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LESSON

1

AN INTRODUCTION TO AUDITING
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1.0 AIMS AND OBJECTIVES

After stadying this lesson. you should be able to:

® Fxplain meaning and objective of Anditing
List the featuras and principles of Auditing
Discuss the scope of Auditing
Describe the types of Auditing

Compare investigation and Auditing

1,1 INTRODUCTION

The term ‘audit’ is denved from the Latin term ‘audire.” which means to hear. In
ancient times, the accounts were checked by hearing an accountant, while he reads
aver the accounts to persons. The person who heard and checked the accounts was
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known as auditor. Auditing is as old as accounting. 1t is said fo be existed in all
ancient cultures such as Mesopotamia, Greece, Egypt, Rome, U.K. and India. In
Indian culture, certasn rules about accounting and audinng regarding public finances
are mentioned in a doctnine named Arthashastra written by Kantilya.

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
venfication heips 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
audit. Another objective of audit is to protect the financial interest of individuals
related 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 activibes.

The traditional model of audit was limited to extraction and gaining information
regarding & company’s financial systems, transactions and record. But now along with
financial areas the non-financial sectors are also being included in audit. These non-
financial areas can be related to security or performance of infonnation systems as
well as concems regarding environment.

Auditing 1s being performed with great pace a1 certain nan-profit organizations as well
as agencies related to government. It helps these organisations 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 transacttons also increased. So, now the objective of auditing is to
make sure that the accounts of a company show truth and faimess instead of truth and
correctnegss. Therefore, the focus is now shifted to a fairly represented financial effort
rather than being acvurate arithmetically, The qualification of auditors was prescribed
foremost in the Campanies Act, 2013.

1.2 MEANING OF AUDITING

Auditing ts a pracess used for verifying the financial status of an organization as per
its financial statements. Ta auditing, the accounts are analysed and exaroined in order
1o prove that the financial statements provided are tue and fair in terms of the
financial pasition, profit or lass of the businass.

Through auditing, the accountmg data and accounting statements are cxamired and
tested in an tntelligent and critical manner. The testing through auditing is done to
prove that the data and statements are accurate, adequate and dependable.

According to Insutute of Chanered Accountants of India (1CAI), auditing 1s defined as:

“Auditing is a systemaic and independent examination of data, statements, records,
operations and performance of an enterprise for a stated purpose. In any auditing
situation, the auditor perceives and recognizes the propositions before him for
exawmination, collect evidences, evaluates the same and on this basis, formujates his
judgement wiich is commumcated through his avdit report”.

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

“Auditing is an examinativn of accounting records undertaken with a view to
establishment whether they correctly and completely reflect the transactions to which
they purport to relate ™

-L. R Dicksee



“Auditmg ts concerned with the verificanon of accounting dala detemmuning the
accuracy and reliability of uccounting statements and reports.”

- R K. Mawtg

"Auditing 15 the systematic examination of fmancial statements, records and related
operations {0 determune adherence to generally accepted accountimg pnnciples,
mapagemcent policies and stated requirement.”

- R E Schipsser

Following the vanous definrtions of auditing above, we can conclude certain common
aspects of auditing. These aspects are as follows'

{1) Auditing is u way of exanuning books of aceounts of business in an intelligent
and critcal manner.

{1} Audnmng s performed by an tndependent qualified person.

(i) Cernain vouchers, documents, mformation and explanations received from the
clients are taken inlo consideration to carry out auditing.

(iv) The audwor’s imtial acoon is 1o satisfy humself with the autheaticity of the
financial accounts prepared for a parucular period.

1.3 FEATURES OF AUDITING

There are seven main features of auditing. These features arce discussed below

b, Auditing control: Audit works as a tool for contralling the avcounts The auditing
activities control and keep a check on the muth and fairness of accounting
information.

[

Safeguard: The other feature of audit 15 to provide security on the propnetor's
behalf. [t safeguards the interest of proprietor against folly and Iraudulent
activities carmed out by the agents and servants of the proprietor. They can utilise
his moncy and assets for their own benefit.

3. Assurance: Apant from control and safeguarding, audit provides an assurance on
the behall of proprietor about the facts and expendinres. Andit assures that a due
regularity and propriety has been considered while incurring the tacts and
expenditures in the aceounts in (roe and fair manner.

4. Assessment: Another feature of audit is assessment. It initiates the assessment of
account system fo make sure that it i3 adequate and effective enough for the
maintenance of records reiated to company’'s accounting procedure.

5. Review: Another feature of audit is reviewing. It helps wn reviewing the financial
statements, [he review further initiates 10 acknowledging the fact that the
statements ruly agree with the accounting records maintamed by the company,

6. Reporting instrument: Apart from above mentioned features, aud acts as a
reporting wnsirument, [t provides the repont regarding fmancial statements which
are reguired as per the tenns of appoioting an auditor and his agreement zlong
with certain necessary legal compulsions and obligations.

=

Praciical subject: The last but not least feature of auditing 1s that j1 15 & practical
subject. This subjcet has heen practiced throughout the history and went through
come margmal changes as per the requirement of changing era of commerce and
developments m legal procedures.

An Ivroduction e audinng
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1.4 OBJECTIVES OF AUDITING

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

l

-

Primary Objective; The primary objective of auditing 1s govermuing and evaluation
of financial statements and other records that support accounting of a particular
financial penod. 1t is done to know the reliability status of financial statements
and other accounting records.

As per the lndian Companies Act, 1936, every organization must have an anditor
appointed who is responsible for examinng and verifving the books of account.
The appointed auditor is supposed 1o pravide lus opinion about the reliability of
audited books of account, profit and loss account and balance sheets. These three
components must provide a e and fair view of all the state affairs related to the
company's business.

In order to give his opinion and get a oue and fair view of affairs refated 1o the
company, the auditor is supposed to go through a thorough analysis and checking
of ali the transactions and documents which are made during the audited periad.
The thorough analysis of transactions and documents helps the auditor ta 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.

il. Examination of books of accounts 1o check if they are arithmetically accurate.
1L is done by verifying the posting, casting 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 valuable.

v. Auditing serves the purpose of verificatiop that the statutory requirements are
fulfilled.

vi. li provides the zuth and fair position of accounting and financial status.

vit. 1t provides the examinaton about a proper cisunction of capital and revenue
naiure of transaciion.

The Secondary Objective: The second objective of auditing 1s to support the
satisfaction of primary objective. There are two parts of secondary objecrive:

. Detection and prevention of frawds: Frauds can be defined as the mistakes
committed mtentionaily. as per the direction of top level management. There
are several purposes behind the frauds carried our by management. Such as:

« To deceive tax

» To show that the management is effective enough
« To pet a hike on commission

« Ta sell the shares of the company in markel

» To maintain the market price of shares

The auditor’s main job is to detecl the frauds in the company. The frauds can
be any of the following:

a, Misappropriation of cash



b. Misapprapriation of goods
¢. Manipuiating the accounts or falsifying the accounts without any
misappropriation

n. Detechon and prevention of errors: Errors can be defined as the mistakes
done unintentionally. Sometimes the financial irformation can be incorrect
due to ignorance of accounting principle, i.e.. principle errors and clencal.
errors {(errurs that arise due to neghigence of accounting staff).

There are following types of errors:

£

Errors of principle
b. Errors of omission
¢. Errors of comunission
d. Compensating errors

So, in conciusion, the frauds and errors can be prevented by auditor by taking
the following steps:

a. Preparing an audit report of company.
b. Providing information to income tax autherity

c. Satisfyinp the provision of company acts,

1.5 ADVANTAGES OF AUDITING

Auditing 1s a mandatory task to be performed in all compames and business
organizations., Everv ocganization including business, industries and trading etc.,
keeps an audit book of accounts. As the management and business owners have
separate tasks to perform, thus the detection and prevention of {rands through auditing
has become an essential part.

There are several advantages of auditing. Such as:

L=

The frauds and errors take place in the company 's management or with accounting
siaff, individuals can be detected easily; hence, particular steps can be taken for
the prevention of any sort of toss.

Auditing provides a regular maintenance of accounts.

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

It helps in getting o loan without much hassle. A company can get a Ipan by a
financial institution on the basis of audited statements prepared in the last five
years.

The sale of business is facilitated on the basis of audited valuations of assels and
liabilitics of the company. The valuation helps in detcrmining the price of
business in order to sell the company or business.

1t provides an assessment of tax. The taxes are assessed by tax authoritics on the
basis of profit which is calculated by the avditor. The sales imenticned in audited
statement are used by the sales tax authorities to calculate saies tax.

It helps wn providing full-proof information of profit and loss of an organization.

Auditing is also helpful in increasing the goodwiil of a company. The financial
position and profitable status provided by auditing creates faith of people with the
COITIPANY O 2N organizalion.

7
Ad bntroduction 10 Audisng
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1.6 LIMITATIONS OF AUDITING

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

(1) Higher Cost Burden: As the cost burden 1s high. it affects the scope of work in
getling limited to selective testing and as a resuit the intensive checking of books
of aceounts becomes impossible for the auditor.

(ii) Based on Test Checks: ln general ways, the exercise of auditing 18 based on test
checking. The concluded result of the test check may not be true always.

(i) Limitation of Time: The audit repon is supposed to be released by the auditor in a
specific time period. The audior becomes constrained into a timeline for
performing the auditing exercise. The inadequacy of time allers the amount of
evidences refated to the concemed events and transactions afier the balance sheet
date. As an outcome, the financial statements may be affected. The limited
timeline restricts the aunditor o resolve the inadequacies and uncertainties that
exist in the financial statement date.

(iv) dnconclusiveness of Evidences: Sometimes the evidences found by the auditor
are persuasive instead of being conclusive. Tt means that the evidences may not
provide a correet value or estimate for an asset.

(v) Based on Estimotes: Auditing 1s inherently based on estinates, which are not
possible sometimes to foresee the uncertainties that may occur as an outcome.

{vi} Based on the Information Provided by the Management: The only source of
rehability of an audit i1s the information that is given by the management.
Therefore, 1t pets difficult for an outsider to rely enttrely on the repon provided by
an auditor.

1.7 BASIC PRINCIPLES TO BE COVERED IN AUDITING

There are several aspects of principles that must be kept in mind by the auditor during
the auditing process. The following basic principle aspects can ajso be terraed as the
functions of audit:

{i) To review the system amd procedures: The pnimary function of auditing is
reviewing of systems and procedures. Before going into the auditing exercise, it is
necessary for the audnor to have an vaderstanding of the system and procedures
which the enuty has adopted.

(i} To review the internal control system: The reviewing of internal control system is
an imponant aspect that must be followed by the auditar. By reviewing the
internal control systern the auditor is able to determine its cffectiveness. The
effectiveness of intemal control system leads the aunditor in deciding to which
extenr the checking can be done by the anditor.

in order to determine the efTectiveness of internal control system the auditor needs
to perform a compliance test and substantive procedures. The effectiveness helps
the auditor to perform less~checking and vice-versa.

The auditor must carry out a review of intemal control system. While reviewing
he can acknowledge its effectiveness, which can forther enable him for
determination of the limits to which the checking must be done on his part.
Aceording to Company Audit Report Order, 2003 it 1s important for an auditor o
provide a comment on the effecuveness of Intemal contro) system in the
organization, hence reviewing of interpal conurol is an integral pan for camrying
out the Auditing exercise.



(11) Yo Check the arithmetical uccuracy: W is mandatory for an auditor to check if the 4
books of accounts are anthmetically accurate or not. Auditor needs to carry out A OO HO A e
the checking reparding a proper posting and balances of the books of auditing.

tiv) To follow the accounting principles: An auditor must confim that whether
proper distimetion has been made between item of capital and revenue nawre. The
auditor must ascertain the fact that there has been a proper adjustment made in the
books of accounts regarding the item of income and expenditures falling into a
pamucular period.

1.8 TYPES OF AUDIT

There are many types of audit. They can be broadly categorised as:
1. Based on ownership: Audil can be of following types on the basis of ownership:

1. Audit of Proprietorship: ln (his case the decision to get the aceounls audited
is solely taken by the owner The proprietor provides precise instructions 1o
the auditor and an agreement is made, on which the auditing wark depends.

W, dwdt of Partnership: In this type, an auditor is appointed by a mutual consenat
of all the partners i a company. This i1s done so that the nusunderstandings
and doubts can be avoided.

. Audit of Compuanies. As per the Companies Act, it s mandatury lor every
compuny te audil thewr zccounts. The audit of account is the responsibility of
2 prafessionally qualificd chartered accountart. Some amendments have been
made 1 the Companies Act. 1956 and 2013 about the appuintments, duties.
power and liabulities of a qualified auditor.

v Audit of Trusts: I this case, the wustees are appownted for managing and
looking #fter the property and business 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 trust are maintained as per the terms and conditions
mentioned in the tust deed. Moreover, the income aets divided among the
recippents of the trust. As a result of whicl, there may be chances of
occurtence of fraudulent and misappropriate activities. Hence the uust deed
and Publiv Trust Act helps in avoidance of such simalions. As per the act,
auditintg of accounts of the trust must be performed compulsorily appowting a
well-qualified auditor to serve the purpose. The audited aceounts of the trust
ensure true and fair view of accounts of the 1cust.

v Audit of Avcounts of Co-operarive Societies: Tn the year 1912, Co-operative
Socteties Act established Co-operative societies. A Co-operative society under
the avdit requires its auditor to have sufficien? knowledge about the particular
act through which the functioning of audit is determined. 11 15 mandatory for
the auditor 10 acknowledge the by-laws of the socicty. [n case there are any
amendments made in Lthe by-laws of the society thie auditor must ensure that il
had to be registered duly in the office of the concemed Regismar. Co-
operative societies are not liable to Companies act. Hence, the responsibiluy
of auditing and the cause 1o bc audited lies in the hands of Registrar. He must
ensure that the person appointed for audit 15 under us authonsation or not.
The autharised person must audit the sccounts of the soctety once in every
tinancial year,

2. Based on Qbjectives: On the basis of objectives the audit can be of following
types.

i dnternal Audit: loternal audit is related to the audit of accounts by the staff of

the business. Internal audit is an appraisal activity taking place within an



I
Auditing

ii.

organisation. Internal audit js carried out for reviewing the aperations related
to accounting and finance. The review further helps the management to
instigate whether a protective and constructive service is being provided to
them or not. This type of audit control functions by measurement and
evaluation of effective status of other controls. Mainly, the accounting and
financijal areas are meant 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.

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,.

iil. Secretarial Audit; In Secretarial Audit, it is ensured that compliance by the

iv.

company of various provisions of Companies Act and other relevant laws arc
verified or not. Secretarial audit report includes the following points:

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

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

Independent Audit: Independent audit is performed by an independent
qualified auditor. The purpose of independent Audit is verification of truth
and fairness of the company’s financial position and profits eamed, by
checking 1ts financial statements. The primary purpose of Independent Audit
is to provide the interest of parties such as owners, shareholders and others, a
safeguard. These parties commonly cannot access the acknowledgement of
the operations performed in the organization on day-to-day basis. Hence, the
independent audit keeps their interest in protection.

Tax Audit: The tax audit has become integral so that it can be ascertained that
tax related documents are accurate or not. It ensures that the tax related
documents are valid and credible. In 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:

£

ii.

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

Continuous Audit: Tn 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 authors as:



“A contmuous audit involves a detaited exammination of all the transactons by
the auditor attending at regular intervals say weekly, formightly or monthly.
during the whaole pened of bading.”

- T.R. Bailiboi

“A continuous awdit is one where the auditor or fus stail 15 constantly
engaged n checking the accounts during the whole period or where the
auditor o1 ns stalf attends at cegular or irregular intervals duning the period.”

- B.C Williams

vit, Final Auedit- When the audit work 1s carried out after the close of financial
year (t 15 Known as the Final Audit, In general tenns, Final Audil can be
utiderstood as such an audit that cannot be commenced until the {inancial
period ends. It can be commenced once the financal period is over and
completed.

v, Bulance Sheet Audit In this avdit, the various items of the balance sheet are
vertfied. These items can be any of the following:

{a) asscts

(b} Labilities

(¢} reserves and surplus
(d) provisions

e} profit and loss balence

1.9 COST AUDIT, ENVIRONMENTAL AUDIT, ENERGY
AUDIT

1.9.1 Cost Audit

Cost Audit symbolizes the affirmation of credit reports and assesses the adherence 10
the cost-accounting programme. Cost Audit determines the Truth of price accounling
records 1o make sure thar ibey conform to price accounting fundanientals, strategies,
processes, and ohjectives.

Cost Audit includes:

. Venfication of thase price accounting records like the precimion of (heir price
reporis, cost statements, prive information and breakmg procedure and

2. Study of those records to make certain that they stick for the price accounting
fundamentals, strategies, processes, and goal,

Definitions

Cost Audit has been an essential mspection, carmned out to validate the correctness of
Price Accounts and also it assesses that price tag accounting fundamentals and
preparation are econumically adopted. It's notable that India could be the sole country
that hax released statutory cost audit to modulate approximatcly 45 critical sectors af
the nation,

This expression suggests:

(i) The items of cost-accounting gather about what the cost-accounting programene
should have, now becn anracted upward need to get retained at heart o check
whetber or not the masler plan wself and also the exact amounts accumulated will
contribute (o the success of this target aim of collection For exainple, in the event

b1
An Inoducion ke Audining
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the parpose would be 1o reach maximum 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.

(i) It's to be analyzed if the processes laid down to discovering costs along with
different relevant conclusions happen to be executed. Treatment method and
conclusion of unexpected declines of treatment or gains of particular bills as
indirect or direct are examples in position.

{ii1) The correctness of these characiers needs to become vouched,

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

The idea of cost audit was elaborated by ICWA because of 'an audit of the efficacy of
second informatian of cost, whereas the job is currently in advance and maybe not a
postmortemn assessment. A financial audit can be a 'fait accompli,' cost audit is
principally a preventative step, a direct for direction coverage and conclusion
additionally addition, for a barometer of performance.’

Cost Audit could be predicted as efficacy audit. Jt's evidenced by amendment in
section 209 that reads, 'The first goal of the amendment of this section woutd always
be to make sure given suitable 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 besses and assessing the caliber of the entire technique of
centrolling within a2 venture.” So conduit audit targets in analyzing how supervisors
perform various purposes of direction, e.g., preparation, organizing, inspiring, eic.

Features of Cost Audit

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

The former 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 view of this condition of events (ol 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, activity, etc., and takes account of the right investigation of nformation
and 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 real 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 1s
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 11 inte the scope potential. So by adapting for the system, the interest in
consumer has been guarded plus its certain measure i the direction of removing of
sooetal chaos'.

The benefits, temporarily, are the following:

1) An intimate test is gong to be kept on most of the wastages  substances from 3
rewiler, labour, ete. - and they're going to be instantly reported and locatcd.

{11) Inefficiencies in & peneration (or efficiencies) will probably be situated and
changed to tiscal provisions.

(ui}Dunng fikation of human duty, direction by exclusion will undoubtedly be
potentzal,

{1v) The maclune of financial control and standard costing will probably soon be
significantly cased using cost audit in the costrol of an expenenced cost
accountant,

(v} Records are likely to be soon update and infarmation for assorted purposes will
probably be accessible.

tvi) Cost audit con overtake quile 2 few of frauds and errors that might not be shown
differentlv. This ts only becausc a cost auditor assesses cost caked and controsts it
together with standards and also ascertains exact causes of the discrepancy.

Cost audit provides many benefits in handling different marters to, price accountants,
shareholders, statutory avdstors, shoppers and also to government.

Al these benefiis are outlied as under;

Positive Aspects of Control:

(1) Ghiches m after fixing fundamentals and principles are all found. [nconsistencics
and scams may likewise be discovered. This prevents every one awake and boosts
efticacy.

(1) Cost audst may fanction to quantify the performance of adminssiratots along with
far beteer performance might be rewarded.

(i} This will belp to organize accurate price reports and also (his firm preparation
could be more avthentic,

(1v) Intes-firm comparisons might be huilt with ease, which may be quite a helptul
proposal if industrial intellect is equally excellent.

(vy Cost audit may give a notion concerning the relative operational ¢fficacy of just
about every sectian of the branch; also can therefore induce deficiencies and also
stimulate ta use within an aggressive soul,

Paositive Aspecrs to Management/Cost Accountant

Significant benefits include:

t1y The task will be eased as deficiencies, mistakes, etc.. ate all stated. Costing ideas
might be ready to manage the points.

(i1} Cost audit can assist in the quicker understanding of financial and cost reports,

{iil) [n the event the cost auditor ¢can be an outsider and is still an expert, then he can
undoubtedly provide a few practical and solid informations to streamline dividing
systerns and business enterprses.

13
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(iv) Cost aadit can help 1o concentrate attention directly to the problems confronted
with the price accountant. This can help him to reach his targets and aims
eftorlessly.

Pusitive Aspects 1o Statutory Auditor

important benefits nclude:

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

(i1) Statements and Data of cost audit allow him to get ready his audit programme and
also plan accordingly that he focuses tnore on those facets that have yet 1o be
satisfactorily insured by cost audit.

Benefits 1o Consuners:

i) The most prunary benefit includes the way a statutory cost audit functions and
resolves an affordable price tag for the shoppers.

tii) Considering that cost audil targets in achieving efficacy from the business
enterprise, this may also have represented in lower prices towards those shoppers.
Positive Aspects to Labour:

(1) Ln case of cost, the audit is perforned emtirely by labour, additionally benefits
furure of the persons who are involved in this process through different rewards
and added benefits.

{n} Additionally, it provides to consider the use of labour in strengthening efficacy in
the duration of greater producliveness.
Positive Aspects to Shareholders:

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

{ii) Topical cost audit emphasizes efficacy or inefticiency, utilization af wark as well
as other tools, adequacy of yield, etc.
Positive Aspects to Govi. and Economy:

{i} This enables our government to repay accounts ai which cost-plus contracts are
manufactured.

(i) The federal goverrument mught wtervene to look after the interests of thewr
shoppers. labour, shareholders, and traders in exploit or ineffective managements.

(iii) In the federal stage, cost audit boosis cost awareness and gencral efficacy. It
follows that every rupee spent creates the most number of merchandise and
solutions.

Kinds of Cost Andit:

The major types of cost audit would be:

(i) Cost Audit within &« Support to Contrel: The goal is always to find that most
informatian set in eartier direction is more relevant, dependable and immediate
therefore that direction may release its responsibilities nicely. It also has to be
found that no applicable or relevant information has been curbed,



() Cost Audit Concerning a Person: Regularly contracts have been positioned vn
"Price Plus” foundation. To put st differently, the consumer may cstablish that the
last price tag to be compensated on the grounds of exact expense and an agreed
margin of benclit. The purchaser. at this situanon, commonly receives price
account of this product. audited to ascemain appropriate price and for that reason.
selling price.

ini) Cosr Audit for Government: On occasicn, the Authoritics have been approached
with a petivon for financial support or security. Before deciding about the
petition, the Authorities might decide to acquire cost account of their applicant
audited, to ascertain the authenticity.

