave 
have been adopted. 
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Alldi1ing 
Receipt 

The most important source of income of an insurance carrier is the receipt ot' 
premiums from policyholders. The auditor should vow these atten6veLy. Outstanding 
premiums ought to be brought into the books of accounts. Premiums recejved in 
advance ought to be brought to lh,e balance sheet as an asset and shouldn't be revealed 
as income of this year, Another sow-ce of earnings could be rents, interest, and 
dividends on investment. It needs to be assessed careful1y. 

Paymen.ts 

The largest expense of an insurer orgamzatlon is that the payment of claims about the 
policies. The auditor sh.ould check these very carefully. Cfairns confessed but not paid 
until the balance sheet dace ought to be shown as a liability on the balance sheet. Other 
heads of cost ought to be assessed with their various vouchers. 

Bala11ce sheet 

The auditor should assess the resources and liabilities appearing on the date of this 
balance sheet. le needs to be verified that they're displayed at the right price. 
Appropriate depreciation mus1· be provided for about. the resources. Proper provision 
should be made to the unexpired hazard on the policies, which might draw in clajms 
later on . 

Ch~ck Your Pro res'5 

Fill in the blanks: 

1. An _____ can be descri bed as a pa.rttcular evaluation of an inquiry 
using a view to creating a reality or to assessing a condition of affairs to 
booh of reports and reloted records or into discovering causes. 

2 , Before beginning an analysis, the investigator must obtain the 
_______ clear wr(tten instruction regarding the reach of b.is job 
and intentions of evaluation. 

3. The topic of the analysis is extremely ____ _ _ and normally a 
senior accountant hav10g deep wisdom and experience acceptable for the 
occupation. 

4 . Audit is conducted 10 .know the _ _ _ ___ o.f the books of accounts. 

5. Jnvestigation is conducted to know the of !.he concern. 

9.13 LET US SUM UP 

• An investigation can be described as a particular evaluation of an inquiry using a 
view to creating a reality or to assessing a condition of affairs to books of reports 
and related records or into discovering causes. 

• AJ;1 investigati011 1s an assessment of accounting documents undertaken for a 
purpose it is an audit. Its goal js normally to detect and exhibit the reality in such a 
fashion as will allow the parties for whom it has been undertaken to draw 
conclusions and make their own decisions accordingly. 

• Having clearly established that tlte int.ention of the a11alysjs, the investigaror will 
initially tnake such preliminary questions as are needed to determine tbe exact 
information that's required to allow him to organize his evaluation. 
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• The processes 10 be adopted in the analysis are coolingent on the disposition of 
evaluation, its function and the conditions of the situation where the analysis has 
beeo undenaken. 

• The report on the investigation has to be carefully prepared. ll ought to be utterly 
disgusting, quite dear in its significance as weU as for as pracocablt from the 
given position. 

• An investigating accowuan1 must combine solid aucliting methods. considerable 
ex.peruse, sound judgment aod a high comprehension of some business ventures. 

• Audit is conducted on the basis of the shareholders or proprietors. Ora the other 
hand, 1J1vestigation is generally carried out on behalf of oulSlders who intend to 
buy the business or who wish to lend amount and thus want to know the earning 
capacity or the financ ial position of the concern. 

9.14 LESSON END ACTIVITY 

Study the investigation process and audi.t process of an organisation. Dererm111e the 
differences between the two. Prepare a report on I.he same and give a presentat.ion 
on it.. 

9.15 KEYWORDS 

Jn11estigntio11: lt can be described as a particular evaluation of an inquiry usmg a view 
to creating a reality or to assessing a conrution of affairs to books of rep01ts and 
related records or illto cliscovering causes. 

Jnvestigarlon report: h is the report that contains the details about an invesugator 
performed. 

Aud;t; Tt includes an examination of the books of accounts. 

9.16 QUESTIONS FOR DISCUSSION 

1. What 1s investigation? 

2 . Srnte the obJectives or purposes of investigation. 

3. What are the feaLUres of investigation? 

4. Discuss the working methods. 

5. Explain the duties of an investigator. 

6. Discuss the investigation repon. 

7. Whal are the qualities of an investigator? 

8. What are the differences between investigation and auditing'? 

9. Explain the procedure for conducting investigation in auditing. 

l 0. Discuss tlle speciaJ nodit in banking, educational and msurancc companicS. 

Check Your Progress: Model Answer 

I. lnvestigarioo 

2. Customer 

J . Specii:ilized 

4, True and fair view 

5. f'i.rutJ1cial position and the earning capacity 
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