(iv) Cost 4udit benearh Statrete: The Amendment Act of 1963 has added a tresh
section, 233B, at the Businesses Act, 1956 where the Central authorities ¢an
dictate that one types of organizations will receive their price g accounts audiled
using a parl of the Institute of Cost and Works Accounts. Just sucli businessey as
having to keep correct records with regards to stuft absorbed, tabour as well as
other bills urder Section 209 (as revised up w now) and also could be asked o

receive their price tag accounts audited.

The abilities and obligations and style of consultation of this cost auditor would
be just like that of outside economic auditor along with the exact very same
disgualifications may employ. The cost auditor will publish his account into the
Company Law Board having a copy into this provider. The best way to explore
al} parts of pnce tag account is presumably given to this cost audstor.

The desire of cost audit undemeath stanate seems to being a ool of command, the
tees of numerous merchandise. The government gets the capability to prescribe
differemt forms at whieh caost audit accounts must be created. All these were
created not merely to check information, but additionally o communicate 2 decenc
offer of mformation regarding Authonties.

(v} Ceost Audit Cencerning this Trade Association: Sometimes commercial
nstitutions want to keep up prices i a particular degree. For thus use, the truth of
breaking information filed by several sorries needs to be assessed. The commerce
institutions could choose o own entirc wformation on the wpic of creation
capacity and also the comparative efficacy of successful procedures.

1.9.2 Environmental Aundit

The environmental audit has been an overall tenn which may sigmily different sorts of
tests designed {o spot environmental compliance and aciministration shiategy exccution
interruptions, together with comrective actians, Inside this monner, they pecform an
equal (Iike) role into financial audits. Additionally, there are usually two distinet kinds
of cnvironmental reviews' compliance audits and management sysicms audits
Compliance pudits are normally the main type i the United States or within just US-
based multinatunats.

Environmental auditing started from the USA from the 1970s. At first reactive in
atention, ecological coteria were coped with by ‘end of pipe’ answers. Command
measures had been significantly affected from the decrease remediation expenses, and
penalties which could stem from industrial injuries, also should handle environmental
obligations.

Environmental auditing premugred into both UK and elsewhere chiefly by
multinationa! companies that started ininally to use the audit techniques corporately
and by way of subsidiaries. [U's currently being invited down the distribution series
when substantial businesses require that their providers have green qualifications,

15
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Environmental auditing has additionally becn proactive because businesses have
recognized poteniial economy along with stake holder rewards, efficacy profiis, cost
economies. ang also the importance of enhanced public connections.

Tradstionally, cavironmemal auditing was created for industial {compound and
manufacturing) software. Further it was used 1o indusiry leading 10 many Charter
efforts to start up activities to higher public examination. Local governments today
eroploy auditing inside their job. This is sornerimes likely to rise quickly as a
consequence of new obligations in the direction of sustainable improvement and also
the execution of local Agenda 2},

The expression 'environmental auditing' 1s extensive. Personal industry environmental
auditing was variously understood to be:

The syslematic study of the interactions hetween [irm performance and its
surrovnding. 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 corpleted out by employers;

® Compliance Auadit: Probably the most frequently encountered kind of audit
composed ol tests against ecological Jaws and firm coverage;

® Problems Audit: An sppraisul of the way in which & corporation's activities relate
to an ecalogical dilemma or (e.g., worldwide contamination, electricity usage) or
an appraisal of the particular dileruna (c.g., properties {provides);

o Welbeing Insurance and Protection Audit: An appraisal of challenges and
contingency preparation {occasionally combiued with environmental auditing on
account of the interconnected inpacts of industrial procedures and dangers);

® Internet Site Auwdit: An audit of the gpecific internet site to test actual or
prospective ecological problems:

¢ Business Audit: An audit of the complete provider and its particular palicies,
coustructions, techniques, and practices;

® Rusiness Procurement Audit: An appraisal of future ecological and monetary
hazards and obligations taken out eatlier to an organization performing regular
audits related to environment.

® Activity or Functional Audit: An appraisal of activities which can cross
carporation sections or camponents (waste or energy direction).

® Product or Service or Life-Cycle Audit: An wvestigation of ecological impacts of
the product ot service during al} phases of its design, manufactuning, and usage
and disposal, for example, its recycling and reuse.

Those mentioned above are clacified as semi-audits related to the environment
differentiate them by the more special environmental audit also, specifically, the
periodic audit which forms a2n essential measure of ecological management systems
{EMS).) Each is reviewed below.

From the communty sector, communtty governments also have directed the manner
in envirotunental auditing. Two forms are identsfied:

o External aadit; An evaluation of the status of the peighbourhaod surroundings,
commonly leading to a condition of the Environment Repon (SOE or SOER).



® faternal audit; Comprising of two locations:

*  Plan impact evaluarion: An overview of these acuvities (objects and services
and practices aad coverages) of their jurisdiction,

<  Conduit Auwdit: A summary of these struchues and procedures whereby
ecological insurance pohicies are handled from the jurisdiction.

‘Strategic Fnvironmental Assessment’ (SEA) has recently surfaced as an easy stvle of
assessing the ecological impacts of policies, plans, and programmes. In Scotland SEA
was piloted m Gordon Dystrict at 1994 SEA can be rescarched as an casy style of
differentiating the possible ecological impacts of a few of their Strucwural Fund
Programmes.

Environmentul auditing practice and processes

The more particular sort of environmental audit includes the collection, collation,
evaluation, interpretation, and presentation of all information that is utilized to:

e Evaluate performance from a group of objectives or requirements, associated with
ceriain topics;

® Appraise comphiance with envivornmental laws and company inswrance policies:
apd also

® Step performance contrary to cenain essentials of an environmental management
process benchmark.

The orderly, regular, recorded and objective elements of environmental auditing are
key for cfficacy. It's fast growing as an imporiant and effective tool for the
orgamzation’s ecological evaluation and direction wol kit. The demand of
occasionally replicating audits makes sure that there's a continuing devotijon and also
a systenwatic course of action to boost ecological performance. The reach of repeat
audits may additionally expand to eventually become a lot muore comprehensive
because expertise and expenience will be accrued or new prablems or laws arise.

On occasions, the provisions apprassal, evaluailon, observation ur inspection are
ulihzed interchangeably together with the audit. The audit suggests in-depth statistical
confirmation with a regular cycle amongst audits. An appratsal or inspection can be
quite a one-off event that's performed in less detail and also with significantly less
dircct assessing of information.

Secunity Reviews offer a rescarch breskdown of latest environmental results or
impacts, important environmental laws plus an announcement of live ecological
performance The tesimonials offer a foundation for sening up a more direct action
programme. They are a pant of an ecological control strategy that will help execute
sirategy

They need to be night to these particular conditions. As environmental auvditing
depends up on various modalines, every corporation can specify its own strategy
predicated up on its dumension. is activities, and 1is particular company civilization.
The exteat and fashion of aundus differ. However, frequent phases and acuvilies
comprise;

& Pre-audit point;

® Entire control devotion:

e Placing general objectives, goals, extent and disposition;

¢ Picking a staff to guarantee objectivity and expert proficiency:

® Audil poinr;

17
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®  Onsite audit. nicely systematic and defined with protocols or checklists;
¢ |nspection of liles and records,

® [nspection of coverages:

® [nterviews;

e Website review;

® Article-audit phase;

® Analysis of findingy;

® Repormnog with suggesuons;

® (roundwork of an action <trategy; and also

® Follow up.

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

Environmental Audiving and Environmental Manugement Systems (EMS)

An EMS is an tnstrument built to allow Dbusinesses to aim, reach and establish
continuous progress in environmental pertormance. This consists of only one
incorporated direction process having a range of phases, including an environmental
audit. There are a lot of critenia (e.g., the British Standard BS7750 (BS11992), also
both the European Eco-Management and Audit Schere for both Sector (CEC, 1993)
and also the DoE Eco-Management and Audil Scheme for UK Local Authorities
(DoE, 19935) etc. These 1nclude most or each of the subsequent components to:

1. Adopt an ecological coverage to support and also promote devotion to constant
impravement in environinenial performance;

2. Atempt an ecological evaluation to determiue substantial ecological matters and
impacts;

3, Putup ecological programmes of goals, objectives, and actions;

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

5. Underake periodic estimaie of elernents;

6. Make one ecological announcement on ecological performance: also

7. Attain impartial confirmation of this ecological invelce.

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

Commurtity business environmental auditing

More imporantdy, commumity sector bodies and community govemments are
adopting auditing ways to set baselines of ecological performance. These subsequenuy
nform direction acrion.

Interest and action had been sparked from the late 1980s from the Friends of the
Planet Barth (1989). Lots of governments willing ecological charters, follow
ecological plans and action ideas that are often thought of as Green Strategies. It
wasn't good comparing to previous leading policies and additionally realized that the



higher company performance and ecological added benefits of these wider and heavier
methods for their intemal and extemnal auditing.

Back n 1989, the very first rcgional aunthority environmental audit has been
performed by Kirkiees Districe Council using the aid of both Friends of our planet,
Ever since that time numcrous Scotiish Regional governments have generated
environmental audits, especially Fife and Grampian Regional Councils, Ross and
Cromarty, Gordon, Falkirk, Clackmannan along with Dundee District Councils. The
range of communny industry audits differs. The impacts of these activities of ther
neighbourhood junisdiction include:

Immediate fmpaces:  Leological mpacts which derive the way in which daily
activines are undertaken. Direct results are insured by internal! control audit,

Assistance impacts: Fcological impacts which lead in the businesses attempts in
executing environmental procedures and aims. They'd be dealt with the coverage
Impact evaluation kind of audy,

Pablic indusiry undits protect quite a few of concentrate in places like:

e  Viuality usage,

& Reoyeling;

® Hard woodx from renewable resources;

® Enviropmental mnstrucuon;

® Habrrat conservauon and produchion;

&  Green paying for; and also

8 Visuors are relaxing,

Ineviably you'll find problems that could happer tw be missed ot may he
misinterpreted, and also further and berter guidance is going 10 undoubtedly be
cotical

The Advantages of Aiditing

Fven though environmental audits are made to recognize ecological problems, there
can be extensively vaned motives for a job and these include compliance with all
laws, anxety from providers and clients, pre-requisites from insurance or to get
funding imuiatives, or even to present cnvironmental activities towards people, The
advantages of environmenial audinng include:

® Assuring compliance, nol just logether with laws, rules, and criteria, but also with
business policics and also the needs of an environmental administration system
(EMS);

e Allowing ecological problems and dangers to become predicted and answers
utended;

® To prove that an organization knows of its umpact on the surroundings through
supplying opinions;

a Flevaied consciousness amongs) staff: and also;

e Addwonal effective resource vsage and cost deficits.

Trends/future improvements

Audnt progrummes are goiwng fo be a conventional ecological direcnian tool but
problematic becanse of its revelation of audit answers are climbing, General public

L&
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statements of ecological information together with outside empowerment have to be
people engaging from the local or European jurisdiction Eco-Management and Audit
Scbeme.

The usefulness of environmental audits differs from arganization to arganization. Ji's
very likely that audits are gaing to be properly used increasingly to:

® Supply enalysis information to allow businesses to appraise and take care of
ecological surraundings and hazard;

® Form the cornerstone for monitoring anod inhitiatmg both Environmental
Management Systems;

& Subscribe to ecological direction strategies that become incorporated into
ecological impact evaluation along with the managing of predicted impacts,
monitoring and mitigation steps;

® FEncourage the execution and direction of integrated air pollution management
processes and help within the meaning of ‘best practicable environmental
solutions' (BPEOY;

@ Handle external off-road impacts that betieve that the wider ecological footprint of
an organization's activities; and also

@ QOverhaul environmentally accountable procedures down the distribution sefies.

Environmental audits have customarily taken care of the ecological ramifications of
industrial procedures as well as to some smaller degree, together with origin ingestion.
Directed from the compliance and legislation techniques, the surroundings have
usually been cantemplated regarding atmosphere, water and land. Substantial
conservation advantages can be 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 athletic property.
Generic ways can result in the evolution of conservation management ideas.

1.9.3 Energy Audit

Energy Audit can be a critical connection within the whole direction series. The
vitality director, even though suggesting a variety of classes of actiont and analyzing
their impacts, necessitates a in-depth information foundation to perform out of energy
audit efforts to successtully equilibriuin the complete electricity inputs together with
its own usage and functions to spot all of the energy flows inside the body and also
quantifies vitality usages predicated on its distinct functionality.

An energy audit can be a fruitful device in discovering and chasing thorough energy
confrol programmes, [1s favourable attitude aiming in contmucus advancement in
electncity 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 which positive aspects?

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

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



retro fitting steps and usage of energy efficient gear during the right time of ‘ 21
replacernents. Indian markerplace absorbs a lot more energy in comparison with its tlemodicinn A uditiag
counter-parts instde the developed nations.

Targets of Energy Audir

The energy audit stipulates that the cotical informarion foundauon for total vicality
conservation programume covenng in essence vitality usage evaluaton and analysis uf
all power conservalion steps.

It targets in;

1. Evaluaung present blueprint of power intake at several different cost ¢entres of
SUTELTICs

ii. Relatimg vitality inputs and generation output signal

1i. Figuring out potential regions of renewable and electric power cconomy
iv. Highlighting loopholes in important locations

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

vt Implementation of steps of electricity conservation and also the realizatton of
economies.

The general goals of thus Energy Audit are executed with:

I.  Pinpointing aspects of advancemeant and formulation of power conservation steps
necessitalimy no investment decision or even imeconcilable invesmment decision
through strategy advancements and optimization of all surgeries,

i Pinpointwyg areas needing the key invesment with a combmation of
contemporary energy efficient equipment and also up gradauon of present gear,

1.10 DIFFERENCE BETWEEN INVESTIGATION AND
AUDITING

Sometimes, the terms ‘investigation' and ‘auditing’ are used synonymously, However,
there is a wide diflerence between the two. Let us study about their differences in
delail.

Table 1.1: Difference between Investipation and Auditing

Investigation Auditing

Invesngalion inferny to cxamene the records of 8 | Avditing umiphies 1o exannine the linancial
business for a parucolur purposc in a sysiemalic | miomartion of any entitv 1w an independent
and criical manner, way. The purpose of such examangtion 15 o
£XPress an opinion therson.

It 15 voluntary o nomure, 1 is mandatory for compames bat valuntary for
other organizations.

Iy can be camicd out by any person, who may not | It iz mandatenly conducted by a qualified
neceisarily be a chariered accountant chantered accountant within the meanings of
the Charrered Accountants act 1949,

Here the pont of view of the appointing apency is | Auditng 15 carmed vut on company owner's
kept in mind while the work is carned oni. behalf.

Only the questivns laid down n the engagement | The opinuon is formed oo (he basis of [inaucial
letter are answered. stalemenis.

There is no need of stahtary form of investigation | The matters which are covered in an audi
report, report are somctimes prescnbizd by law,
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1.11 CORPORATE GOVERNANCE AND AUDIT
COMMITTEE

Corporate Governaace 15 the process through which organizations are puided and
regulated for the interests of both many others as well as their stakeholders ensuring
increased transpatency. improved direction, along with linancial coverage. The Board
of Managers 1s accountable to the governance of these own companies.

Governance 15 crucial within our enterprise comumunity now, nolably lollowing the
global disasters. Company governance is recogmized as a requirement enrol] and to
simply accept an organization generally m a lot of those stork-exchange markets ali
arcund the world. The audit comxmitiee performs a pari in company governance in the
management and iaking responsibiiny of the orgamizauon. As an agent of the
government wechanics and board of supervisors. the procurement committee 13
closely included with the organization’s intemal and jnside aundits, internal
management, bookkeeping and fiscal management, regulatory compliance, and hazard
administration etc., are looked after by them.

Business govemance has relationships in between. and responsibility of your
company's stakeholders, in addition 1o regulations, proccesses, techniques,
expectations, and also fundamentals which might impact the company's leadership.
Additionally, it includes assessing policies and the company's practices conceming
respect for the mora) criteria and fundamentals, togeiher with the compliance of the
organization.

Dramatic company failures have left it a very fundamental dilemma, with numerous
aulhorities and regulatory govermments creating attempts 10 pur in rigorous
governance regimes to guaraniee the smooth functioning of business associations, and
also protect against some kinds of fallures. A company government process is
undersiood to be a more-or-less country-specific period of legal, cultural and
sociological facets affeciing the routines of sway which investors (or stakeholders)
apply on the wark-related conclusion, Business governance mechanics would be the
processes used, a1 the business level, to address corporate-governance issues.

As it's regarded as a required part of marketplace field, is tremendously required by
shareholders and altermative economic market members. Regulators have enacted
business government reforms to regulation n various nations, like America
thraughout the Sarbanes-Oxley Act of 2002 that claims that so as to protect their long
termi victories, associations ¢mploy company govemance to be certain that they're
controlled and directed at an expert, accountable and clear method. The erganization
government codes are fundamentals of the clinic during the stock exchange using
gonie pattion of legislature running.

Definition of Corporate Governance

The phrase ‘Corporate’ is connected with an authorized enactment for the business'
trade. The phrase 'Governance' signifies that the practice of control, direction or
power. The thought of 'Corparate Gavernance' is that the device by that the small
business entity's direstion sends and controls the actions of this stakeholder's mterest.

Narayana Marthy, Chairman, Committee on Corporate (rovernance opines----

"Corporate governance could be your endorsement by direction of their inalienable
rights of investors because of the true proprietors of their business and also of the own
job as trustees conceming those bankers. It's alt 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 Governance: Clause 49 of the listing contract addresses SEB]
rules seeing Corparate Govemance. Problems addressed in Clause 49 conceming
Corporate Govemance are:

(i} Board's Director, for example. its reimbursement;

{in} Provisioos relating to Board's Commuttee such as functiomnyg 2nd compostiion of
Audit Commnee. That 1s a ssgmficant pillar of Corporate Govemance;

(ii1) Cantrol of subsidiary businesses;

(1v} Disclosures of significant dilemmas involving related party ades, bookkeeping
procedures, basic principle of danger manageiment, bookkeeping for profits from
people problems, appropriate problems. preferential problems, and so on,

{v) Content of direction discussion and evaluation; advice for investors;
{(vi1) CEQ/ CFO certificate

vii1) Report of Corporale (iovernance and comphunce credentials.

Administration's Obligation

Managements' duty for running its own business 1akes it 1o take actions to make sure
the execution of their demands of corporate governance as stipulated in Clanse 49 of
the Listing Agreement.

Below the details of the Listing Contract s given. A company bound o apply the
Demands of Clausce 49 of the Listing Contract.

Arwdit Committee under Clanse 49

The needs of Corporate Governance under clavse 49 of the list deal is ieviewed
under.

Reputable and Separate Audit Committee [Clause 49 (1I) (a)] -

Depending upon the SEBI a licensed and independent audit comnuttee will likely he
put up luking wnto consideration of these standacds:

(i} The audit committee will have three supervisors. Twa-thirds of those associates of
this audit committee will likely be independent supervisors.

{it} All of the members of this audit committee will likely be financially literate, and a
miminin of one member will hbave accounting or relured! financial management
expeticnee

(i) The Chaimnan of the Audit Committes will be a different manager.

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

(v) The audil committee could encourage those respondents 1 believes nglit (and also
particelarly the thoughts of their fund work} should be found in the conferenees of
this comunintee. however, on occasions it can even meet with no existence of some
execunves of the provider. The fund manager, head of intemal audit and also a
represcatative of this statutory auditor would be present as mvitees of this audit
committce.

{vi) The Company Secretury will act as the secretary of the comminiee,

The word "economically literate” signifies that the power to browse and comprehend
official financial announcements, i.¢.. balance sheet, revenne and loss account, along
with the announcement of income flows.

23
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A participant 15 going to be believed to get accounung cr related financial
management skills whether or not she owns knowledge in accounting or finance, or
necessity expert certification 1n accounting.

Some other comparable experience or background which leads 1o somebody's fiscal
sophistication, including being or having been a principal executive officer, chief
{inancial officer or other senior otficer with financial oversight Lasks,

Assembly of Audit Commitiee [Clause 49 (i) (B)}

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

The quorum will Likely be either two members or a third of those associates of this
audit commuitee whatever is increased, however, there needs to really be at the
minimal of two members,

Powers of Audit Committce [Clause 49 (1) (C)f

The audit committee will have abilities, which ought to incorporate the subsequent:
. To research any activity withig the terms of reference.

2. To Seck out advice from every worker

3. To get external legal or other expert information.

4. To secure the attendance of outsiders.

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

The auditor must assess if the conditions of reference to this audit committee have
been styled citing the abilities. It's compulsery for its four forces to become vested
[rom the Audit Committee, The Board could delegate/vest forces that are additional.
Part of Audit Committee [Clause 49 (11} (D)}

The vse of this audit commiieg will incorporate

(1} Oversight of this provider's liscal reporiing procedure as well as the dasclosure of
its financial information to be sure that the statement is accurate, sufficient and
credible.

{ii) Reviewing with management the yearly finaacial statements before subnussion to
the Board, focusing mostly on:

< Any changes in accounting guidelines/and clinics;
+ Significant accounting entries based on exetcise of conclustons by direction,
< Qualifications in draft audit document;
(iii) Substantial adjustments caused by audit;
% The major concein premise:
(ivy Compliance with accounting criteria:

{v) Compliance with inventory wades and also a lawful requirement as to financial
announceIments.

{vi) Any other connected party transactions.

{vii) Reviewing with the management, mternal and outside auditors, the adequacy of
the internal management programme.



(viir) Assessing the adequacy of an imemal audit feature such as the arrangement of
this sntemal audil department, staffing and seniority of their officer heading the
deparument, reporing structure coverage and frequency of intemal audit.

{ix) Discussion with internal avditors any major findings and follow up thereon.
Assessing the findings of any evaluation by the itemnal auditors into matters
and reporting the 1ssue.

{x) Dhscussion with external suditors before the audi stans, character and range of
audit, in addimon. 10 have article audit discussion to ascertain any area of
CONCErL,

(xi) Assessing the organization's economic and risk munagement guidelines.

(xii) Now to research the explanations for substantial defaults in the payment to the
depositors, debenture holders, sharehaolders (in the event of non-refundable of
angounced dividend)} and lenders.

(xiil} Carrying ouf every other role as can he said from the conditions of reference to
this Audu Commiuee

The definition of “related party wransactions” wijl have ¢xactly the exact significance
is included from the Accounting tvpical 18, Related Pary Transuctions. ssued from
the Nataonal Institute of Chartered Accountants of {ndia.

In case the organization has put up an awdit commuaee according to sectiun 2924 of
the Companies Act. the provider insists the audit commntice will possess such as can
be (ound within the Listing Agreement.

Featres of this Audit Committee

The Audit Commitiee performs many sigmificant pucposes, for example, explonng the
ihings called the plink, talk wntemal munagement, etc.. The subsection 7 and 6 of
Section 292A are hereurder define the purposes of this audit commuttee:

The Audit Committee must have negofiations with all the auditors eccasionally
regarding internal management metheds. the reach of an uudit involving the
observations of their auditors and examine that the half yearly and yearly financial
statements helore submission to the Board and also guarantee campliance with
internal management procedures.

The Audit Commuties will possess jurisdiction to research any subject regarding (hose
items given within this section or called this from the Board as well as also for this
intent. will possess full accesstbuility to advise within the data of the orgamzation and
outside guatified infonmation if needed.

Inspection of Advice from Audit Commirntee

The Audit Committee will mandatorily examine the Subsequent advice according ta
Clouse 49 11 (F):

Managenient discussion and analvsis of financial condition and results of operations;
Audit Committee under Section 292 a | of those Companies Act, 1956.

All businesses need to sep in Audit Committee at Compliance with clause 49 of the
Listing Contragt. That can be along with this development of Andit Committee under
section 292, Some number of the Companies Act, 1936, of which will be summanzed
beneath, the characteristics:

28
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Section 292 some number of the Companies Act, 1956 offers:

(1) Every employer having paid up funding of not more than five crores of rupees wilt
make up a committee of the Board referred to as "Audit Committee” which will
contain not less than just three supervisors and this quantity of different
supervisors as the Board can determine if that two-thirds of this complete quantity
of participants will he supervisors, apart from controlling or whole-time manapers.

(2) Everv Audit Committee included beneath sub-sectivn will behave in compliance
with conditions of referznce to be piven on paper from the Board,

{3) The participants of this Audit Committee shall select a chairman from one of
themselves.

{4) The yearly record of this company will disclose the makeup of this Audit
Commirttee,

Aundit Commiitiee

An Audit Committee is sirnply 2 questionnaire organized hy all the Board of Director's
of their company that is entrusted with the ability to oversee the practice of monetary
management of this venture for example lopics associated with audit review and
function of fiscal coverages, hazard management caverages, etc..

Introduction of the Commttee is placed under clause 49 of the listing contract and
section 292. Some number of the Companies Act, 1956 in regard to given businesses
in India has attracted to a noticeable shift in the financial reporting procedire because
auditors finally have the chance to create forth audit - relevant topics to their interest
BOD, chiefly consisting of non-executive or individual manager for making certain
successiul Corporate Gavernange.

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

(i) The audit committee could encourage those respondents, sioce 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 meel with no existence of
some executives of the provider,

(11} The business secretary will become a secretary.

{(ni}The audit commitice will meer oo less than twiwe annually., The difference
between two encounters must not be more than just four or four months.

{iv}) The quorum of this audit committee will Likely be two associates ur sinong those
associates of this audit commitiee whatever 15 increased and the Jeast two separate
SUPerVISOrs eXist.

{v) The forces and character in this audit commitiee are elaborately found in Clause
49 [1 (CYand

{vi} Each of members of this audit committec will likely be financially literate, and a
minimutn of one member will have accounting or related financial management
skills,

The subsequent further cenditions are given according to Section 2924 the Companies

Act, 1956 (about audit committee) where Clause 49 of the Listing Contract remains

hushed:

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



{1} The tips en this audit committee about any subject vonceming financial direction.
tor example, audn document, will ikely be binding to the Board.

{uer W hen the Board will not acknowledge the tips of thus audit committee, ot will list
the motives and convey such factors for the share haiders.

The audn conunitiee consists of 3 members that are mimimal Fven the auditor must
ascentaimn il rwo-thirds of those members of the audit commuttee are independent
supervisors and tf all members of the audit comminee are financially literate and a
munimum of une member has accounting or related financial management skills.

The word “economically literate” signifies that the capacity w browse and
comprehend stmple financial announcements, i.e., balance sheet, revenue and loss
account, along with the announceiment of income flows,

Even the auditor must have fulfilled four occasions and also not over four weeks have
elapsed in between iwo meetings.

The auditor must ascertain af the Chairman of the Audit Comnuttee can be an
unaffiliated manager. The saying “independent manager” was discussed at Clause 49
AY (i)

The auditor needs 1o ascertain in your common yearly assembly (herein after called as
AGM) presence nuvel along with moment’s novel perhaps the chairman of this sudit
committtee has been present in such interview to respond 1nvestors' questions.

The AGM of the year that's undemeath audit would be held following this auduer
hiing the certfication of comphance with conditions of comporate governance.

[ven the audinor must ascertain if there's a custom of encouragmy the exccutives (and
also notably the mind of their fund role) from the audit commitiee ercounters plus he
needs to likewise ascertain in the moments publication of this audit committee if these
executives farled to attend that the audit committee encounters. His existence in these
audit comnutiee nieenings (under Section 292A) could be demanded just il he's becn
encouraged (o, professionally provided notice of these interviews.

The auditar must determine from your moement's publication of this audit comnultiee,
while the fund manager, head of the internal audy consultant of this staturory auditor
il demanded had beea present since invitee from the conferences of this audit
commiitee,

The change w Listing contract together with the Commpanies Act, 1936 regarding
mimsiry audit committee underscores the need for audit procedure as well as its
parnticular participation into the corporate govemnance procedute, Clause 49 stipulates
iliat tbe consultant of that audior, if demanded, will likely show up within an invitee
for those encounters of tins audit comuminee. Section 292A of the Companigs Act,
1956 stipulates that all the nternal auditors and the auditors, if anv. and also person
who 15 in charge of the fund will likely enroll in and participate m mectings of this
Audit Committee, However they will not be able 10 vole,

Even the auditor is notifying the andit comminee on topics related o 21l the audit s0
aften, they could denate greatly in aiding and counseling the audit commitiec by the
petiton of their audit committee, cspecially al advancing comparate yovernance,
supervision of financial reporting procedure. execution of accounting procedures and
methods, compliance with accounting requirgments, strengthening ot their inwrior
managemeit tethods n respect 1o economic reporting and coverage procedures,

Cven the auditors are devoting expen period in belping the direction and also the sudit
comumitiee to help it discharge its functions effortlessly and also in the certificate of
condilions of corpurate govemance.

ek
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Even the auditor needs to bear in your mind that his job isn't to induce corporate
governance by making certain compliance with their prerequisites of corporate
govermance. ['s the direction obligation for making certain the same and he'd play a
part in helping the direction for epsuring specifications of corporate govemance.

Auditor’s Obligation

The Auditor's accountability in certifying compliance with conditions of corporate
govemnance associate with confirmation and certificate of both qualitative executions
of demands of corporate governance as stipulated in Clause 49 of the Listing
Agreement. Certificate and verification can be neither an audit nor an expression of
comment about {inancial statements of the business.

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

General Basics of Audit

The specifications are set out in 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 i the instance of additional professional missions. i the certificate of compliance
with ¢onditions of corporate governance. the Auditor needs to comply with all the
"Cadc of Ethics" 1ssued from the American Instituie of Charnered Accountants,

Disclosures

The Repon on Corporate Governance demands disclosure of transactions with trades
ot connected events, which might perhaps not function as ‘arm’s length' tvades. The
auditor must verify if the advice has been placed by the direction before the Audit
Committee,

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

¢ Transactions with connected parties, both enter into at the normal path of
organization should be divulged in outline type {divides them to comprehensive
soris of the trades).

e Transactions with connected parties that usually do not collapse over the standard
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 trades,

® 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 Disclosures). According to AS [8, funchions are thought of as
relevant if at any moment throughout the coverage penod one party gets the capacity
to restrain the party or exercise considerable influence on anotier party for making
operaung conclusions. With the goal of carrying funther confirmation, mention could
be forced to SA 330 { Assocrated Professions).

Materiality is comtingent upon the dimensions and temperament of this thing.
Foundation of connecied party trades Clause Forty-Nine 1V {a):

(1) An announcement in ouiline type of transactions with connected paries from the
standard plan of the organization will likely be placed on the audit committee,

{11} Details will likely be set before the audit committee.



{m}lnformalion on material patient rades with relevant fuactions or some other. that
are maybe not within the arm's length foundation needs to be set ahend of the
audit commuttee, along with administration's rationale for exactly the same.

Discloxure of Accounting cure Clanse 49 {1 (B)

Al which ease of financial announcements, remedy not the same as that approved
within an Accounting regular has already been followed closely, that the muth will be
disclosed within the tinancial statements, along with all the direction's ralionale
conceming the rcasons 1t considers that remedy cure is significantly more
representative of this authentic and acceptable perspective of this inherent firm tmde
within the Corporate Governance Report.

Inside this respect, the audior needs to reference Sections 21-1{3B), 21T{2AA) and
227 of the Companies Act, 1956. Also, the auditor nceds to refer (o this CEO/CFO
certificale supplied below Clause 49 (IV).

Board Bisclosures

Possibility divection Clause 49 {¥: The business will set out approaches to cducate
Board members concerning the hazard evaluation and mumumization methods. These
processes will likely be assessed to make certain that hazard is contrutled by direction
through the way af a framework.

Report on Corporate Governance Depending on Clause 49 (V)

11} There will be the section on Corporate Governance at Companv's Yearly
Reviews, using a compliance report on Corporate Governance, Noacomphance of
almost any necessary necessity, ie., that will be a ponion of this Listing Denl
with good reasons thereof aos well as the point 10 that the no mandatory
requiremnents are adopted should be particularly emphasrzed.

(1) A compliance report shall be submitied by the firms over 1-3 days hy the closing
of the quarter on the mventory trades. The analysis will probahly be signed by the
company’s Chicf Executive Officer and also the Compliance Officer.

The auditor must ascedain perhaps the Board of supervisors have comprised within
the yeacly report of the corporation, another section on corporate governance having a
comprehensive compliance report on corporaie governance,

This would highhight non-compliance of almost any necessary condition. (i.e., that can
be on element of thes Listing Agreement). Together with reasons thereof and
additionully the depree to that the non-mandatory requirements are ¢mbraced. The
auditor should check 1f the histing of list and items of 21l conditions accerding to
Clause 4% are incorporated 1n accounts.

Any information on the repon on corporate governance shouldn't be inconsistent with
that.

Auditors’ Certification

By the list arrangement of Clause 49 (VII) that the firm will get a Certification in the
Aunditor of this organization as to compliance with conditions of Caorporate
Governance and annex the Certification with all the administrators” Report that 35
delivered yearly to all of the investors of the provider. Tbe Cenification skall be
transmitied to the stock exchange.

Undesirable or Competent Record: Determined by the mmuth and situation, a few cases
might need a detrimentul or competent announcement or perhaps a disclosure without

M
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necessanty rendering i an issue matenal of eligibility inside the Aunditors'
Cenificanon, regarding compliance with regiirements of Corporate Governance, e.g.,

{(a) Non-executive directors’ less than 50 per cent of Board of direciors’ potency.
{b} An audit commitiee isn't put up.

{c)} Even the chairman of the audit commiitee isn't a different manager.

{d) The audit commiitee doesn't fulfill four times every year.

The vital abilitics when 1t comes 1o Clause 49 1] (D) of this Listing contract have not
heen vested from the Board at the audit commitiee.

Enough penod difference between two Board conferences is significantly more than
just four weeks. A ynanager is a part more than ten commitiees across all companies.

Cheek Your Progress

Fill in the blanks:

1. When the auwdit work is carried out afier the close of financial year it 15
known as the

2. Auditing s mandaterily conducted by a within the
meanings of the Chanered 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 which takes place within an erganization
in order to review the accounling, financial and other operations as basis
for proteclive and constructive service to the management.

N

An auditor must confirm that whether proper distinction has been made
between and

1.12 LET US SUM UP

® Audiring is a process used for verifying the financial status of an organisation as
per its financial statements.

e As per ICAIL “Auditing is a systematic and independent examination of data,
statements, records, operations and performance of an enterprise for a stated
purpose. [n any auditing situation, the auditor perceives and recognizes the
propositions before him for examination, collect evidences, evaluates the same
and on this basis, formulates his judgement which is communicated through his
audit report™,

e Audit acts as a reporting instrument, It provides the report regarding financial

statemerts which, are required as per the terms of appointing an auditor and his
agreement along with certain necessary legal compulsions and ebligations.

e The prmary objective of auditing is governing and evaluation of financial
statements and other records that support accounting of a particular financial
period.

e The secondary objective of auditing is detection and prevention of frauds and
eITors.
e Auditing 15 also helpful in increasing the goodwill of a company. The financial

position and profitable status provided by auditing creates faith of people with the
conpany or an organization,



® The only source of reliability of an audit is the information that 15 given by the
management. Therefore, it gets difficuls for an outsider to rely cniirely on the
report 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 detcrmine the
effectiveness of internal control system the anditor needs to perform a comphance
test and substantive procedures.

® Tvpes of audit can be broadly categorised on the basis of ownership, time and
objectives.

1.13 LESSON END ACTIVITY

“Independence of an auditor muost not only exist in fact, but should aiso appear to
exist Lo all reasonable persons™. Discuss and prepare a presentalion considering this
statement and highlight the advantage of independent audit,

1.14 KEYWORDS

Audit: The tenu ‘audit’ is derived from the Latin word "audire . which nieans to hear,

Auditing: 1t is a process used for verifymg the financial status of an organisation as
per its financijal statements.

Cost Audir: Cos Audit symbolizes (he afiirmation of ciedit reports and assesses the
adherence to the cost-accounting programme.

1.15 QUESTIONS FOR DISCUSSION

1 Deline auditing.

What s the need of auditing?

What are the features of anditing?

Explain the objectives of auditing.

What are the benefits and limiatations of auditing?

Describe the types of auditing.

What are the differences belween auditing and investiganon?

Check Your Progress: Model Answer

1. Final audit
Qualified chartered accountan:

2

3. Investiganon
4. Internal audit
b

Item of capital; revenue natire

1.16 SUGGESTED READINGS

A, Kumar, R. Shama, Auditing: Theory and Prucrice, Atlantic Publishers and
Distnibutors, New Delhy

S. K. Basu, Auditing: Principles and Technigues, Pearson, New Delhi.

Ravinder Kumar, Virender Sharma, Auditing: Principles and Practice, PH]1 Leaming,
New Delh.
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2.0 AIMS AND OBJECTIVES

Afler studying this lesson. you should be able to:

& Explain the meaning of audit process

® Discuss the meaning and types of audit programme

® Explain the importance and relation between audir and bouks
e Describe about working and evidences about audit programme

® List out the sieps of preparation before audit is conunenced

2.1 INTRODUCTION

In every organization, it is mandatory to perform auditing by a qualified professional,
auditor. Auditing is carried out on the basis of certain processcs and steps. Audit
process is the initial stage of auditing. It is carried vut for making a plan, obtaining the
needed evidences and finally concluding with an avdil repont.




After the audit process. an audit programme is conducted as pet suitable for the type
of organtzations, The audit programme is not same for every orpanization, thus therc
are two kinds of audit programmes, 1.e. fixed audit programme and flexible audit
programmc. Any of these can be taken into consideration as per the suitability of the
organization. Auditing is based on account books and other relevant documents, on
the basis of which working papers and evidences o perform audit programme are
created.

in the following lesson, the audit programme 1s discussed in detad along with s
advantages and disadvantages. Furthermore, working papers and evidences are also
descrbed in details along with the steps that must be taken before the commencement
of an audit.

2.2 AUDIT PROCESS

Audit process is carried out by engaging an auditor in an organisation. During the
auditing process the auditor obtains knowledge of client's busincss. On the basis of
that, the auditor formulates an audit plan and programme. The auditor determines
NTE {Natwre, Timing and Extent) of fundamental procedures, The fundamental or
substantive features which are performed are based on the results of compliance
procedures,

The audit process can be Jisted m the following steps:

Step 1: To prepare a plan:

The auditor formulates the overall plan on the basis of the knowledpe oblained about
business of thy clicat. This plan is catled andit plan,

Afier formulation, the auditor prepares a detailed audit programme. In the audi
prograrnme, every aspect is covered.
Step 2: Perform procedures und obtain evidences:

In this step the auditor has to perform following actions.
@ FExamination of system of internal controls,

® Determine the NTE of substantive procedures on the basis of above examination.

8  Conduct the vouching of transactions and verify the balances.

# [nsure that the information is disclosed approapriately.

& The financial statements nust be examined n tems of form and content,
e Ratios and trends wlich are sigmficant must be analysed.

Step 3: Conclude and repart

In this step the auditors have to form a conclusion on the basis of evideuces collected
through above steps Based on their voncluston, they are supposed o form a report of
finaneial statements. The report muast justify the truthfulness and faimess of financial
statements,

Moreover, it must be ensured that the report complies with the necessary statuiory
requirements. Finally. the report 1s commuted to the appropriate authonity.

2.3 AUDIT PROGRAMME

An audit programme 15 defined as a set of instructions for an auditor so that audit can
be followed wn a proper manner. The audit programme conlams certam sieps and
procedures n a detasled written manner. Tt is generally a manuai that determnings what,

i3
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and how much evidence must be 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 two types of audit programme, i.¢., fixed audit programme and flexible audit
programme. These types and their advantages are discussed as follows

Fixed Audit Programme

Commonly, the audit programine 1s prepared by the auditor on the basis of
suggestions and recommendations provided by the assistant stafl. This type of audit
programme is restricted to any changes in between the audtring plan 15 camed out.
This type of audit programme can be changed forcibly only because of pace of time or
change in the situation 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. The other
advantage of fixed audit programme is that as the responsibilities of the auditor’s
assisting staff are fixed and divided, it facilitates them to complete their wotk in the
provided amount of time. This results in the preparation and presentalion of audited
teport 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
ussistants, The factors such as change in number of work. nature of business,
change in management and their feelings can be taken into consideration for changing
the audit programme. [n flexible audit programme, the assistants have the freedom to
use their knowledge, intelligence and calibre,

The advantage of flexible audil programme is ifs effectiveness because of changes
which can be made in the naivre of nature and size of business.

2.3.2 Advantages of Audit Programme
There are several advantages of auditing programme, Somic of the advantages are
listed as follows:

[. All the imponant aspects ta be covered dunng an audit are ensured by the audn
prograinme.

2. In audit progranmie the work distributed among the assistants is done as per their
experience and competence. Thus the waork load lessens and results in a better
performance at the end.

3. The scope of misunderstandings decreases due to the proper instructions provided
by the audit staff.

4, The progress of the work can be assessed throogh determining the portion of audit
wark has been completed or left.

5. Audit prograinme 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 andit programine are as follows:

|, Inflexible and rigid: After the completion of sudit report, a particular audi
programme becomes rigid and its flexibility is lost. Since each type of business or
organization face unique and separate problems, thus a same audit progranime is
not possible to be used lor every business or organization.

[}

Reduction in efficient staff’s initiative: It diminishes the inventrveness of
proficient people. An assistant do not have any authority 10 recommend any
improvement in the plan,

turd

Meckanizing of audit werk; The audit programme becomes so automatic that it
disrepards most of other {eatures such as, internal control.

4. Probability of ignorance of new areas: There may be an emergence of new
problems. These problems ger unnoticed during the audit programme, with the
passage of time.

2.4 AUDIT AND BOOKS

As discussed earhier, anditing 15 a process ta verify the financial statements and books
of accounts of an organization or profession. The books of accounts are audited
before filing Income Tax Rerurn (ITR). Let us study more about auditing of books of
accounts.

It is comnpulsory 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
these assessees and the conditions in which they need to conduct audit of their books
of accounts are as follows:

Assesses Condilions {Assessment Year 2¢17-2048)

Businesses In a business, when the total sales, imuver ur gross receipt for e previous
year exceeds Rs. 1 crore, tien the books of accounts needs (o be andited.

Profession In a profession, when the pross receipts for (he previous year exceeds Rs,

30 Lakhs, then the books of accounts need to be audited.

Persons covered under
Scction 44AD, 44AE,
44AT, 44BB or
44HHB

[fa person, covercd under these sections, claims that the profit and gains
obtained from his business or profession is less than the profit and gains
computed under these sections (irrespective ol the mmover), then lus/her
books of agconnts needs ta be audited.

Persons covered under
Secuon -HADA

A person covered under this section reeds o perform the sudit of his books
of accouns, if the hefshe claums that:

s ypeomce from has/her profession 1s less than 50 of the gross receipi of
the profession

#  his income is more than the maximum amount, which is noi eligibie
for Income Tax is any previous year

I*ersons covered under
Scction 44AD(4)

If the Ingome of a person {carrying out a business) falling under this section
is mor¢ lhan the maximum amount on which ipcome tax is not chargeahle,
then he/she needs to audit his books of accounts.

Under the Income Tax Act, professionals arc doctors, engineers, architects, lawyers.
ienor designers, aciors and other notified professionais. [n businesses, all businesses
come under the purview of thus Act including the traders of derivatives {(future and
options}),

The chartered accountants are the one who audit the books of accounts of businesses
and professions. An audit report is also prepared after this audit and the due date for

i
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filing the report under section 44AR is 30™ September. The businesses, professions, or
persans who need not to file the audis report can submuit their income tax return on 317
July.

If an asseysee is not able 1o maintain the books of accouals according 10 section
44AA, a penalty may be levied. The maximum penalty charged [or this is T 25,000.
However, if the assessee can provide a reasonable ¢ause for failure to mamtain the
books 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 malterials
prepared by an auditor for each audit. These documents include:

¢ The accounting information, which the auditor has obtained from his client
e The method of evaluation used for examning the accounting infarmation
® The conclusions derived by the auditor by evaluating the accounting informatian

Sotne of the definitions of audit working papers or simply ‘working papcrs are as
follow:

“Working papers must include audit programme, queries, explanations given for the
queries, schedules of important items like depreciation, inventones, confirmation from
1hird parties, certificates issued by the management, banks, etc.”

- Institute of Chartered Accounts of India

“The term ‘working paper’ is a comprehensive one and includes all the evidences
gathered by the auditor to show tite work he has dene, the metheds and procedures he
has followed and the conclusians he has developed,”

- Prof. Meigs

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

® Planning and supervision of work
® Review of the internal control system and its reliability
»  Collection of evidence and the procedures used for

e 'Whether the procedures adopted provides sufficient evidence 1o form a recasonable
basis for making an opinion or recommendation?

So, the working papers should contain a valid evidence of the wark done in the current
audn,

Seme of the objecuves of working papers are as follows:

I. The working papers acl as a useful audit tool for an auditor as well as a permanent
record of the audit performed by him/her.

1]

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

They consists a reliable guidance to plan the future audtt assignments.

L&

An examination of working papers provides an assurance that the audit 18 accuraie
and complete.

3, As the data in the working papers are armanged properly hy the auditors. so, the
dafa hecome more meaningful or useful for audit.



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

In general, the audit working papers include the following details:
e Schedule of debtors and creditors
® Trial Balance

e Official certificates such as bad debts, valuation of stock. unpaid expenses.
accrued incomes, elc.

® Depreciation staiement

e Communication hetween the auditor and the debtors, creditors, ec.. of the client
¢ Investment schedutles

e Confirmation from the bank abuout the bank balances of the client

® Bank reconciliation statement

® [mportant extracts from some accounting books like vendor agreement, hire
purchasers, selling agents, etc.

® Detail of cash balance checked

e Adjustment entries

¢ Contingent liabilities certified by the management
e Financial accounts

® Derails of clarifications made during the course of andit
e A copy of the auditor's book,

e Letters of representation

® Correspondence from legal advisors

e Pertinent memeranda relating to the audit

® Darta related 1o the review of internal cantrol

® Stock holder equity and the minutes

& Testof transactions

2.6 AUDIT EVIDENCES

Evidence 1s the fondamental concept in anditing. Audit evidence refers to a reflection
of the realities obtained duruig the coursc of an audit. All the techmques and
procedures of audit are derived from the concept of evidence. It enables the auditor to
determine ihe different types of evidences that can be abtained in a specific audit
situation, collect these evidences using various audit techaiques and evatuate the
sufficiency and appropriateness of these evidences to support the accounting data.
Therefore, the audit evidence helps an auditor to arrive at his professional judgment.

Some of the definitions of audii evidence are as follow:

“Evidence, for auditing purposes consists of nothing mere than facts in some form
which have an inherent objective proposition that tends to influence the auditor’s
mind.”

-Willingham

ir
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“The term ‘evidence’ includes all influences on the mind of an auditor which affect
his judgment about the truthfulness of the propositions submitted to him for review.”

- Robertson

“Evidential matter supporting the financial statements consists of the undertying
accounting data and all corroboratory information available to the auditor.”

-Amevrican Institute of Certified Public Accountants
The features of audit evidence are as Tollow:

| An audit evidence should reflect the realines of the suuation and should not he
fictitious, based on imagination.

2. An autht evidence should be able to create an nupact on tie opmion of the auditor
with respect to the truthfulness of the accounting data.

3. An audit evidence can be direct or indirect.

2.7 PREPARATION BEFORE COMMENCING AN AUDIT

Before starting the final audit of an organization, an auditor should give the following
instructions to his/her client;

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

i~

The organmization should provide the books of original entry, ledgers, trial balance
and tinal account to the auditor.

3. All the supporting documents of the accounting information should be arranged
properly.

4, List and schedule of assets and liabilities should be arranged properly so that the
andit staff can examine them properly.

The following work should be performed before commencing the audit:

i Appeiniment of the ayditor: The shareholders of an organization can appoint an
auditor A copy of resolution represents the management decision for the
appoiniment of the auditor.

Y. Previeus auditer: The newly appomted auditor can wiite a lettee to the old auditor
for obtaining his consent. Tt is the moral duty of new audior for inforting the old
auditor for appointment.

3 Time af Audit: The auditor can consult the management of the organization for
deciding time of the audit. The accounting data for audit is fixed with the consent
of management, The time allocated is used for the proper work of audit.

A, Time required: The auditor decides the time required for completing the audit.
He/she can involve audit clerks for completing the audit on time otherwise 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: The audit duties are mentioned in the audit engagement letter. In
addition, the duties mentioned in the organizalion’s ordinance cannot be
overlooked.



Nature of business: The auditor should check the nature of business. 1.e., whether
il 15 a manufactonng, trading. or service organization, The knowledge of nature of
business activities help in conducting audit.

Business History: The auditor should record the mstory of busmess including its
year of cstablishment., nature, ang number of products ot services available ia the
market.

Types of product: The business should produce s different products, which are
working successfully in the market. One product or service 1s not sufficienr for
competing in the market, so. the auditor should note the vanous types of product.

. List of officers: The auditor can ask far st of officers in the arganization along

wilh their duties and specimens signature so that he/she is able to know their
authurities and responsibilities. 1t is necessary for the completion of the audit
work.

. Copies of dacuments: The auditor can collect the copies of documents like

memorandum of association and articles of association. He/she can evaluate all
these documenis for the purpose of audn.

Books of account: The auditor should obtam the lists of accounting bouks of the
organization, He'she can check that the legal requircments are followed In
preparing books of accounts,

. Internal contrel: The internal control system of the organization should be tested

by the auditor so that he/she can rely on w. [f the organizanon has proper
accounting and admimstrative control. audit sampling can be conducted.

. Certificates of clients: The auditor should get the ceruficate from the

organization and the confirmation of accounts from the debtors and creditor. The
organizatiun can 1ssue a stock valuation certificate for the auditor

. Old reports: The auditor should analyse the old audit report. [le/she can detecnune

the wezkness mentioned in the previous report. He/she can check that whether the
weak point mentioned 1n the previous report is repeated in the current year,

. Analyticul review: The auditor should check the ratio and percentage of a number

of years to determine the trend of different accounting and financial itens.

. Prepure report: The auditor should prepare a report of the work performed by

him/her, When the auditor 1s fully satisfied with the accounting books, there the
report he/she submits is called clean report. Ii there is sometlnng wrong in the
accounts, the report he:she submuts is called a qualified report te 1the sharcholders,

2.8 AUDIT IN COMPUTERISED ENVIRONMENT

These dayvs, the organization envitorument is increasingly usiog  Information
wchnology (IT) along with computer data svstemn (CIS) in ther day-to-day
proccdures. That has altered the fashion how the companies work out their operations
and different small business procedures. That has further contribuled to shifiing nto
the essence of audit signs created hy every financial trade,

The technique of avaluation and collection of audit prool has also 1improvised. This
demamds auditors to have sufficient understanding about EDRI, SDLC, CASE
applications and assorted hardware and applications nvoived from the business
enferprise

e
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Scape of Audit in CIS Environunent

The application of CIS in numerous organizations has to lead to a radical influence on
audit procedures, methods, hazard involved and internal control procedures. Afier
facets {challenges) have to be provided with due consideration when framing an audit
plan which will be applied Lo any grgamzation:

l.

The Higher rate of speed and auromared initiation/execution of trades: Within
the environment of C1S, all trades are processed immediately. As soon as the trade
is fed inte the system, it could easily get implemented automatically without any
need of authorization of the same. In 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.

Uniform processing of trade, thus nontechnical malfunction: Even though
calculating inputs, processing trades and producing sparks, the personal computer
system controls multiple tests of data in each and at each time period.
Furthermore, the processing of this trade is still in a consistent method, Thus the
cterical mistakes made are nunimised. But, there's just a change of problems
against individnal established mistakes involving machine produced mistakes,

Unintentional or platform generated mistakes: As mentioned a while ago. there's
just a change 0 nature of problems from individual established platform made.
Errors happen as a result of the absence of skilled employees. And difficulties are
primarily associated with the development par, maintenance and implementing
the CIS.

In experienced employees: Now. lhe most technical propress is happening at an
incredibly quick tempo. it has produced a shorage of highly expertized team
members to master the present technological innovation, both in client stop and
auditor conclusion.

The focus of responsibilities: According to the CIS environment, significantly
more than one sort of task/funclion could be executed using an individual, This
also contributes to isstics in segregation of responsibilities just on one human.
Thus, 1t adds rise to numerous security concerns tog.

The absence of audit traif: At the computertzed procedure, the processing of the
rade occurs immediately. Thus also results in lack of audit trail. Hence, the auditor
should employ another method to compensate for the reduction  audit course.

Audit Trail

This could be understood to be a well-explained listing in which o trade could be
tracked. Even the auditor will employ among these approaches to compensate f{or the
reduction in audit trail procedure:

1

Special/Exceptional Reports: The auditar 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 1 orders which happen to be short-closed
from the acquiring section.

Tagging and monitoring: 1t is also a process of compensating the audit trail.

(a) It consists of labeling the customers' inpui data for example just only
applicable relevant details s 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 trjal, for example;

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

{b} Ratio investigation/ussessing significant ratios; Compuling certain ratios
about the grounds of data previous or data tme's mformation or infa in
sunlar businesses and evaluating them along with the real informacon of
thetr customer company.

(c) Screening around the overall premiise: Should human itemns cannot be
assessed at length afterward auditor can require patches of decent chunks of
information and assess so.

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

4  Usage of CAAT: The auditor can seek the advice of either white box audit
praocess or CAATSs.

Auditor's Involvement in SDLC and Reliance in ddditional (Guide} Cantrollers:

We arc aware that there's a restniction of audit trail in CIS environment. So, a
computerized data process lacks a sense of human reasonableness. A data approach of
a company might only he moare powerful if it's a2 decent degree of audit centers
integral right into it. That's why the wivolvement of auditor is remarkably critical in
SDLC. Moreover, the auditor can utilize certain handbook processes even while
curtying out the analysis.

Internal management enviromment & direction oversight: The bepefit of CIS
rremendously is dependent on the participation of direction of maintenance and the
developmenmt process of CUS, Below CIS setting. the probahility of fraud and mistake
is comparatively large. So lgher direcuion oversight and improved intemal
management aimosphere are demanded.

Usage of CAAT: The audit as per CIS environment may not be performed via
conventional (manual) procedures, effortlessly. Considering that the processmg of
rade in CIS setting is complex and fast, the audit has to be performed out with
computer aided verification techniques (CAAT). [t necessitates a pretty very good
number of IT abilities within these auditors.

Impact of Changes on Business Process

1. EDI: Electronic Data Interchange. since its name implies means swap of
data/informanon/documents 0wl of one person to a different, digitally {using the
assistance of personzl computers). To put i differently, ED! may be your
computer-to-computer market of documents/information n people standard
arrangement. In the process of ED! framework, as soon as trade (statistics) has
been fed to some pc most records have been automatically upgraded. That was nat
any requirement to re-ignite the info into bookkeeping method. This conserves a
great deal of effort and time and empowers the mistake free trade processing
system (TPS).

2. Procedure for documenting trades: Contrary 1o other manual methed in which a
trade undergoes a succession of measures io be able fo receive listed from the
main enfry ledger ast accounts (Balance Sheet and Profit & Loss Account).
Below CIS ecosystem. those mentioned above cited three procedures are
performed concurmently.

4]
Audit Prowwss and Proyramme



4z
Auditing

3

4.

Accounting/Transaction Processing System: The CIS mechanism results in
failure of the maintenance documents that are primary.

Data-storage/dacument programme: The data storage centers and submitting
method of this organization moved through extreme changes due to fluctuations
from the manner of executing business procedures.

Batch Processing (Old Theory)

1.

Ir's a very sumple procedure and marginally just like the conventional manual
proprainme.

Within this technique, trades have been pracessed and accumulated in both
classes,

Within this, documents are not upgraded quickly,

For example, Accountant accumulates ¢ach of the receipts, coupons on daily basis
and upgrades his new bookkeeping listing at the canclusion of the working day.

OLRT / RTQL Programme (New Principle)

i

2.

3.

4.

OLRT - on line/reai time.
According to 1his procedure, trade is processed once they can occor.

All these records have been upgraded simultaneously in the phenomenon of the
trade.

For example, On the topic of the earnings stalement, revenue ledger and buyer's
ledger are all updated, mechanically,

Computer saftware packs such as Tally, SAP, ¢tc.. . in this way.

Timesharing & Support Bureau

1.

5

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

An apency bureaw is a business that proceduses trade conceming its consumer
business emerprse.

. An agency bureau dealing with payroll {like ESI/PF) to pet a little firm.

When an organization employs ptofessional 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,

Now, most of the bookkeeping firms do this sort of tasks.

Flar File-system (Old Principle)

Quite sirply, at a set file system, end users have their particutar data plus so they
truly are accountabie for these vanious data-files.

It contributes fo info degradation and repetition of actions.

Attempt to visualize entry process of the govi, schaol, at which you're requested to
fill-up a hand written type.

(a) On the grounds of such a sort the Admission Officer tends to rake an
entrance into his enrall {(Book-1} also requests one to follow the costs with
Casluer.



(b)Y Now the Cashier requires the charges and also moves reeeplion entrance with 43
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(c) Eventually. vou wtroduce the money receipi to the admission officer, and
also he marters you as he acknowledges vour card and acanges your identity
in untversity student’s sign up (book-3}).

(d} Afterwards, the accounts officer will upgrade their or her own accounting
infepmation (book-4) based on money puide & pupils register kept by
preceding cited, 2 officers.

4. [t's clear from preceding instance that just how ones’ trade should get listed in 4
different group of novels stored together with different users.

Integrated Database Systent (New Principle)

1. This trade is entered just one time and also the info comparable to the trade is
shared with multiple customers.

2. It functions on next-generation tech / topology.

3. It includes 2 listing of files that are unread. After enter signal is fed out of 1
conclusion 1e., the root document (host) that has upgraded. This grasp documenr
could be recovered by more than one consumer (customers). Thus lowers data
recurrence.

For example, A man sutting at earnings division make Eamings Invoice into the
own customer. Beneath this technique master records associated with Revenue
and Debtors are updated automatically. The man sitting in back office can
anytime assess out the Revenue informatian or debtors that are outstanding,

4. This type of programme is principally combined with online/real time methods.

Organisational Framework:

There's very sigaificant dependence on this bustness enterprise of C1S, now-a-days.
So, there's demand for the different section (the bunch of people) to weat IT 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 IT section.

. Statistics Administrator: This ascertains the info specificsiions of various
customers of data network from the business enterprise.

i1, Database Administrator: It will be accountable for operational efficacy and safety
of the organizational database.

iv. Method Analyst: It manages this data element their end vsers for brand new in
addition 1o existing uses: layouts advice system structure to satisfy the conditions;
eascs execunon of data devices and keeps documentation.

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

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

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

viii. Librarian: |t assents library of magnetic documentation and media,
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Modified Inner Command Foundation

In CIS atmosphere as the majority of the procedures are automatic, the chances of an
event of malfunction considerably raise, Furthermore, the danger of fraud is
significandy high in CIS surroundings since it's less-easily identifiable. So. there's
really a change w inside command foundation in CIS setting when compared with the
conventional manual progtamme. Afier just iwo Pnmary Sons of inner raanagement
needed in CIS swrroundings:

General EDP Controls: Overall Controls over EDP Environment

Organisational & Management Controls

1.

)L

These controllets are all intended to set up an organization-wide framework to get
(1S tasks. This comprises:

a.  Plaming ideal command guidelings & process;
b. Preciscly segregating obligations between many persons,

System applications Controls: These controllers are supposed (o supply confidence
that platform applications are developed or acquired at an untrue method. This
COMprises:

a, authorization, endorsement, testing, executien, and documentation of new
system applications and platformi programme alteration;

b, restriction of usage of platform documentation and software to authorized
emplovees.

Application Method Improvement & Servicing Controls:

Al these commands are all intended 1o offer confidence which proprammes have
been designed and kept in an accredited and effective fastwon and in addision to
set nianagement wichin:

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

b. Changes designed to software method;
c. Usage of platform instruction;

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

iv. Personal computer procedure controls: All these assist in restraining the

procedures ol their computer system. They promise this:

a. The processes are traditionally usetul for authorized purposes onlv.

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

¢. Just authorized apps should be properly used.

d. Processing problems are discovered and adjusted based on umely foundation.
Data entry & software Controls;

a. Use of information and application is confined to licensed employees.

b. An authorization arrangement is crested over trade currenily being entered
into the computer systein.



EDP Application Controls: Particular Controls above Certain Programmes

Control around Inputs:
1 All these controllers are all attracted to guarantee this:

a. Transactions are correctly heensed before gelung processcd with this
personal computer,

b, There are decent tests installed from the input form to guarantee that the
correctness of information input by the end users,

¢. Emoneous trades are refused, adjusted of course when needed. re-subtnirted
on & timely basis.

i1. Get a grip on processing & info documents:
These controllers guarantee;
a. Transactions are correctly processed with the personal computer.
b. Transactions aren't missing but added replicated or improperty altered.
¢. Processing mistakes are assessed and adjusted on a timely basis.
m. et a Grip on Over Out-put:

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

b. OQOutpuls thus established, meet the need for this person.

c. Use of autput signal is confined to licensed employees.

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

There are extreme alterations in audit procedures and methods as being » consequence
of the development of CIS atmosphere. The assortment of a few of those approaches 1s
dependent on the knowledgebase experience of Auditors, There are chiefly two
methods for auditing in CIS setting which are clarified in the following:

Black Box Strategy (Auditing on the personal computer)

Durwg this particular approach, the auditor is principally concerned with the Inputs
fed-in from your customer and also the outcome created from the computer system.
Even the auditor entirely blows off the interior processing of this information
technique. By way of instance. though analyzing payroll of the business, underneath
black box strategy, the auditor might first determine the whale month-ta-mmonih hours
performed by picked personnel from their various timecards and he then can assess the
salary/wage speed from your speed card to figure out the salary/wage payable to every
worker. Abaut the provnds of previously mentioned, the anditor asceriains their or her
own output sipaal by assessing pcriods, extensions, rates, over time and strikes. At
length, the auditor contrasts their or her own consequences with all the machine
generated consequences.

Whitebox Tactic (Auditing via the Computer System)

Below this procedure, the auditor isn't merely concerned about the topic materal of
this audit (i.e., input signal and inputs), but also with all the interior processing of this
technique This method to comprise assorted auditing together with the support of
both Audii applications and personal computer aided analysis rechniques {CAAT).

45
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This may be clarified with the assistance of after Flow-chait: Pre-prepared Out-put
Signal of Client with his very own inputs & CIS CAAT.

PC AIDED/ASSISTED AUDIT method underneath CIS ecosystem, the auditing
may not be performed efficiently with conventional/manual methods. Gven 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 USING CAAT permits the auditar ta try the reliahility
and trustworthiness of theis customers' data platform, with no depends up on the
customners’ applications. There are lots of audit computer software alernatives offered
with the auditors. using the assistance of that they will execule their teachings
individually and effortlessly. This audit application might consist of programrae apps,
purpose-written apps and utility apps or method direction application. These
applicatons are all clarified as fellows:

1. Offer Pians:
a.  All these are generalized software bundles.

b. These hundles have lots of generalized characteristics and utilities, and thal may
be applied at lots of customers' internet site.

¢. Considerinp these applications programmes are exceptionally generalized and can
be obtained over the planet. Therefore au individual will not confronl any
compatibility prohlems. Practicaily all orgamization asserts definite amount of
compatibility using those apps,

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

1L Purpose-written Apps:

2. These apps are produced to carry out special satured audit endeavaur,

b. These bundles aren't readily available for purchase at the avalable indusay. The
auditor 1s needed (o find these apps grown.

¢c. Even the auditor could decorate some exiernal bureau o come up wath the app
onio his own benefit (ouf sourcing} or else he can himscli engage the developers
and receive it assembled in house.

d. While deciding upon the purpose-written system choice. the anditor has to simply
take into account, the fee-related problems.
L UTILITY Plans:

a. All these apps have been utilized to do ordinary information processing purposes
like soring; sampling; assessing; generating, printing & e-mailing files/reparts,
2 (e

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

c. For example. Acrobat’s Adobe Reader; Microsofi Office additionatly cantains ol
specific utility apps like MS Access, MS Word, MS Powerpoint, etc
¥, Programme MANAGEMENT Computer Software:

a. All these sofiware/programmes are likewise perhaps nov specially intended for
audit intention,



b. All these are effective insbuments, supposad to unprove the fonctioning of the 47
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Running process Audul Process and Programme

For example, Disk Defragrent, activity Manager. process Scheduler, Disk clean
up, etc. are a nuber of the cases of machine management computer soflware,
Employs of CAAT could be utilized to execute subsequent audit processes:

1. Detail by detail and comprehiensive evaluation of trades and accounts: The
auditor can assess lhe trade comprehensive and at detail, so as they could
choose a bigger sample dimensions. That was a good deal of time-saving,
even while still employmg CAAT, so he can employ additional hours and
energy to revaluate a rade.

2. The software of complicated analytical inspection methods: This may do
complex calculations and performs together with the aid of all CI8. He can
pull step by step and intricate reports tou to encourage his operation.

3. The software of qualitutive sampling methods to extract the applicable
information: Even though extract info out of the customer's iformation
programme, the auditor will require the assistance of sophisticated statistical
and statistical processes as a way to enhance the caliber and prudence of
sample chosen, The software of cognitive and statistical techniques is all but
out of the question, with no assistance of compater methods. E.g., MS Excel
1s a programme which comprises a tange of mathematical and stafisbcal
formmlac and processes,

4. Evaluation of overall EDP controls: The auditor can assess different input
controls, processing controllers; output comirollers; datz storage. transmission
and protection controllers. Even the auditor could assess the accessibijity
procedure and rules,

5. Evaluation af Programme contrels: The auditor can assess the operation of
varied software rumning and installed from the computer system. Even the
auditor can assess lhe validity of varied applications apps.

6, Re-Performing processing and calculations: The auditor also can re-perform
calculations carried out by your customer's bookkeeping strategy.

7. Bewter coverage Procodures: Beneath CIS setting there are certainly a range
of coverage systems can be purchased with all auditors. Even the auditor may
utitize of varied graphic layouts and multimedia methods to generate his
account successful, concrete and much trickier. For example, MS PowerPoinl
1s Just one of those applications applied to orgamze demonstrations.

Concemns in usage of CAAT when intending a consultation with the support of
CAAT, the auditor should deal with the next variables:

1. IT experience and knowledge af this Audit crew: Both the auditor and the
audit staff have to have adequate abilittes and knowledge to take cate of the
audit beneath CAAT.

Access to pertinent Audit compuier software and compuler programmes:
Even the auditor may utilize the CAAT and also preserve the liberty only
when he's got adequate infrastructure, even the kind of compuung devices and
alse audit applications, offered together with him. The alliance and suppon of
this customer things employed will probably be deemed necessary.

| £

3. The impracticability of Manual evofuation: Nowadays, most businesses are
embracing green procedures although carrying out the business enterprise
surgeries. Furthermore, a lot of personal computer information programme
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function tasks in which there's not any difficult backup proof is made. Thus
which makes it more difficult for your auditor to carry out the checks
manually?

4. Powerful and Performance: With the assistance of both CAAT, then it's
likely to examine many trades together using a high degree of accuracy. This
delivers efficacy and efficacy of carrying out the audit mission.

5. Time-constraine: The auditor must do the mission while in the restricted
pertod duration, Whercas, a huge number of information 15 necessary to be
preserved (for example as wrade information and data) to get this brief audit
pertod. So the auditor must sam stmacre (or preservation and recovery of
information.

6. Detection of fraud and mistake: The CAAT permits the auditor to
programme and then perform the audit performs more efficiently together
with the assistance of complex audit programme. However, below CIS setting,
frauds are Doth deliberate and broadly speaking deep laid, Furthermore, there
are opportunities that many frauds have been emphasized, however, there's
not any concrete proof ta show precisely the same. So it cannol be srated that
the auditing throughout the personal computer increases the chances of
detection of fraud.

7. Usage of CAAT in smailish businesses: Even ip the small business
epterprise, usage of CAAT may perhaps not be a cheaper and more warkable
option. This could be only because of 2 cuuses. Initially the earmings of each
mission aren’t too large, and also next to that the client thing may not need
exactly the proper specialized infrastracture to successfully conduct CAAT.

Ways invoilved in App of CAAT

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

1.

2
3.
4

LA

10.

. Set up the exccutive tasks, for instance, essential abilities. and personal centers;

12,

13.

Put the purpose ol all CAAT programme:
Discover that the matenal and availability to this thing's documents;
Figure out the extent; Define the particular databases or files to be analyzed;

Know the connection among the info tables in which a database still to be
analyzed;

Limit the particular tests ot processes and associated trades and accounts changed;
Explaining the outcome needs;

Arrange databases & fifes: Organize together with all the consummer and IT
sectigns, if suitable, for duplicates of those applicable documents or database
tables shoutd be created W the ldeal Cutoff time and date;

Audit staff: Define that the employees who mught take parl o the plan and use of
CAAT,
Casr efficacy: Enhance the ¢stimates of benefits and costs;

Follow up, Make certain that the usage of CAAT is smitably managed:

Get back together information to be utilized for CAAT using all the bookkeeping
and other documents:

Submit CAAT programme;
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Assess the outcomes;

I5. Doc CAATSs to be utilized for example goals, hipber degree Flow-chams and
execure direclions;
16. Gauge the impact of adjustments to this programmes/system in using CAAT.
Fill 1 the blanks:
[. The fundamental or substantive features which are performed are based on
the results of o
2. An 1s defined as a set of instructions for an auditor so that audit can
be followed in a proper manner.
3 is restnicted to any changes in between the auditing plan is

carried out.

4. Flexible audit propramme 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 filing .

o, are in the written form and they are privaie materials prepared by
an andutor for each audit.

7. Allthe of audit are derived from the concept of evidence.

8. Before the organization should provide the list of accounting

bouoks in use, list of employees and their duties, and intermal control to the
audit saff,

G, If there 1 something wrong in the accounts, the report besshe submits is

called a to the shareholders.

29 LET US SUM UP

e Audit process is carried out by engaging an auditor m an organjsation. During the
auditing process the auditor obtatns knowledge of client’s business,

® The audit process contains the steps, i.e. plaoning, obtaining evidences,
concluding and reporting.

® Audit prugramme is generally a manual that determines the extent and process for
collection and evaluation of an evidence.

@ There are two types of audit pwogrammes, 1.¢., Fixed audit programme and
Flexible audit programme,

e [t is compulsory for some asscssees of income tax to audit therr books of accounts
by a chartered accountant as per the section 44AB of the [ncome Tax Act, 1961.

» Under the Income Tax Act, professionals are doctors, engineers, architects,
lawyers. inierior designers. aciors and other notified professionals.

e Audit working papers are the papers and documents that consist ot deails of

accounts under audit. These papers are in the writlen form and they are private
materials prepared by an auditor for each audie.

49
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® Audtt cvidence refers to a rellecuon of the realities obtamed during the course of
an audit, All the techniques and procedures of audit are derived from the concept
of evidence.

® Before the coramenceinent of audit progrmme, the mitial siep is to provide the
hist of accounting books in use, list of employees and their duties, and internal
contro} to the aadit staft These lists and details tmust be provided by the
organization o the auditor,

e When the auditor 15 fully satisfied with the accounting books, there the repon
he/she submits is called clean report,

e Jf there 15 something wrong in the accounts, the report he/she submits is called a
quelified report to the shareholders.

2.10 LESSON END ACTIVITY

Prepare a detailed presentation about flexible and fixed audit progratmme by taking up
an example of two different organizations. one for each.

2.11 KEYWORDS

Audit process: Audit process 1s carned out by engaging an audiior in an organisation.
Daring the auditing process the auditor obtains knowledge of client’s business.

NTE: Nature, Timing and Exrent

Audit programme: An audil programme is a set of instruclions for an auditor so that
audit can be followed in a proper manner.

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

Andit evidences: Audit evidence refers to a reflection of the realities obrained during
the course of an audit.

Internal control; 1t 1s “the whole svstem of coanwols, financial and otherwise,
established by the management in order to carry on the business of the company in an
orderly manner, safeguard its assets and secure as far as possible the accuracy and
reliability of its records.”

2,12 QUESTIONS FOR DISCUSSION

|. Define audit process.
Explain an audit programme and define the types of andit programme.
What are the advantages and limitations of audit programme?

What is the unportance of andit and boaks?

P

Define audit working papers and list out the details they must include.
6. Define audit evidence and make a list of s features.

7. Descrbe how the prepacarion before commencement of an audit is performed.
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Check Your Progress: Model Answer
1.

Compliance procedures
Audit programme

Fixed audit programme
Subjected to change
Income Tax Retum ([TR)
Audit papers

Techniques and procedures
Commencing an audit

Qualified report
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3.0 AIMS AND OBJECTIVES

After sadying tlus lesson, you should be abie to:

@ Explain the meaning of interpal check

o Discuss the meaning, advantages and disadvantages of routine checking
® Explain the meaning and adoption of test checking

e Differentiate between routine checking and test checking
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3.1 INTRODUCTION

An auditor must ensure homself with a fuil-proof understanding of the company he
deals with, Before commencing his audit, he must familiarise himself with the nature
of business and then grasp the technicalities. Thus, he will be able to understand and
1dentify the nature of transactions recorded in account books of the company. The
internal conmol and systemy of internal check s operated in every organisation
differently. The auditor must be ahle to get hold of the intemal checking system of the
company.

The purpose of intermal check s to prevent {rauds, misapprehensions,
misrepresentahons, errors and losses. The auditor plays a major role in intemnal check
system of a company in detecting the misleading statements and transactions, errors
and frauds and presents a fauw and frue view before the company about its working
process. The systems of checking such as internal check, routine check and test check
are operated and established by the management of the company.

In the following lesson these aforementioned systems of checking will be discussed in
detail along with thetr different aspects, advantages and disadvantages. Moreover, we
will discuss the scope of anditor's role in such checking systems in a company.

3.2 INTERNAL CHECK

Internal check can be underswaod as a method that helps organizations in accounts
systems of a company. In a concerned business or organization several duties are
assigned 1o the clerks. Therefore. internal check facilitates in organizing the system in
such a manner that the work of one person can be checked automatically by another.
This method is useful in enabling the investigation of a fraud, or any other errors and
uregularity on behalf of the management and clerks.

To understand the concept of internal check, tet us discuss an example of a cash
receipt.

a. Firstly, a cashier enters the receipt on the debit side of the cash book.
b, Then the eniry carried out by the cashier 15 entered to the ledger by another clerk,

c. In the third step, the thied clerk passes the statement of accounting regarding
transactions to the customer,

Thus, in the whole procedure a cash receipt passes thraugh three levels and the details
are automatically checked by ane to another clerk,

This procedure divides the labour among the workers and thus minirpizes the
possibility of frauds, errors and falsity.

It is impartant that all the eruployees at three levels are commitied to each other tor
defrauding their employer.

[aternal check 15 defined as per the special comumitiee og Terminology, Amencan
Institute of Accountants [949. According to it, "Intemnal check is 2 system under
which the accounting methods and demails of ao establishment are so laid cut that
the accounts procedures are not under the absolute and independent control 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 empfoyecs.”

There are certain eleinents which are essential for an intemmal check. The elevnents are
us follows:

e Day-to-day trausactions must be checked,



Thas checkimg must be operated on a continuous basis as a pant of routine system,
Work of one person compliments to the work of another

In internul check the main objective is to allocate the duties among the workers n
urder to avand any exclusive control of any person over the transaction.

3.2.1 loternat Check Reparding Cash

Majorly, 1 every organization, the frauds are related to cash, Thus, in case of cash
transacuons, Il ts necessary that a proper system of internal check is tmplermented. The
followwng points can be considered in orler to perform efficient internal check
regarding cash

The auditor must be acquamted with the system of internal check in operation.

The division of duties in the mauner of cash must be dune in such a way that
checking of various fupctionaries related to cash seclion, can take place
autonatically.

Other imporant aspect of intemal check is rotation of duties. The duties of the
employees related (o the cash section must be rotated un a routine basis.

3.2.2 Internal Check Regarding Cash Receipts

Intemal check reparding cash receipts can be performed by considenng following
stens

11 is important to keep the mail bocks, cash funds and ledgers wmaccessible to the
cashier.

The presence of a responsible person is mandatory durning the time a cashier opens
payments and transfer of tunds. Every cheque and bank draft that has been
recerved miust be marked as “Not negotiable Asc Payee only.”

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

A printed recempt nwst be ssued after recewing the cash for the purpose of
acknowledgement,

The acknowledgement ot cash recerved must be doene through issuing a receipt in
pri.

The meceipt must have a counterfoil in order to keep a record of the transactions
that are made. Every receipt must be consecutively numbered and kepi in a locker.

Usc of cash registers must be made mandatory.

The paying-in-slips must be prepared by the cashier so that the bank ¢an retain
them.

It must be noted thar the counterfoils of paywg-in-slips must be entered by
another clerk instead of cashier himself.

There must be a proper organization of cash sales. It helps 1in munimizing the
IMISAPPIOPrIation.

The reconciliation 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 Interpal Check Regarding Cash Payments

In case of intemal check regarding cash receipts, following points must be kept in
raind:

Payments made by cheques must be authorized and signed by a responsible
person. Before dispatchang of the choques, every cheque must be marked 'A/c
Payee',

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

No other dutes should be assigned to the employees who have authority 10 sign
and countersign the cheques. It is important to avoid the risk of providing them
any opportunity through which they can influence the entries in the ledgers.

To matntain the unumportant or petty cash an imprest sysiem should be
cousidered.

There vouchers must be maintatned by proper numbering and filing them in order.

An mdependent checking must be done for casting of cash books.

3.2.4 Internal Check Regarding Wages

Wage tills are of high importance in case of manufacturing concems. Thus, the
system of internal check is significant with regards to wages,

Following dangers must be counteracted tn any system of internal check regarding
wages'

[nadequacy of time records. This causes the workers inconvenience because of
receiving the wages at undevoted ime.

Inadeguacy 1n piece work is recorded. This enables the workers to receive wages
for the work whieh is not done oun their pant.

Errors while preparing wape-sheets or pay rolls.

Inserting the dumiaies tn order to manipulate the wage sheet.

The sugpested system of internal check varies according to each particutar case.

Though, to prevent the above situations leadmp to any dangers, the following system
ofintemal check ts suggested:

Keeping u time Record: In an organization where the wages are meant fo be paid
on the basis af time, it must be made mandatory to record the time of entering and
leaving on pan of each employes. Moreover, the head of every departiment must
record the time of entering and leaving the department. This way of recording
fime initiates in counter-checking of all the records and leads to restraning the
workers to waste {ime.

Maintenance of records about Piece work: In the organizations where wages are
paid according to the piece-wages, it is necessary to keep a sysiem that can
efficientty keep a record of piece work, An entry st be made in concerned picce
worker's card, when the work s allotted to him/her. When the work 1s completed
this card must be signed by the worker as well as the conceming department head
and the store-keeper of the organization.

Prepare the wage-sheets: There should be maintenance of wage-sheets {or time
workers and piece workers separately. All the essential partienlass must be
recarded ia the wage-sheets. In the wage sheet separation of colunns oust be
done to record the folowing:



1. Gross amount payable,

;. Deductions for employees,
i Staie mmsorance,

1v. Provident fand contribution,
v Loans,

vl, Fines

vii. Net amount payable.

Every column must show contribution of the employer under the Employees State
Insurance Act. The wage sheet must be prepared according to the following steps:

a.  The pate-keeper is supposed to keep the recards for time workers.

b. Two clerks in the wage office. In case there is any discrepancy found. it must be
enguired.

¢.  The pamiculars of an employee such as name, mte of wage etc., must be recorded
by a third clerk in a wage-sheet.

¢, The particulars and records of the wage-sheet must be checked by a fourth cleck.

£

Then, at last a fifth clerk must calculate the net amount of wages that has to be
puid to the worker.

The wage sheet for piece workers is prepared in the similar manner, as given above. 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
playv. To make payments of the wages proper and exror free following points arc
important 1o be kept m mind:

< There should be no rote of cashier in preparation of wage sheets.
¢ For a precise amount of wape, a separate cheque must be drawn out.

+ The workers must receive their wages personally.

5
e

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

s

In case a worker is absent during the payment of wages, he must get a letter of
authority and receive his wages.

« The presence of a Work Manager or any other responsible person is inportant
al the time of payment.

3.2.5 laternal Check Repgarding Purchases

The system of intermal check that is adupted regarding purchases of an organization
depends majorly on its size and resources. Yet, the following system of mtemal check
for purchases can be considered:

® A purchases order book must be maintained w record all the orders for purchases.
The orders must be authorjzed in a proper way. They should be properly
authorized. The order which has been placed must have an entry in the order book
of which a carbon-copy should be attained and kept.

8
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There has to be a record in the Goods [nwards Books by the gate-keeper or store-
keeper. This book must coniain the receipts of goods.

The quality, quantity, prices and calculations of involces received from sellers
must be kept in check with the Orders Books and Goads Inwards Books.

The clerk must check these books and have the access of invoices initnially.

After the process of checking, these mvajces must be emtered m a Bought Day
Book and filed.

In case the organizations have many departments and orders are placed by each of
them particularly, the invoice is meant to be sent to the department for checking.

A store ledger must be maintained where an indepeadent person can enter the
details of afl the goods purchased on behalf of whote organization.

A responsible official must authorize the payment of every invoice,

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

3.2.6 Internal Check Regarding Sales

The possibility of ervors and frauds 1s more in the case of sales. For example, the
goods sent on approval can be treated as actual sales or a fictitious sale can be entered
in the saltes book.

Moreover, there is a possibility of taking the present year’s sale as the nexi year’s sale,
mistakenly. In other cases, the selling of fixed assets can be entered in the record as
the sale of goods. Thus, the system of internal check is inportant so that the above-
mentoned situptions can be counteracted. The following points should be considered
while performing internal check regarding sales:

There should be a proper record of all the orders which are received. It will be
additional to the advantage if the records are kept tn writing, Telephonic or
verbally received must be eonfirmed in writing,

The Goods Qutward Book must be maintained in order to record all poods
supplied.

Two copies of invoice must be prepared. One must be sent to the customer and
uther carbon copy must be kept.

Before sending out, the details of every invoice must be cheeked.
The comparison of entries in Goads Qutwards Book and invoices must be done.

On the basts of the details tn the invoices the entries must be recorded in the sales
book.

Goods retuwrned by the customer should be entercd in the returms inwards book
and a credit note must be prepared. In case a customer retumns the goods, the
details must be entered in inwards book. Afterwards, a credir note must be
prepared.

In case of cash sales, the cash must be collected by a responsible and relinble
person instead of salesroan. Delivery of goods must be based on receipt cash
memo.



1.2.7 Role of an Auditor in Internal Check

The reliability of internal check system on the part of auditor depends on the size and
nature of an organization. The auditar needs to take steps mentioned below, before he
decides to rely on intemal check sysiem:

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

2. He must perform an examination and analysis of the system considering the size
and nature of the business,

3. He must analyse the weakest point of internal check system in order to make an
assessment about possibilities of errors and frauds.

In case the auditor finds any defect in the system of internal check, he s supposed to
carry on detaited checking. The work of an auditor can be mimmized to a great extent
if the system of intermal check is efficient. Yet his liability on the internal check
system can be reduced. On another aspect, if the system 1s found to be defective, the
work of the auditor increases and becomes difficult.

3.3 ROUTINE CHECKING

Every organization of any size, whether big or small, and operating in any industry,
¢ither manufacturing or service company, must maintain some records and accounting
books that are common in all type of busmess organizations. These records and books
are checked by an auditor on a routine basis and this is called routine checking w
auditing. Rourine checking involves the following tasks;

s Examining the recards of primary books, costing, transfer etc.

e FExamining the transfer of business transactions from original accounting books to
fedger account.

s  Examuining the debit and credit side of different accounts.

e Lxamining the transfer of balances of differerit accounts to other papes or
accounts or statements.

The objectives of the routine checking are as follows:

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

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

3. To know that the figures are not changed afler the check using distinct ticks and
marks,

3.3.1 Ticks and Marks used in Rouline Checking

Diffevent signs are used in routine checking. These signs act as the prouf of routine
checking of transactions.

The signs used io routine checking should be sinall and clear. In general, red or pink
colour is used for conducting routine checking. However, green colour is used for
conducting the final audi.

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

I. Precautions: While using the ticks and marks in routine checking, the following
precautions should be taken:

(a) The marks must be small and clear.
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{b) The marks should not have the same colour in which accoumnts are writien.

{c} Various colours of marks should be used for performing different accounting
activities.

{d} The marks should be changad each year.
{¢) The meanings of marks should be kept secret.

Place of Ticks and Marks: It is important fo decide the place for making the mark
beforehand along with the colows, and the types of marks, Generally, marks are
mnade on the left side of the amount while verifying the postings in accounts.
While examining the voucher with the amount, mark is placed on the right side,
For verifying the total, mark is made below the total, etc.

Importance of Ticks and Marks: The ticks and marks play an important role in
the verfication of accounts. While expressing the impontance of Ticks & Marks,
Prof, Emerson saw, “during audit, Ticks and Marks must be kept 1n mind, in the
same way as while walking, we keep track of the road m mind, while talking we
keep words 1n mind and while shoppmg pocket is kept m sund. In all these
sttuations. a Gttle carelessness creates various problems.”

3.3.2 Advantages of Routine Checking

The advantages of routine checking are as follows:

1.

3.3

All the vriginal entries are checked in the routine checking; thus. all the errors and
frauds can be ideatified eassly.

In routine checking, all the entries and posting are checked.

Lt belps in conducting the final andit as the balancing and tolals of all the accounts
have already been checked.

As routine checking is a regular process, so, a separate and specitic staff is
not required for pecforming it.

3 Disadvantages of Routine Checking

Despite of the above mentioned advantages, voutine checking also suffers from
various limitations. These limitations are as follows:

1L

Tt

3
4.

As routine checking is a mechanical task, so, the stafl that perfonms this work is
less motivated and mspived. Thus. there are chances that they leave errors and
frauds in the audit.

it can only identify the smali errors and frauds and not the big and planned frauds.
[t is not required when self-batancing system is used.

[t cannot identify the principle and compensating errors.

3.4 TEST CHECKING

In auditing, test checking can be defined as the examination of a few selected
transactions from the beginning 10 end. ln test checking, a few trapsactions are
selected mndomly from a large number of transactions. Test checking is also called
“Selective Verilication” or “Samipling Process™.

Test chiecking 1s a proxy for detailed checking

Only a partial checking ts involved in test checking.



®  The basis of test check is, if a randomly selected wansaction 1s found to be correct
and erroiless by the auditor then 1t can be believed that the rest of the transactions
might be also be correct.

Instead of dewled checking, test checking is accepted as a subsbitute which is
unwarranted from the econurmic pount of view.

3.4.1 Adoption of Test Checking

Method of test checking depends entirely on judgment and discretion of auditor. The
auditor’s judgment and discreuon s based on the individual cases and certain
circumstances.

There may be certmn dangerous consegquences of performing test check, hence it i3
necessary to apply and varry it out with utmost care and intelligence. The two factors
are for test checking:

a.  System of imernal chieck

b. Intclligence of the auditor

J.4.2 Features of Test Checking

Test checking invalves wo basie aspects on part of the auditor, 1.¢.. selection and
checking of proportion of transactions.

Some of the saliem features of Test Checking are mentioned as follow s

|, Scientific reason: There 15 a mathematical truth about selection of a proportion
from the population displaying similar features in common, It has been proved
mathematically that samples selected scienufically woukl disclose the simular
features and charactenstics as displaved by the population There is a scientific
l[aw which ts the basis of this statistical theory of sampling. Hence, it is a reliable
option in contrast to any vther techmgue which may lack basis and acceptability,

2. Esfimation process: Though it is based op scientifically an anthmetcally proven
basis, test checking and sampling cannot be fully reliable, us there will always be
a doubt about the aceuracy in results. The whole process of test checking s related
to estimation.

3. Caverage of material itemns: An exbaustive checking is carried out [ur the entries
which involve big amounts or cntries and which are related to malerial accounts,
Certain other entrics apart from the above mentioned, are verified according 1o a
certarn plan. As a result, the entries get check for a specific ime period and rest of
them remains unchecked. '

4 Full coverage over a time perivd: Generally, the planming of Test Check is
organized in such o way that the audit programmes for 3 ta 5 yean can cover all
types of lransactions irrespective of the size of the company. Hepce. if test
checking 1% camed out in the months of Januarv, lune and Deceruber in a
particular vear then, in the next year Apnl. July and Scptember may be checked.

5. Surprise Element: In the Audit Company, the staff and management must be
restricted to foresee the pattern of test checking. It is necessary in order 1o prevent
them to predict the areas and rime periods t be covered n any particular year,
The resiniction of staft and management also facilitates in avoiding any emplovee
10 be alent and careful regarding the checking.

6. Flexibifiry: The test checking must be flexible on pant of the auditor. If test
checking is carried out routinely, it becomes predictable and mechanical, heace

£3
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foses s value. Therefore, in order to avoid such circumstances, the auditor musi
keep changing the methods of test checking at reasonably regular intervals.

Judgment Based: The test checking is limited primanily to the judgments made
by the auditor for a speeific swuation. His judgment for a specific situation
depends on various aspects such as auditer’s previous experiences, current
developments in the organization and wnternal control sysfem.

3.4.3 Advantages of Test Checking

Test checking enjoys the following advantages:

1.
.

5

Time and energy is saved.

Test checking can only be usefu! and purposeful only when the transactions are
selected intelligently

There is a reduction i the wark load, hence an auditor can woik simultaneousty
on several audits.

It facilitates the audstor to create a definite conclusion regarding the frue and fair
view of the state of affairs of the orpanization.

The cost of audit is minimized.

J.4.4 Disadvantages of Test Checking

Test checking suffers tfrom cenain disadvaniages. The following disadvapiages of test
checking age:

I
2.

5

All the errors and frauds are pmpossible to be detected.

The possibility of carclessness on part of the client’s clerks may iake place
because of their acknowledgement that there will be no detailed checking of their
works.

Though the auditor checks the whole work in detail, the suspiciop and doubis
remains in his mind.

Until and unless the systemns of intemal checks are improper and mneffective, and
the proper controls are not being adopted in busingss, the process of test checking
serves na purpase and hence becomes useless.

Test checking is not suitable and useless for small business cooncems,

3.4.5 Difference between Test Checking and Routine Checking

The differences between test checking and routine checking are as follows:

Particulars Test Checking Routine Checling

Meaning Test checkimg 15 an awditing Rouline checking is a detailed cheeking

procedure in which only some of | audit provedurc. In this checking, all the
the fransactions arc checked for iransactional aspects are checked. These
making an apimon sbout all the aspects inchude checking of casts, sub -
{Tansacions, casts, carry-Torwards, extensions and
calculations e, wm subsidiary books,
Morcover. the checking is carried out
for pusting into the Jedgers, casling of
ledger accounts and extraction of thejr
balances, clc.

Objectives For gelting a reasonable level of s To check the arithmetical accuracy
satisfaciion regasding all of the ftansactions and their
transzctions by venifying a few ol chinies.

Contd .,



them. which veprasents the other

, transactions  They are  called

“sanple”

To check the accuracy of posling
1t ledgers.

To venfy that the ledger secouns
are halanecd vorrecity

To make <ure thar figores arc not
altered after routine checking

Advantages .

Saves Hme

Proper and carcful checking
helps in achieving the sudit
objective,

Redwees the volume of work

Coable auditors (o get time
for conducting other audits.

Veniying the posting 24 ledpars.

Venfyme the atithmetical
aceuracy of the agcounts

Facilitating  tallymmg  of  tnal
balance.

Making the detection of ¢rvors and
frauds easy (o avditors.

¢ Faciliwting the delegation of
auditing work 1o junior stafT.

—

Disadvantsges s [t may mezke the clicnl siaff » [iis a highly mechanicol process.

careless about mainienance

of aceurate accounss. o It may lad to horedom as the

activity is monotemous.
s |t may leave some errors and

fenids:undeteersd. s Mujor objects of frauds und high-

level deuwils and complicatons are
v All stoms and transactions not revealed.

are nid checked
e Rembursement of errors  sod

gmors of poncple de not gt
recognised

e There is an element of doubt
ana fisk o e Auditoe’s
opinion.

Fill i the blanks.

The auditor must be acquainted with the it operalion.

2. Tn intemal check the main objective uf is to among the
workers it order to avord any exclusive control of any person over the
fransaction.

30A _ must he issued after receiving the cash for the pumuose of
acknowledgement.

4. Payments made by chegues must be awthorized and signed by a
responsible person. Before dispatching the cheques, every cheque must be
marked

3 ___ n order to manipulate the wage sheet 45 a danger to internal
check system regarding wapes.

6. At last, the Works Manager, a Durector or a Partner must counter sign the

7. The system of intemal check that is adopted regarding purchases of an
organization depends majorly on its

8. The comparison of entries m and invoices must be dope.

9. The auditor must analyse the of intemal check system in

order to make an assessment ahout possihilities of ¢rrors and frawds,

Contd...
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10. One of the objectives of routine checking is to determine the
af the prtmary books of accounts.

11 Differcnt signs are used in routine checking, These signs act as the
of transactions.

35LET US SUM UP

"Interpal check Js a system under which the accounting metbods and detatls of an
establishment arc so laid out that the accounts procedures are not under the
absolute and mdependent control of any person - that, on the contrary, the work of
ane employee is complementary of that of another, and that a continuous audit of
the business 15 made by the employees.”

In internal check regarding cash, the division of duties i the matter of cash must
he doue in such a way that checking of various functionaries related to cash
section, can take place automatically.

The cash receipt must have a counterfoil in order to keep a record of the
transactions that are made. Every receipt must be consecutively mwnbered and
kept in a locker,

No other duties should be assigned (o the employees who have authority to sign
and countersign the cheques, 1 is important to avoid the risk of providing them
any opportunity theough which they can influence the entries in the ledgers.

Inadequacy in piece work records, causes the workers 1o receive wages fur the
work which is not done on thesr part,

In the wage sheet separation of columas must be done so that the aspects such as
gross amount payable, deductions for employees, state insurance, provident tund
contributton, loans, fines etc., and the net amount payable can be recorded easily
and conveniently,

A purchase order book must be maintained to record all the arders for purchases.
The ordees must be auwthorized v a proper way. They should be properly
authorized. A carbon-copy of every order placed should be kept.

In case any customer bas returned the Goods. the detail regarding retarn must be
entered in the rewumns inwards book. Adding to that, a credit note should be made

The work of an auditor can be minimized to a great exteat if the system of internal
check i3 effictent. Yel his liability on the internal check system can be reduced.

Every orpanization of any size must maintain some records and accounting bouks
that are common in all type of business organizations. These records and books
are checked by an avditor on a routine basis and this s called routine checking in
auditing,

“During audit, Ticks and Marks muast be kept in mied, in the same way as while
walking, we keep track of the road in mind, while talking we keep words in mind
and while shopping pocket kept in mind. In all these simations, a litle
carelessness creates various problems.”

Test checking is also called “Selective Verification™ or ““Sampling Process”.

Test ehecking invalves two hasie aspects on part of the auditor, Le., selection and
checking of proportion of transactions.

Verifying the posting and ledgers ts one of the advantages of rownine checking.



3.6 LESSON END ACTIVITY

What type of internal check will you prepare in case of a manufacturing company so
that frauds related to sales of goods can be prevented? Prepare a presentation covering
all the aspects.

3.7 KEYWORDS

Internal cfteck: Internal check is 2 system of checking that facilitates in organizing
the systein in such a manner that the work of one person can be checked automatically
by another.

Tesr checking: Test checking can be defined as the examination of a few sclected
mansactions from the beginning to end. In test checking, a few mansactions are
selected randomly from a large number of transactions.

Invoices: A list of poods sent or services provided, along with a statement of the sum
due for these. In simple words, il can be called a bill.

Routine checking: The records and books of an organization are checked by an
auditor on a routine basis and his is called routine checking in auditing,

Wage sheet: It 15 a combined st of workers, in which the gross deductions and net
wages payable to them are mentioned.

3.8 QUESTIONS FOR DISCUSSION

i, What s internal check? Discuss in detail.

2. Describe the role of anditor in internal check?

3. What s routine checking? Discuss ils advantages and disadvantages.
4, Define test checking and list out the features of test checking.

5. What are the advantages and disadvaatages of test checking?

6. Differentiate berween routine checking and test checking.

Check Your Progress: Madel Answer

1. System of internal check

i~

Allocate the duties
Printed receipt

'A/c Payee'

Inserting the dummies

Wage sheer

Size and resources

8. Goods Outwards Book
9. Weakest point

10. Mathemaucal accuracy

11. Proof of routme checking

&7
Intemal Check in Auditing



B 3.9 SUGGESTED READINGS

A. Kumar, R. Sharma, Auditing: Theory and Practice, Atlantc Publishers and
Distributors, New Delhi.

S. K. Basu, Auditing. Principles und Techniques, Pearson, New Delhi,

Ravinder Kumar, Virender Shanma, Auditing: Principles and Practice, PRI Learniup,
Mew Delhi.



LESSON

4

INTERNAL CONTROL AND PROCEDURE

CONTENTS

4.0  Aims and Obyectives

4.1 Imroduction

4,2 Meaning of Intemal Control

4.3  Types of lnternal Control

44  Characteristics of Geod internal Control System
4.5 Intemal Contro! and Auditor

46 Difference between Internal Control and [Internal Check
4.7 Audit Procedure

48  Let Us Sum Up

49  Lesson End Activity

410 Keywaords

4,11 Questions for Discussion

L 4,12 Suggesied Readings

4.0 ATMS AND OBJECTIVES

After studying this lesson, you should be able to:

e Explain the meaning of internal control

e Discuss the types of internal control

e Explain the characterisiics of good wiemal control

e Describe the role of auditor in internal contro)

® Differentiare between internal control und internal check

¢ Explain the procedure of intemal audit

4.1 INTRODUCTION

Earlier the systems n business were considered with an aim of being the work done in
cheaper and quicker ways available, With time. it was being realised that certain
fragmented methods of work process have begun to take place hence the systems
became nefficient 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 maintamed and the
business can run smoothly. The requirement of safeguarding of assets was added 1o
the maintaining of the efficiency of the business.

Hence, an overall planning and its being operated practically are incorporated under
the title of intemal control. Intemal control is established by the managemeni. Even
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though the auditor is not provided with any right for practicing any methad of internal
control. He 1s must be concerned with the system ondy wvirtually because the internal
control system may have an intluence in his working processes and methods.

In the following lesson, the concept of internal control systern has been discussed in
detail along with its types and characteristics. Adding to this, the lesson alsu discusses
the extent of auditor’s role in the internal control system. Moreover, we will discuss
the difference between internal c¢ontrol and internal check as they may be
misunderstood at times as the same concepts. The lesson will be concluded with the
procedure of internal audit.

4.2 MEANING OF INTERNAL CONTROL

Internal control can be defined as a whole system of controls including financial and
other aspects, created by the management of an organization so that the business of the
organization can function in proper order. Moreover, it helps in providing safety to
assets and security to the accurate and reliable records of the organization.

Hencg, jnternal control acts as an umbrella termy covering wide range of aspects. The
scope of intemal control can be expanded beyond its limits to such matters which
involve the fonetioning of accounts and financial records. The scope of intemal
control encompasses all such matters that are related straight to the functioning of
records maintained for accounts aud finance.

The scope of intemnal control system can be concluded as lollowing:

® [t cansists of control environment and procedures,

® It is extended beyond the fields of accounting and finance.

e [t ensures that the business is being conducted orderly ip alt funcucual areas.

® The auditor’s concern lies only to the internal controls which have direct impact
on the accounting sysiem.

Control environment is an iegral par of inrernal control system; hence it is
important to understand the meaning and fictors affecting control environment.

1t can be defined as the overall artitude, awareness and actions of the management
with regards to intemal control system and its importance m the organization.

There are three main factors which aftect control environment:

Control Environment

Management Supervision

Personnel

The organizational  struchure
must be established in such a
mapner thar o individual can
dominate aad intiugnce the
internal confrol system.

It should provide for separation
of unssited sk, so  thot
misstatements can't be
committed easily.

For instance, the suthorsution
for purchase, record keeping

and other fanetions regarding
assets, must be segregated,

| S—

Plapning and maintcoance of
interia) control systein is the
responsibility of management.

A revicew must be performed
routinely by 1he mabagement to
ensure thar effectivencss of
internal conirgl system is nol
lost

The managemnent can establish
a separate depariment called
“Internab Aundit” to keep a
¢heck on the cffective operation
of internal controls.

The capability end honesty of
the individual s the basis of
mtemal  contral  system’s
cifectiveness.

Therefore, it s necessary that
the persannet appoimed for
internal  cantral  sysiem s
propeely qualified, izined and
experienyed.




4.3 TYPES OF INTERNAL CONTROL

Geperally. in internal control there arc two types preventive and detective controls,
Both are crucial Tor etfectiveness of wternal control system. The difference between
the two 15 that, preventive contrals act as a proactive and lughlights on the quality. On
the other hand, detective controls are essential as they provide evidences through
which the pteventive contrals can funciion as per the ntention of the argamzation.
These types of unternal controls are discussed as follows;

Preventive Controly

The purpose ol preventive controls 1s to discourage ervors apd irregulanties. lts
funcnion is 1o prevent errors and wregularities from occurnng, They help in ensuring
the fulfilment of departmental objectives. Examples of pteventive contols are:

e Sepregation of Dutiex: Duties are divided among people to minimise the nisk or
error and misappropriation. Generally, this division is made for three functions:

a. Approval for transaclions (approval)
b, Maiotainimg a record of transactons (accounhng)
¢, Supervising the assets (custody)

o Approvals, Authurizations, and Verifications:

a. The autherity for performing certain activities and execution of certain
transactions within 4 restncied parameter lies i the hands of the managemeat.
Thus, approval of management must b mandatory,

b. The uansactions that need an approval from a supervising body must be
authonised by the concerned autharity. Therefore. the authorizativn mwst be
made mandatory before performing any transactions and other acuvities by
the employees.

¢. The approval and authorization from the supervisory body mfers (he
verification and validation of the actuivity or Iransactions camed vut by an
employee.

® Security of Asset: In this type of conirol, a restriction is made for accessing an
equipment, inventories, and secunities. Moreover, a routinely checking is
perforimed by counung and comparing the amounts as per the control records.

Detective Cantrols

The purpose of detective control is to find errors and frauds that have already laken
place. Examples of detective controls are:

e Reviews of Performance: In the process of reviewing, certmo informations are
compared by the management. These informattons can range from current
performance of the company w budgets, forecasts and other benclunarks, The
purpose of cumparison is to measure at what extent the goals and objectives of the
orgamzation have heen achieved. Afterwards, they can make a result out of it, s0
that the unexpected results and unusual condittons can be identified to make a
follow-up to balance the results,

® Reconciliations: In this type ol control an employee 15 supposcd to relate various
sets of data to one anuther and identify the possibility of any difference. Afler the
identification, he is supposed to make an investigation and take the necessary
correchive actiots

Liermai Coutrol and Procodure
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4.4 CHARACTERISTICS OF GOOD INTERNAL CONTROL

SYSTEM

The characteristics of pood internal control system are as follows:

An organization must have a wall-developed plan. The responsibilities musi be
desymated properly at different levels based on operational hierarchy.

A record must be kept regarding the maintenance of conirol aver assets liabilities,
revenues and expenses, A scientifically developed system of record procedures
mast be considered.

There must be a sysiem leading to healthy practices and traditions. This initiates a
good result of performing duties and acuvities in every department of
organization,

It is imponant that the employees of an organization possess good character and
an in-depth understanding of the daties and responsibilities assigned to them.
They muss have a proper traimog and ability about their destgnation. It 15 a
necessary aspect as the employees are given authority to exescise controls in the
prganization.

A managerial supervision is mandatory. Moreover. the orgamzation's Tinancial
operations and positions must be revised and reviewed on a routme basis. The
review can be done with the help of interim accounts, reparts and summanies.

4.5 INTERNAL CONTROIL AND AUDITOR

In the systemn of internal contre!, the main concem of an auditor lies in the evaluation
of the internal confrol system established in an organization. Thus, there are a few
points he may be able {0 know:

An auditor can find out 1f the mistakes, ervors and frauds are possible o found in
the regular course of business.

An auditor can acknowledge the exisience of ap effective internal auditing.

He can judge the reach and adeguacy of functiouing of the management about the
nghtful record of iransactions. Moreover, he can acknowledge the extent and
adequacy about the discharging of management’s functions which Ffurther
concerns to the recording of transaction appropriately.

He can decide at what extent be must examine the various areas af accounting,
He can decide at what feve! administrative coutrol has a bearing on his work.

He can decide the comcct audit programme tn prevaling simations of the
organization.

He may be able 1o know the scope of reliability oo reports, records and the
certificates of the management.

He is able to decide if he cau pive some suggestion and advices for the
improvement of the existing control svstem.

4.6 DIFFERENCE BETWEEN INTERNAL CONTROL AND

INTERNAL CHECK

Intemnal control is not t0 be canfused with tnternal check. Both systems vary i
meaning, scope and namre. The diffcrence between ipternal control and intemal check
has been depicted in Lhe table given below:



Table 4.1: Difference betweens [nternal Consyol znd Internal Check

Internal Contrgl

Internal Check

Inicrna) control is defined as a system which
s executed by an organization for ensuang
the intepnity of financisl and accounting
infermation. Lt enables the orgamization 1o
acknowladge progress and success of the
organization regatding s profiabibity and
operational objectives.

[nternal check s defined as a way of designating and
assigning the responsibiliries s division of work
among the employees of an urganization, Infernal
check can be defined in a limiled way as it covers
many aspects of #n organization.

In intemnal check a system is such constructed that the
work of a subordinate gets autvnatically checked by
the supervising authority. The checking proves if the
work is being done as per the palicies and guidelines
of the company vr noi.

Internal cheek plays 2 vital role in system of
Internal control, Whereas, intcrmal comtrol is
a wrder aspect 1D an orpamzalion.

Internal check has a narrow scope in comparisun fo
nlernzl control.

The design and documentation of imemal
conuol 15 created at level of corporate

The implementation of intemmal check, unlike internal
control, can be done ar all levels of an orgumzanon,

management,

| for instance, tactical level or operational level.

Therefore. t can be concluded, that internal control is a broad term in which other
svstems such as intemal check, internal audit, and other forms of control are included.

4.7 AUDIT PROCEDURE

Audit procedure can be defined as the techniques. tactics and steps undertaken by the
auditor 10 assess, review and wdentify the inefficiencies in the company’s operavon. Lt
18 done far cost reductton and achievement of organizational goal.

Internal check is defined as a way of designating and assigning the responsibilities and
division of work among the employees of an organization. Internal check can be
defined in a limited way as it covers many aspects of ant organization.

In intenal check, a system i8 such constructed that the work of a subordinaie gets
automatically checked by the supervising authority. The checking proves if the work
ts being done as per the policies and gwidelines of the company or not. He monitors
the financiat mechanism of the organization which enables him in ensuning that the
records regarding operating data are being kept by the employee in accordance with
accounting nomms or not. Certain examples of auditing procedure are reviewing of
docuiments, mterviewing officials and checking the uregulanues.

The main objective of audit procedures is to demonstrate the hiphly effective
approaches for conduction of superior andits of commercial and aon-public entities.

It provides a way for discussions 10 be done more practically and cossidering the.

management of audit engagements on a routinely basis, Audit procedure facililates in
minimization of technical languape used for official statements to an easily readahle
and understandable advices and procedures. The audit procedure is designed for
enhancement in quality of an auditor’s practice. Thraugh audit procedure an auditor
gets a proper approach for performing audit engagements in a more effective and
efficient manner.

In internal audil process, the following steps are adopted:

Risk Based Audit Plan

The first phase in the intemal 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 performing audits in the

71
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upcoming year. Apart from the audits conducted under this plan. special audits and
consuiting works are also conducted in interan} audit. on demand.

Planning Phuse

[n this phase, the audit staft evaluate the past audit work, go through the literarure on
the area under evaluation, and create an tntroductory review abour the unit budgeted,
actual revenues and expenses. The auditors determine the scope and objectives of
audit so that they can use tliem as the base of the fieldwork phase fn the planning
phuse, an introductory meeting is conducted for discussing the objectives, hmelines.
and other unportagt information related to audit so as fo make the internal andit
process easy. In this meeting, the audit stafl’ may request for sorme information like
organization chart, contact list and jiterature describing the organization’s procedures,
(f available.

Fieldworfk Phuse

Fieldwork phase 1s the lenpthiest phase of the internal audit process. In this phase, the
following activities are performed:

®  The audit staff collects informaron related to the auditee’s operations
@ The audut staff understands the organization's functions

e The audit staff deterrpines the strengths and weaknesses of the organization. It
inclpdes analysis of financial, administrative and other business activities,
tunctions apd procedures.

e The audit staff takes interviews of the key personnel of the organization, observes
business procedures, and reviews the sudit process penodically with the
organization's heads and personnel.

e Finally, this phase allows the audit staff to determine the areas of risk and concern
in the intermal controls and procedures of the organization. The staff discusses
about these risks to the anditee before or vn the conclusion of the fieldwork.

Reporting Phase

In reporting phase. all the work and activities perfonned in the fieldwork phase are
compiled along with their results and then they are offered and discoursed with the
client. The chient should make action plans with timeframes and these plans should
address all the recommendations made by the audit staff in their report, The final
summary report is offered to the Senior Management and the Audit Commnittee for the
purpose of reviewing,

Faollaw-up Phase

Depending on the tmeframes mwentioned in the action plans. a follow-up is conducted
for making sure that the recornmended mensures are tmplemented.

Check Your Progress
Fill 1n the blanks:

|. The management can estabiish a separate department called
to keep 2 check on the effective operation of internal controls.

2. function is to prevent errors and irregulartics from occurring.

3. Duties are divided among people in order (0 minimise the

Contd. .
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4 The approval and awhonzation from the supervisory body infers the
of the activity or transactions carmed out by an employee.

L¥.)

The purpose of __ is to find errors and frauds that have already
taken place,

6. It s mportant that the employees of an urganization possess
of the duties and responsibilities assigned to them.

7. Anauditor can acknowledge the existence of an

8 Internal check is defined as a way of the
responsibilities and division of work among the employees of an
orgarization.

9. ln internal check a system is such constructed that the work of a
subordinate gets automatically checked by the

(0. The in the internal audir process is risk based audit plun,

. In . the audit staff evaluate the past audit work, go

ihrough the literature on the area under evalvation, create an mtroductory
review about Lhe unit budgeted. actual revenues and expenses.

12, 1s the lengthiest phase of the intemnal audit process

13 In__ . all the work and activines performed in the

ficldwork phase are cornpiled along with thesr results and then they are
presented and discussed with the client.

4. Depending on the timeframes mentioned in the action plans, a _
s conducted for making sure that the recommended measures are
implemented.

4.8 LET US SUM UP

Intemal control can be defined as a whole system of conirols including financial
and other aspects, created by the maragement of an organizstion so that the
business of the orpamzation can function in proper order,

Control environment is an integral part of intermal control system: hence i is
important to understand the meaning and factors affecting control envirosunent,

Planning aund maintenance of mternal control systen is the responsibility of
management

The management can establish a separate department called "Intermal Audit” to
keep a check on the effective operation of urtemnal controls.

In tntemal control. there are two types: preventive and detecuve contrals,

The pumose of preventive controls s the discouragement of emors and
wregulanties. Jts function s to prevent errors aed irrcpularities from occumng.

The purpose of detective control is to find errors and frauds that have already
taken place.

An organization must have a well-developed plan. The responsibilities must be
designated properly at di fferent levels based on operational hierarchy.

A record must be kept regarding the maintenance of conitrol over assets liabilities,
revenugs and expenses. A scientifically developed system of record procedures
must be considered.

78
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A managerial supervision 18 mandatory. Moreover. the organization's financial
operations and positions must be revised and reviewed on a routing basts.

e [0 the system of intemal control, the main concern of an auditor lies in the
evaluation of the internal control system established in an organizanon,

® The auditor may be able to know the scope of reliability on reports, records and
the certificates of the management.

¢ The implementation of internal check, unlike interoal conirol, can be done at all
levels of an organization, for instance, tactical level or operational level.

® Audit procedure can be defined as the techniques, tactics and steps undertaken by
the auditor m ocder o assess, veview and identify the inefficiencies in the
company’s operation,

® The main objective of audit procedures 1s to demonstrate the highly effective
approaches for conduction of superior audits of commercial and non-public
gntifies.

¢ in reporting phase, all the work and acuvities performed in the fieldwork phase
are compiled along with their results and then they are presented and discussed
with the client.

® Depending on the timeframes mentioned in the action plans, 2 [ollow-up is
conducted for making sure that the recommended measures are implemented.

4.9 LESSON END ACTIVITY

Prepare a report about the extent 10 which the auditor s respongible tor system of
internal control.

4.10 KEYWORDS

Inmernal Control: A whole system of controls includiag financial and other aspects,
created by the management of an organzation so that the busincss of the organization
can function in proper order

Control Environment: The averall attitude, awareness and actions of the management
with regards to tntemnal control system and its impariance in the organization.

Preventive Controls; A control system which i1s used to prevent crrors and
iregularities from occurring. They help in ensuring the fulfilment of departmental
objectives,

Security of Asset: A type of control, a restriction 1s made for accessing an equipment,
inventories, and securities.

Reviews of Perforimunce: A process of reviewing, certain informations are compared
by the management. These informations can range from current performance of the
company ¢ budgets, forecasts and other benchmarks.

Internal Check: Intermnal check is a way of desjpnating and assigning the
responsibilities and division of work among the employees of an organization. Internal
check can be defined in a limited way as it covers many aspects of an organization.

Audit Procedure: The techniques, tactics and steps undenaken by the auditor in order
to assess, review and identify the inefficiencies in the company’s operation.



4.11 QUESTIONS FOR DISCUSSION

1. What is iternal contru]?
2. Discuss the types of wnternal contro! in detail,

3 List out the characterisiics of a good intemal control system.

4. What is the role of auditor in internal coptrol svstem?
5. Differentiate berween internal control and internal check
6. Describe the mternat audt procedure.

Check Your Progress: Model Answer

I Ioternal Audet

2  Preventive controls

3. Rusk or error and nusappropriation
Verificalion and validation

Detective control

4
S
6. Good character and an in-depth understanding
7. Effective interaal auditing

& Designating and assigning

9. Supervising authority

10). Fiest phase

1}. Planning phase

12. Fieldwork phase

13, Reporting phase

14. Follow-up

4.12 SUGGESTED READINGS

A. Kumar, R. Sharma, Audinng: Theory and Practice. Atlantic Publishers and

Distmbutors, New Delhi.

S. K. Baosu, duditing. Principles and Technigques, Pearson, New Delhi,

Ravinder Kumar, Virender Sharma, Judifing: Principley and Pracuce, PHI Learing,

New Delhu.
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5.0 AIMS AND OBJECTIVES

Afier studying this lesson, you should be able to;

e [Expiain meaning and concept of vouching

e Discuss objectives and importance of vouching

e Differentiate berween vouching and routine checking

® Describe the general principles of vouching and concept of voucher
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5.1 INTRODUCTION

Afier judging and recording the system of intemnal control, one 15 able to acknowledge
the weak and strong points of the organization’s system of internal control. In the next
step, he will be able to make a plan regarding nature and limits of the audit tests. be
needs te perform. These andit tests are executed regarding accounting transactions of
the organization. o the concept of audit system, the most fundamental aspect 1s to
create such au audit programme through which the demands of various accounting as
well as contrel systems can be fulfilled.

The ditferentiation between transaction ftests must be crealed. The tests are to he
applied on strong aspect of internal controls. There may be some necessary deficiency
in the internal confrols, which may bave an effect on the opinion and judgment of the
auditor regarding accounts. In thus circumstance weakness tests are applied.

The follawing ‘planmung audst lest” diagrami may be taken into consideration for the
ctreumstances discussed above.

Evaluation of intemal control systemn

v

Individual comrol

y
+ v

Strong Weak
T:'ausatilion test Could sigmficant errar poonr
Satisfactory Unsaiisfactory No ‘}’i:s
Repon to chiemt Weakness rest
Normal vear end work Extended year end work  Satisfactory Uinsatisfactory

Soarce: dips-fiwww safarirooksanhne com/library/view/auditing -pnngiples-
and/Q7RYII250] 447 chimd/chaprter003. xhiml)

Eigure 5.1: Transaction Tests

The vouching approach is crucial jn every audit, but it must be adopted after taking
into account a careful consideration of its results. In the process of audit testing the
auditor must be careful even after performing extensive vouching because there must
be possibility of his ipability to conclhide any assurance regarding the accuracy of
records concemtng other transactions that are not vouched.

Thus, in ordes to understand vouching it was necessary to discuss about the
transaction tests, as vouching mainly concerns with the transections of a business or
organisation. Let us discuss veuching in detail in following sections.

5.2 MEANING AND CONCEPT OF VOUCHING

Vouching can be defined as the examination of such documents which provide
evidence to support the auwthenticity and truthfulness of transactions which are



recorded in the books of account. Vouching is a technique meant to be followed by the
anditor while performing an audit in order to certify that the records of transactions in
the primary books of accounts are authentic and 1rue.

Vouching basically consists of:

e Verification of iransactions record, enclosed in the books of accounts along with
documents should be relevant to act as an evidence.

® The considered avthority is responsible for the entries that were made 1n the
accounts.

® Examination should be undertaken in order to confirm the mentioned amount 1n
the voucher has been dispatched to a correct account. It enables w discover the
nature of trapsaction which would disclose the narure of the transaction on its
wnsertion in the final statements of account.

Let us consider some important definitions of vouching,

“Youching 15 the examination of the evidence offered in substantiation of entries in
the books, incJuding in such examination the prool so far as possible tha no entrics
have been omutted from the books™.

-Taylor and Perry

“Vouching is a device used to prove that various transactions lor the period are fairly,
truly and sincerely reflected in the books of accounts™.

-Joseph Lancaster

Therefore, we can conclude that vouching is a echnique of suditing, Jt enables to
check the accuracy of the enfries contained in the books of accounts. The checking 15
performed on the basis of documents available for evidences.

5.3 AIMS OF VOUCHING

A successful audit can occur if the vouching conducted by the auditor s efficient, [F
the vouching is conducted 1p an efficient manner, the results will be autheatic and
auditor is able to judge his opinions accordingly, hence conducting a proper audit is a
necessity.

There are certain aims and objectives because of which vooching technique is
considered by the auditor. These aims are as follows:

® Checking if the records of transactions contained in the book of acocounts are
accuorate or hot as per the g¢vidences record in concerned documents or not.

® Tn camy out the verificatton about occurrences of frawd or errar duning the
recording of transactions.

e 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 revenue items
during recording of the transactions,

e Having a proper precision while reporting truthfulness and fairness of the
financtal information.

e Ensuring if the figures provided in books of accounts ate reliable or oot

e (Confirming that transactions which do not relate with the entity under audit, are
not entered in the books of accounts.

® Epsuring that the totalling. carrying forward and recording of the accounts are
accurate and true.

&3
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5.4 IMPORTANCE OF VOUCBING

The furst step of audifing {s vouching. Before commencement of his work, an auditer
has to go through an examination regarding entries in the accoumts books, Here,
vouching plays a crucial role by providing him a scope of correctness of books of
accounts. The correctness and authenticity of account records is tested by vouching,
On carrying out the vouching intelligently and cavefully the audit work becomes
hassle-free and easier for the auditor,

Vouching helps in locanug the frauds and ervors. Quoting the words of De Paula,
“Vouching Js the essence of auditing.™ Vouching is the hasc for success and failure of
aaditing.

Importance of vouching can be noted by following poetnts:

1.

Vouching is a reliable examination through which the entrics in original books of
accounts can be verified for ensuring the genuineness of the transactions. The
penuinencss of transactions depends un their authentication and comphiance with
the principles of accounting, The entries for recording account must be original
othetwise the final account does not show the truth and fairness aboui profit and
loss and other state of affairs in an organizanon. Thus vouching tests act as a basis
for process of accounting.

Vouching ¢nables an auditor to examine original evidences. He chiecks the entries
through examination of evidences in order to uuthenticate them. Vouchers play a
role by acting as a link befween trapsactions and entries. Pasticulars such as dates,
amounts, the names of paclies, etc.. arc found oat by vouching a transaction.
Therefore, the correctness of details 1s established by comparing the entrics in the
book of accounts with the final evidences.

Vouching helps in detecting errors and frauds at the imtial stage of auditing. The
errors and frauds can be easily acknowledged by checking entries with original
evidences. It ipitiates in assuming the uregularities and hence the preventive
measurces can be taken earlier for stopping any fucther immoral activity.

Vouching helps the suditor to be more alert regarding frauds and errors and he
gets 1o u position for taking suitable measures of preventon saving the
organization from joss. Thus he needs to perfarm vouching carefully because if he
loses out an important aspect he may be held liable for the cause.

5.5 DIFFERENCE BETWEEN YVOUCHING AND

VERIFICATION

Table 5.1; Difference beiween Vouchlng and Verification

Vouching Yerification

Vouching ts defined as validation of gvery
eniry in the books of account by conswleang
vouchers such as receipts, mvoices,
correspondence, contracts efc.

Verification is defined as the examination
regarding the exisience of asscts as per in the
batance sheel m the name of the company
and thetr praper values frrespective of any
charges.

In vonchiny the audilor ackmowledges what
should ke in existence.

ﬁ(

In verification. the auditor can acknowledge
the actual existence, hindrance-fee and
appropriate valuation of assets.

The enncern of vouching livs with all items of
income slatement and the balance sheet Jicms
cnduring change during the vear,

On the other hand, the concemn of verification
lins with all the iterms of balance sheet.

Conid...



11 15 performed out wath the help of vouchers. Alpng with vouching, venfication s performed
by checking the physical ewstence, valualion
and awnership of the assets.

. ey X { g s ; 8 :
Vouching can be camed out any tme durmg the | Verification can be camied owr after completion
year. of accounts and drawing out of balances

S ——— e —

Commencement of vouching for an asset is done | Asscis arc verified and their verification s
only once during the tile time of the assat shown m the balance sheet cvery vear.

= : |
In veniicaton the valuation of assets and
habaieeees is included

Vouching is the first step taken befare | Verification is the next step after completion of |
performing verification vouching.

There §s no inclusion valuatiom of assets amdd
liabilies in vouching.

5.6 DISTINCTION BETWEEN VOUCHING AND ROUTINE
CHECKING

Sometimes the concepts of vouching and routine checking are misunderstood to be the
same. In broader terms. routine checking is a parm of vouching. The scope and
objective of routine checking is limited to the books of accounts only On the other
hand, vouching mvolves checking of all totals, sub-totals, carry forwards, posting and
checking of all ledger accounts.

5.7 CONCEPT OF YOUCHERS

Vouching can't be camied out without vouchers. Vouchers are the internal and
extemal documentary evidences which are used for supporting the entries made in the
books of accounts of an organization.

To avail the documentary evidences, it 1s mandatory that every transaction has to be
recorded 1n the books of accounts. The documeniary evidences can he anything such
as a receipt, counterfoil of a receipt, resolution passed in a meenng, cash memo, pay-
in-slips, purchase invoices, minutes of a meening etc, Such types of documentary
evidences are called vouchers.

There are two types of vouchers, i.e., primary and collateral vouchers.

Primary Youchers Collateral Youchers

Collateral vouchers are those which are
unavailable m onginal. bur their copies are
available o act as evidence. These copies can be
used for the purpuse of oudit, These copicd
svidences are known as coliateral evidences. For
‘instanue, Copies of resolution passed at a
| meening, Xerox copy of demand drafis erc,

Primary vouchers are those, which eonsist of
wiinen evidence that is available m original. For
instance, purchase invoices, counterforl of cash
receipt ele.

Vouchers can be of two types on the basis of sources of documents, i.e., intemal
vouchers and external vouchers.

i Infernal Vouchers External Vouchers

Vouchers which ongmate within the organisation | Vouchers wiluch originate from the outside
are called as wmemal vouchers. For instance- | sources are called a5 extermal vouchers, For
sales involces, mimites book of board mestings, | instance, morgage deed. bank swatement efc.

batcn’ai requisiiion shp et —l

5.8 INTERNAL AND EXTERNAL EVIDENCES

e e ——

There are two types of evidences that can be obtained from a voucher, i.e.. internal
evidence and extemnal evidence.

BS
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foternal Evidence

External Evidence

imernal evidences are such documents which are
crzaied and used within 1he client’s orpanisation
and never used outdoors of the organisation. For
mslance- duplicaie safes invoices, emplovea’s
time reports, purchase requisitions, minute books
ete, These dociwnents are preparcd m the normal
course of organisation amd they arc a part of

Eirmmal evidences ace the ones which uriginae
from ouldeors of the clien’s organisation. For
mstance- payee’s receipl, lease agreement, bank
stalement cte Al rimes, in some ransactions the
external evidence is acquired by the auditors
directly such as 2 confirmation of bakinces fromn
dehtors and credirors.

records ot the cancem.

For an audttor, extemal evidences are more tehable than internal evidence. Both types
of evidences, gither internal or external must be exposed fo svitable examination. A
validation should be attained for these evidences. A lack of validstion will make the
auditor to make a further investigation i order to arrive at the fact.

5.9 GENERAL PRINCIPLES OF VOUCHING

The auditor needs to follow certain principles while performung vouching in order ta
get appropriate and effective results.

e During the vouching of a transaction the auditor must provide a verification and
authenticity of the transacuiton. He must chech if the amount thal has been
recorded is accurate and the accounts are classitied praperly or not.

® The voucher which has been checked already by the auditor must be marked with
a stgn (n order to avoud ifs use Tor Aclitious rransactions.

® Auditor must note that the concerned authority or the officer has authorised the
voucher or not.

® In case, any vaucher is found altered, the concerned officer’s initials must be there
to support it.

e The auditor must note if Lhere is a proper distinctivn made between capital and
fevenue ttems or not.

@ He must note the date of the voucher is cocrect or not as per the accounting pertod
of thal voucher.

& Auditor must ensure that the voucher is created in the clienl’s narne.

¢ Auditor must check shat all the relevant documents which would have heen
gxpected to be received or created while the transactions have been entered.

e The nature of the receipt or payment which 15 dispatched to its concerned place.
on its insertion in the final accounts, can be disclosed by checking alteration in
amount of the voucher in the transaction.

® Every voucher must be dated and numbered senally.

@ In the receipt, the amount 1ust be mentioned in words and figures both. If any
difference is found, then the auditor must investigate,

® It case apy voucher is missing. the proper explanation roust be asked for it by the
concemed official. In case, the explanation tuens oat to unsatisfactory the
jivestigatton must be carried out further.

5.10 TEEMING AND LADING

Vouching is challenged by teeming and lading. These are the methods carried out 1o
misappropriate cash. Misappropriation of cash is done by making false entries which
are rclated to a tramsaction, which results in cancetling of further entries until such



fraud is discovered. This sort of method is also called as “delayed accounting of
money received™ as this method conceals the shortage througli delaying the recording
of cash recemts.

To deal with these challenges, the auditor should take the following steps as a part of
vouching technique:

. Verilicatiun of the debtors® ledger, mainly those debtors who are paying their dues
m part payments.

2. Collection of the balance confirmation certrficate from debiars, whose accounts
are shown as due,

3. Evalvation of the effictency of the internal check system 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 angd the amount of bad debts to be written off,

5. In case of suspwcion of a fraud that has already been committed, anditor must
perform a verification of those transactions whicli are shown in the cash book as
deposited into bank and check reconciliabon statement of the bank.

6. Sending the statement of accounts to the customers, whose accounts have been
shown as due, mentioning a request in case if any discrepancy in the statement of
account, the auditor must be contacted by the customer as soan as possible.

5.11 VOUCHING OF DIFFERENT TYPES OF
TRANSACTIONS
There are various Types of transactions in vanous organisations. Thus, vouching also

differs as per the different aspects of different orpanizations. There are following types
of vouching on the basig of organization and its aspecis:

. Vouching of capnal expenditure
a. Land and building
b Assets acquired op H.P. system

¢. Trademark and copynight

2. Vouching of Investments
3, Vourhing of borrowing from banks
4. Vouching of Trading Transactions

a. Credit purchases
b. Credir sales
¢. Consignment sale
d. Goods an sale or remurn
5. Vouching of cash book
a. Collection from debtors
b. Interest and dividend received on investments

Some of these types of various trapsactions have been discussed in tables given an
pext page. There is a wide range of areas where vouching is performed as per the
requircments of the transaction. The auditor has to deat wilh every transaction in every
field differently. Thus vouching performed for one partigular orgaaization or its
transactions cannot be applied on the other.

87
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5.11.1 Vouching of Capital Expenditure

Capital expenditure is the expenditure which relates to purchase of fixed assers. For
vouching these types of trapsactions, the authenticity of the transaction. should be

checked.

Lapd and Building

Documents to be Cheokied

Duty vf the Auditor

s Tille deed

propeny
s Broker's note
s (Contrac
s Reeeipts
»  Architecl's cerulficate
» Fixed asset register

* Minutes of the directors meeting

= Morgage decd in case of morgaged

» In case the Jand or building is freehold, auditor must
verify it with the owner’s title, In case of Jeasehold,

the auditor must cxamine base deed. |

s The checking of contract i case, the property s
purchased direcily from the vendor.

e Dvammation of ownership fude of the property m
favour of the chent.

= Verification ol incidenral charges e.g.. registranon
gxpenses of the property along with proper
decuments and receipts. Examination of
capitalisation of these expenses.

¢ Examination of contract of the consmuciion of a
building for business purpase.

+» Confirmaton of the cost of construct and architeet's
cenificare,

5.11.2 Youching of Investmenis

An example for vouching of mvestments is as tollows:

Documents to he Checked

Duty uf the Auvditor T

. Broker’s pucchase note
. Letter o alloyment and calls

. Bunk passbook
- Receipts

L e

6. Director's meeting minute book

. Share cervificale or debenture certificate

.

. Examination of investment 08 per accosdance wirh
the gaverning laws. Acknowledgements about the
goverming  provisions  of the Compames  Act
reganfing investment arc followed or not.

2 In case the invesiment is purchased by a broker,
auditor mus! venty the price paid as per the hroker's
till and receipl.

3. In case the investmen is purchased through banks
auditor must check bank passbaok.

4, The anditor must confirn the approval of the board
for the purchase of investments, on the basis of the
Directors” meetippg, minite book.

5, He must perform a verification about the ftle of 1he
inveslment by considering the regisier for confirm
that the investments porchased have been wansferred
m the name of the company.

5.11.3 Vouching of Borrowing from Banks

An example of vouching of borrowing from banks is given as follows:

T

Documents to be Checked

Duty of the Auditor ]

L. Certificate fromy bank for securities
deposited

. Minutes of the Board meeting

. Bank statement

. Lener af loan sanction

. Bank passheok

L e L B

1. The auditor should conlimm about the bype of the loan
foverdraft irmits or cash eredits} from the Jetter of
toan sanctioned from the bank.

2. Confirmation ahout the last-mentioned balance. The
confinnation can be donc by gaining a cerificate
from the bank that dJisplays the balance in the
accounids as it was gt the end of the year.

Conid ..



3. Anain confirmation about the centificate taken from
the bank winch demensimtes the pariculars related
w securites deposiied 0 the bank as a sesunty fos
the loan. He must lurlder conlirm that the same has
been disclosed appropriatcly and wepstered properly
wilh the Regisirar of Companizs. And a record has
been maintained in the register of charges

4. Verifymg the authority which is converncd fou
rasimg the [oan,

i

. Confirming any discheying of restniclions enclosed
in Section 223 of the Companies Acl concerning the
dercrmined amount of ran that the comipany can

l raise,

5.11.4 Vouching of Trading Transactions

Documenis to he Checked

Credit Purchases

Duty of the Auditor

. Purchase invoicys
. Comics of onders placed

law K

Goods teceived nole

“

Copics of challans from suppler

A

Goods wmward regrster
6 Stock records

5.11.5 Vouching of Cash Book

o

Collection from Debtors

1. Auditor must confirm that the purchase book is
properly mawtained by emtening all purchase
mvoices in it Mareover, fiv must cheek thw gonds
have actually been recetved by the chent as per the
goods entered in purchase bouks.

2. He must carry ouwt an ¢xaimnation of the intemal
eheck system of the company and note thar the
purchase bock conains 3 record of only ¢redn
purchases of poods.

} He mosgt confirn 2 responsible  person  has
sanctionzd the purchase of poads winch are under
the organizitions dealing.

. He muost check that goods purchasco have been
actually received by the client or net. He can
consider the goods mward repister, stock reconds
and challan from the suppiier. These ducuinents
Tust be authunsed.

A

5. He wnust serivusly and carefully cynsider the
purchases camed owt in the first month apd last
month of accoontmyg,

Docuwments {o be Checked

| Sales invosces

2. Receipts issued 1o custumars

3 Smtement of customer’s accounts

4 EBxisung and past discount chart

5  Corrempondence with the customers

Du_r_v of the Auditur

The auditor should first check cash memo i issoed 1o
the customer; a counterfoil or carbon copy of such cash
memo which is kept by the teceving clerkh. The suditor
mus! venly the received amount from cusiomers on the
basis ol counterfoils ar carbun vopies issued

The zuditor must check if the amoum teceired from
costomers has beem enterod i the cash book on the day
of recetving or not.

He must ensure i the receipts we numhbered senally oe
not. In case any recept i»> mussing, the concemed
officials must be asked for cxplanation

IF the auditor ts suspicious he s [ree 1w conmet the
custamers directly with the approval of ihe ¢liemt 1n

| order to verify the receipt of cash from them

SRRt T e——
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96 Tnterest and Dividend Received on Investments
Amlinng,

Documenty t¢ be Checked Duty of the Auditor
Bagk statement t. Dunng ihc vouching of dividends, the auditor must
Dividend warrants carry out a checking regarding dividend warrani

counterfous and covenng letters which are received
along with the cheques.

in case the collection of dividend and interest is
dong [rom hank, the auditor must perform
vetificarion of the amount frum the bank statement.
If the warmant 15 received and the amount is not
vollected, the auditor has to ensure that il has been
shown as cheque yet Lo be collected

Schedule of securitics
Agreement with party

A L e —

o

3. In case of vouching interest, the audhtor must ensure
checking the Ffxed inwerest beanng secury
slatement. The bank passbook must be checkad in
arder to cheek interest on bank deposit, In case the
interest s on the loan given to a party, the auditor

! can check the aprezment berween the company and
concemed party.

4. The auditar must ensure that ail inerest which fs
received and collectad is accounted in the books and
shown properly in the balance sheet,

Check Your Progress
Check Your Progress
¥ill in the blanks:

1. In the concept of audit system. the most fundamental aspect 1s 1o create
such an audit programme through which the demands of various
can be tulfilied.

[

Vouching can be defined as the examination of such documents which
provide evidence to support the of tansactions which are
recorded n the books of account.

3. One of the aims of vouching is ensuring the exstence of a proper
distinction  between items during recording af the
rransacuons.

4, Vouching helps in lacating the

3. Vertfication can be camed out after and drawing out of
balances.
6. Routine checking is a part of
T are called vouchers.
8. There are two types of vouchers, i.e., and vouchers.
9. Vouching is challenged by the
512 LET US SUM UP

® Accounting is an extenston of bookkeeping. Where bookkeeping ends, accounting
begins. Bookkeeping records the business ansactions in account books,
accounting aims at recording, classifying and summarizing the business
transactions in a useful manner,



® Accaunting 15 a base and with s help, various returns, documents, statements,
ste., are prepared.

& The main objective of accounting is to maintain 2 complete and systematic record
of business transacuons.

e Accounting provides useful and meaningful nformation to these who have
miterests in the business,

& A proper accounting system is essential to any business whether big er small in
arder 1o manage its daily functions and keeps the business running sucuesstully

®  Accounting information helps users to make better financial decisions. Users of
fMnanetal information may be both internal and exiernal to the organization.

® Accounting Information System (AJS) is a system 10 which the decision makers
consider the data related to finavice and accounts that has been collected, stored
and processed. Generally, this system is computer-based and instigates to keep a
irack of activities related to accounts with the help of resources obtained from
infermation technology,

& The maiching cancept suggests that the revenue eamed n an accounting year s
matched with the expenses incutred during the same period to generate that
revenue.

e Human Resource Accounting means the accounting for human being as now in an
orgamization human being is treated as an asset like other physical assets.

® Double entry system is a system wherein every fransactton s being recorded n
two different ledgers account.

® All accounts of the enterprise are broadly classified into two categornes, viz.
Personal accounts and Impersonal accounts. Impersonal accounts are farther
classified into two categories, viz., Real accounts and Neminal accounts.

5.13 LESSON END ACTIVITY

When financial accounts records all transactions related to a business then why there
are different branches of accounts? Prepare a report siating the importance of branches
of accounting and give a preseniation on it

514 KEYWORDS

Vouchers: The documentary evidences such as a receipt, courterfoil of a receipt,
resolution passed in a meeting, cash memo, pay-in-slips, purchase invoices, miautes of
a meeting etc.

Internal evidence: Imernal evidences are such documents which are created and used
within the client’s organisation and never used curdoors of the organization.

External evidences: External evidences ate the ones which originate from outdoors of
the client’s orgamisation. For imstance, payee’s veceipt, lease agreement, bank
statement elc.

Teeming and lading: Misappropriation of cash done by making false entries which
are related fo a transaction, which results in cancelitng of further enmies until such
fraud is discovered

Capital expenditure: Capital expenditure is the expenditure which relates to purchase
of Bxed assets. For vouching these types of transactions, the authenticity of the
transaction, should be checked.

21
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Auditing 5.15 QUESTIONS FOR DISCUSSION

Define accounting, What is the need of accounting?

Explain the meaning and concept of vouching.

What are the aimns and objectives of vouching?

Explain the importance of youching.

Differentiate between vouching and verification.

What are the differences between primary and collateral vouching?
Distinguish berween internal and extemal evidences.

List the general principles of vouchiug.

S = R S U S

Explain teeming and lading and provide the steps that can be taken to avoid them.

s
v

. Describe vouching in different types of transactions.

Check Your Progress: Model Answer
Accounting as well as control systems
Authentictty and mithfulness

Capiral and revenue

Frauds and errors

Completion of accounts

Vouching

Documentary evidences

Primary; coflatera)

T N SR

Teeming and lading
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6.0 AIMS AND OBJECTIVES

Afler studying tius lesson, you should be able to:
e FExplain (he meaning of veri{ication of assets

e Discuss the importance of valuation of assets
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® Distinguish between venfication and valuation

® FExplain the general principles for verificanion and valuation of assets
® Discuss the verification and valuation of assets

e Elshorate the verification of investments

® [xplaia the verification of liabilines

@ Discyss the events occurnng after balance sheet date

® Explain the window dressing — a challenge fo verification

6.1 INTRODUCTION

Among other duties of an auditor. the most important one 15 to vernify the liabilites
and assets as per the balance sheet. He is supposed to not only analyse the arithmetical
accuracy of the transactions in the books of accounts bur also check the record of
assets in the balance sheet as per their actual extstence. In case he Rils in verification
of assets he can be held liable for the damage on the client’s pact. Thus it is important
to understand the meaning, importance and processes of verification as well as
valuation of assets,

6.2 MEANING OF VERIFICATION OF ASSETS

Verification ¢an be defined as the proof that contirms the exisience of assets and
liabilities as per the date mentioned in the balance sheet. Verification generally points
towards the verification of asseis of any concern, which can be performed through
examining the value, ownership, existence and possession of any asset.

“Venfication of assets implies an enquiry into the value, ewpership and title, existence
and possession and the presence of any charge on the assers™.

-Spicer and Pegler

Therefore, we can conclude that verification is a process, in which followtng aspects
are included:

o Valuation of assets according to its proper value
e Ownership and title of the assets
e Confirming the existence of the assets

e Satisfaction of the situation that they are free from any charge or morgage.

6.2.1 Importance of Verification of Asscts

The importance of verification of assets is as follows:

e Verification proves the extstence of asset,

e [t confirms the value of asset as per the balance sheet,

®  After vouching, the verfication of assets sets the originality of existing asset and
confirms that its entry is done properly on the same date when it was purchased.

e [0 case the balance sheet is found to be incorrect regarding the asset’s value or it
mentions any asset that does not exists. then it will lead tw incorrect profit and loss
account. Thus, in order to prevent such loss, aaditor must carry out the venfication
of assets.



®  Auditors’ duty under the Companies Act has been extended hy the promulgation
of the Other Companies {Auditors Report) Order, 2003. issued under Section
227{4A) of the Companies Act.

6.2.2 Problems in Verification

Since. in the absence of proper verification of assets and liabilities the auditor faces
the problem while certifyiag the balance sheet, The balance sheet is the only reliable
source for him o acknowledge the true and fair view about the state of affairs of
business. It is impossible on the part of the auditor to carry out verification under his
responsibility and according to his own knowledge and expertise.

For example, suppose an auditor needs to carty out a vertfication of stock-in-irade
when the accounning period ends. [t will take a huge amount of time for him to
complete a process. Moreover, an expernt will be needed for helping him. There are
some assets that do not exist physically, such as goodwill, patent. copyright,
trademarks etc., hence in these srtuations the only basis of verification ts the limited
documents which are available.

“It 1§ no part of an auditor’s duty to take stock, No one contends that it is. He must
rely oo others for the details of stock-in-trade”.

- As per Kingsten Cotton Mills £2d. Case (1896)

Hence on the auditor's part. no breach of duty can be applied. Since he cannot take
stock himself and in case suspicious circumstances are not caught, he is free to accept
a stock ceruificate. The stock certificate must be approved by a trusted official of the
company.

6.3 MEANING OF VALUATION OF ASSETS

Valuation of assets means to examine the valuation of assets in order to check their
accuracy and propriety. The assets are examined on the basis of the balance sheet of
any concern at the end of the financial year.

Therefore, we can consider valuabon as an operation, in which {ollowing aspects are
included:

® To obuin each and every necessary infonnation that is pecessary regarding
vafualion.

8 To analyse every Tigure which is avalable.

® To confum the fact that the valuation is being carmed out as per the conventions
and accounting principles that is accepted generally.

¢ To ensure while valuation from vear to vear, the methods are being followed with
consistency.

¢ To obtain an opinion about the accuracy of valuation.

6.3.1 Importance 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 ascerain the original cost, certain well-defined ways of valuation are meant to be
followed. Thus, valuation pravides a true and faic cost of assets.

g5
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There are two basis on which the asse(s are valued;

|, Guing concern: 1o this methed, finding out and calculating the cost of acquisitton
of the voncerned assets 15 imporant. Moreover. the rate of depreciation must be
provided.

Break-up value: Thus method is considered during the wounding up of comnpany.
Through this method the assets are valued at their realisable value,

ks

Therefare, there are different ways to detenmine the value of an asset. These ways can
be adopted as per suitable 1o the auditor.

The auvditor has to apply his knowledge and skill for assessing the value of each asset
with a vision to approve its truth and faimess. He must regard the general principles
for valuing the assets.

As per the view of Lancaster “ap auditor is not a valuer and cannot be expected to act
as such. All that he can do is to verify the original cost and to ascertain as far as
possible that the carrent values are fair and reasonable and are in accordance with the
accepted cormumercial panciples™.

Therefore. valuation acts as an important part of every audit. When the valuation of
various assets and ltabilities is done correetly, the balance sheet provides the comrect
and fair view. The auditor necds to check that the assets and liabiltties that have
appeared in the balance sheet do exhubit their proper value.

6.3.2 Problems in Valuation

There are vartous problems which can he faced by the aaditor during conducting the
valuation of assets and liabtliies, These problems have been stated below:

1. Chaoracter of the assefs: Sometimes it becomes impossible to ideatify what type
af character does the asset shows for the purpose of valuation. It can cither be a
fixed assct or a current asset. The process of valuation for each of these types of
asscts differs from each other.

[ ]

Use of assets: Sometimes a sarne asset (s made available for sale and used again
1 the osganization. In this case, the provess of valuation depends on the nature of
use of that asset. for examplc. stock of fumiture.

3. Estimated life: In case of fixed assets, their life is uncertain. Hence the valuation
iz done on the basis of an estimated life of those assets, The lives of the {ixed
assets are nor certain. The vsluation of these assets is made on the basis of
estunated life of the assets. Though, detenmining the estimate of asset’s life 15 not
easy.

4. Eventual problemns: The auditor may face eventual problems as he is unable to
consider the events which have taken place after the balance sheet date. This
situation can have an tmpact on the valuation of assets.

LA

Lack of information: The other problem faced by the auditor is that he cannot
possess all the relevant information. Tbese are such information which can be
needed for taking into copsideration by the auditor for determining the value of
assets,
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6.4 DIFFERENCE BETWEEN VERIFICATION AND

Yeaiteation and Valuanon

VALUATION
| Verlfication \' ntuation
Verification is defined as the checking | Valuaton 5 delfined a5 3 process for |
of the asse1s as por shown o the | dercrmination of proper values of asscts and
Meading balance sheet 1 mus l'-c in the name | Labelities a2s per menttoued in the balance
of business, 1 they exist ar not, or 15 | shecl.
shere any charge on i 2ic.
To check apd nvestipnie  about | Te check and decide fee approprate values
Purpose cxistenee, ownershup and possesstgn of | of asscts according tis pringiples which are
the asscels. generally aceepial,
The type of assets and liabitities are | There 15 no particular basis for valuation of
Basis the basis of verification, an asset. The valualion depemds upon the
L_ typc of asser wl habilities.,
In casc of verification, the anditor is | In case of wvalvaton, an auditor st
Certificate | upable 1o get an access of e | mandatorily anamn (he cortificates regarding
certiticutes which verify the asscis and | the valuation of assets. The caitificaie is
hzhilities. meant to be obamed from the ofTicer who s
responsible for the husiness unit
Vourhing | Vouching 15 sncluded in venfication. f it does net wre lude voucherg

6.5 GENERAL PRINCIPLE OF VERIFICATION AND
VALUATION OF ASSETS

The foltowing are the general principles which are required 10 be consitlercd by the
auditor tn contucting venficanon and valuation of assets in an orgausation:

¢ The acquired asset’s cost must be verified along wah wither us purchase
agreeinent or with the ownershup nghts. Moreover, the receipts of the selter m

respect of the price paid should also be verified,

The expenditure on newly purchased assets shoukl be venftied. Moreover, w case
of renewing or replaciug the old assets, it should be made sure that tlir details
have been recorded in a correct manner. The verification and recording must be
done as per the method which has been followed geperully.

It 18 important 1o check (he agreement of purchase and ascenaining the paud
amount 1o case when the assets of a poing concern are taken over by wnother
concern.

Cn the sale of an asset, the sale process must be vouched w order to refer the
agreement 1n which the tenus and conditions, counterfuils of receipt 185ued by the
seller or any other avaifable evidence are included.

In case of sellog a fixed asset through which a capital profit 15 eamed, then ths
capital profit must be transferred to capital reserve, Though the limit of the profit
is related only 1o the original cost. yet any profit or loss is bound ta be recorded m
the profit and loss account.

it must be verificd that the fixed assets actually exist cither by physicaily
mspectmg or by making a comparison between the particolars of the ussets and
the asset register. It helps in confuming that particulars entered in the schedule
which is attached to the balance sheet show the similar detasls in the asset register.
Mureover. the total value must reconcile as per according to the general ledger
balances,
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6.6 VERIFICATION AND VALUATION OF ASSETS

Venification of asset is an essential audit technique. Usually, the scope of this
technigue is limited to:

® [nspection of assets
® Set of informaunon about the property.
Through verification, the auditor must affurm the following:
% The resources are in existence on the date of the balance sheet.
< The concerned assets are obtained for use in the company.
+ The resources have beep brought under proper authority.
4 The concem bas got the nght 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 balauce sheet.

Verification of assets is primarily the 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 the ability to acquire in their review, They
can ascerain the worth of their resources where they need to be contained iu the
batance sheer. The auditor iz only anticipated to employ his skill and experieace
estimating the value of every strength with an opinion ta affirm that they're honestly
and fairly disclosed in the balance sheet. To apply verification methods, we can divide
the resources into the following four classes:

1. Geodwill, patent, trademark, copyright, etc..

2. Fixed assets, viz, land and building, plant & machinery, accessories and furmmre,
motor venicles, etc.

3. Present-day assets vir. stock-in-trade, sundry debrors, prepaid expenses aad
accrued imcomes, cash, and bank balances ete.

4. Fictihous assety viz. preliminary expenses, discount on issue of shares or
debenmres. etc.

6.7 VERIFICATION OF INVESTMENTS

In executing an audit of investments, the auditor should aim at amassing adequate
audit evidence to guarantee himself in regards to the existence, ownership, avaluaton,
and property of investment in favour of the customer.

The following aspects are important in this respect:

8 FEvsience: The auditor should confirm that mvestments are shown on the balance
sheet exist on the date of the balance sheet.

® _Assets: The auditor should assure humsell that investments shown in the balance
sheet are all possessed by the venture,

8 Accounting documenis: He must assess the trades of acquisitions. disposal, efc.,
of their \nvestments throughout the accounting period ta be able to canfirm as to if
they are appropriately listed in the bovks of account.

e Valuation: He must affirm that investments are stated at the balance sheet in
appropriate leve! based on the recognized accounting principles.



® Disclosure: He must also affiem that investiments are correctly categorized and
disclosed in the fipancial statements in lme with the recognized accounting
fundamentals and applicable statutory requirements,

e Internal management: The auditor must assess the internal control processes
regarding investments ta be able to ascentain the nature, timing, and extens af the
procedural aspects. Virtually all of the busmess and bysiness undertakyngs have
invesmments of different kinds. Im the event of investment and finance companies,
the quantity of mvestment represents a significant porticn of the overall assets of
this concern. For verification and evaluation of investments, it may be broadly
categorized intn quoted snid unquoted investments,

6.7.1 Quoted Investments Verification

The auditor must physically inspect the investments. it needs to be physically
confirmed on the previous date of the accounting year. If the investments aren't in the
ownership of this thing, a certificate ought to be abtained in the pary involved.

The auditor needs ta assured lumself that the name of these investments is in the ntle
of the custamer ttself

The sale and purchase of mvestments must be confinned about the agent's comract
note. invoices of cost, etc.

lo the event the quantity of sale ar purchases of investments are large, the auditor
should assess the cost about stock market quotes. The auditor must aiso mspect tbe
applicable provisiens of Sectien 227(1 A} and also see thai a pravider not having an
investment or banking firm, whether so much of their assets of the company as
represented by stocks and debentures are sold ar a cost less than that where they had
been bought by the business. He must also affirm that cthe applicable conditions of this
CARQ. 2003 are duly complied with in this respect.

The auditor needs fo satisfy hunself thar a proper value of mvestuments 1s correct and
the financial statements disclose the same, accordingly to the recognized accounting
policies and practices and applicable statutory requirements. He must examine if in
cafculating the price of investments, the cost incurred due to transport charges, stamp
duty, etc., 1s included in the expense of investment. The auditor tmay determine that
the market values of invesuments are in agreement with the real marketplace reponts or
stock market quoies. To judge the general reasonableness of the total spent, the auditor
may assqciate the amount together with all the preceding year's amount and compute
apprapriate ratios.

6.7.2 Unquoted Investments Verification

The auditor should determine the ability of this enterprise lo create investmemts by
analyzing the memorandum of association in the event of invesiment with a business,
to make sure that the investments aren't ultra-vires the provider. He must also
determine that all af the legal abligations concemning the purchase of investments are
duly complied with. Where investments are in massive amounts, the auditor should
get the progam of secunties licensed hy 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 awditor must check all of the investment at once. lnvestments are obviously a
hierarchical character as well as their affirmation at precisely the sanie time eliminates
the threat of their substitution for others.

The unguoted siocks held as investments must be valued at cost. Bul if on account of
the most recent annual accounts of these companies, the stocks of which are kept as
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nvestment along with the dividend docaments of these businesses. it laoks like there
has happened a permanent and substantial decrease i the valoe of investments, more
appropiiate supply against such collapse in vajues ought to he made. The auditor
should affirm that compliance. Unquated shares and debentures must be revealed at
the balance sheet befow the original mind "lnvesiments™ on the asset side, indicating
the manner of evaluation and the aggregate quantity of their unquoted shares and
debentures must also be mentioned.

The auditor should affirm that Ffaimess and preference shares are displayed
individually as well entirely paid up and partly paid shares being distinguished. In the
event the shares or debenfures are stored at the subsidiary of the business, the auditor
must guarantee that ihose above ought to be shown hencath the sub-beading
"Investment in subsidiaries.”

6.8 VERIFICATION OF LIABILITIES

The verilication of lrabilites is of equal significance because of an advantage. The
audifor must satisfy humselfl that, requirements whether contingent or existing have
been correctly determuned and disclosed in the balunce sheet. If obligations are
overstated oy understated, the halance sheet won't represeot a reasonable view of the
state of affairs of the business. Hence, the auditor must ensure the followiag:

s That ohligations shown in the balance sheet are now payable.
e That all obligations are accurately recorded in the novels recorded.

¢ Obligations must be paid because of the logicaj cperanons of the organization,
and the nature and extent of contingent Labilities were revealed in the balance
sheet using a footnote,

To apply affinmation technique, we can divide the abligations into the following three
classes:

® Fixed or long-term obhigations, viz., share funds, debenwres, the long-term loan
from the bank and other financial nstimtions, ctc.

¢ Present-day obliganons

e Contingent obligations wiz., contested hability of earnings tax swts pending for
compensation elc.

6.9 EVENTS OCCURRING AFTER BALANCE SHEET
DATE

The Accounting Standard- on 'Contingencies and events occurring after the balance
sheet date' is about the treaument of emergencies and events which take place afier the
balance sheel date in financial statements. In accordance with the announcement,
evemts occurring afier the balance sheet date are such important evems that can be
both favourable and unfavourable, and take place between the balance sheet date and
the date on which the Board of Directors accepts the financial statements o the case of
a basiness and the event of another thing lrom the comesponding approving auwthority,
A number of these developments may necessitate alterattons to asseis 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 which take place after the balance sheet
date which offer added advice materially affecting the conclusion of the numbers
regarding conditions existing at the balance sheet date.



Example

Ap adjustment could be made for bad debt, and this can be supported by the
bagkruptey of the chient, which happens following the balance sheet date.

6.9.2 Non-adjusting Events

Non-adjusting evenis are those events that have no relation (o prevailing conditions at
the balance sheet date. But, the disclosure of these facts is usually made if these
signify different changes affecting the presence of the business in the balance sheel
date.

Example

The destruction of the main region of the mill building with fire afier the balance sheet
date won't need any alteration in the balance sheet because no circumstances occur on
the time of the balance sheet.

6.9.3 Other Events

There's another category that happens after the balance sheet date must be reflected in
the financial stutements due to statutlory requirements or due to their distinctive nature

Example

The dividend proposed or declared after the balance sheet date inm respect of the time
the financial siatements covered.

6.10 WINDOW DRESSING - A CHALLENGE TO
VERIFICATION

Window dressing mught be defined to reveal the ratio position favourable. The
position is showp that it appears t¢ be much betier than that which it s when the
window is emhraced in staterment demonstrations. [t's more of a misrepresentation
compared to fraud. Window dressing can be practiced at almost any one of the
following manners:

e Deferring purchases, i.e., buy a year can be revealed as of next year making
extensive drive to your collection of book debts to demonstrate the book
equilibrium {avourable racording incomes to the rext year,

® Ahead of Time in the balances of the present year showing borowed capnal as
long-tern debt capial 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 inputiing none
existent items of purchase yields and eamings retum.

® Implementing secret reservations throughout the depression penod without
making the iruth known to the shareholders.

He must observe that no efforts are made by the customer to embrace window
dressing. 1t mught occasionally happen that the chent may demonstrate a definite
advantape in the newspaper only that, in reality, doesn't exist physically. Window
dressing 18 an abstacle to this job of affirmation that ought to be confronted from the
auditor through running of successful verificatiou function.

[§43]
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Check Your Prozress Sl

Fill i the blanks:

I. When the valuation of various assets and liabilities s done cortecty, the
provides the correct and fair view.

i~

Vouching is included in

3. The anditor 15 not able to get of verification of assets and
liabilities.

4. events are those events that do not telaie ro conditions

existing at the balance sheet date,

6.11 LET US SUM UP

Verification can be defined as the proof that confirms the existence of assets and
Liabilities as per the date mentioned in the balance sheet,

After vouching, the verification of assets sets the originality of exisung asset and
confinns that its entry is done property an the same date when it was purchased.

Since, in the absence of proper verification of assets and Habilities the anditor
faces the problem while certifying the balance sheet. The balance sheert is the only
reliable source for him to acknowledge the true and fair view about the state of
alfairs of business.

Valuation of assets means, to examine the valuation of assets i order fo check
their accuracy and propriety,

Prmarily, the auditor has to verify the original cost of asset and make a
confirmation, in every possible case that the verified cost results m fair and
reasonable valuation.

There are various problems which can be faced by the auditor during conducting
the valuation of assets and liabilities. Some of them are character, use, estimated
life of assets.

The acquired asset’s cost must be verified along with cither its purchase
agreement or with the ownership rights, Moreover, the receipts of the sellex in
respect of the price paid should also be verified.

Verification of assets is primarily the duty of the management. They're predicted
to have a far greater undersianding of the resousces of the company as regards
their state, place, etc,, than what an outsider may have the ability to acquire in
their review.

In executing an aadit of invesiments, the auditor should 2/m at amassing adequate
audi! evidence 1 puarantce himself in regards to the existence, owuership,
evaluation, and property of investment 1 favour of the customer.

The vevification of habilities 15 of equal sigoificance hecause of an advantage.
The auditor must satiafy himself that, requirements whether contingent or existing
have been correctly derermined and disclosed in the balance sheet.

Window dressing might be defined to reveal the ratio position favourable. The
position is shown that i1 appears to be much better than that which it is when the
window is embraced in statement demonstrations. 1t's mote of 3 nusrepresentation
compared to fraud.



6.12 LESSON END ACTIVITY

Select any two companies of different sectar of your choice and study the verification
of assets in these companies, ldentify the difference 1 their verification. Prepare a
repur on the saine and give a preseniation on il

6.13 KEYWORDS

Verification: It can be defined as the proof that confirms the existence of assets and
Liabilities as per the date mentioned in the balance sheet.

Valuation of assets: 1t means, to examine the vahuation of assets in order to check
their accuracy and propriety.

Adjusting events. They are such significant events which take place after the balance
sheet date which offers added advice materially affecting the conclusion of the
numbers regarding conditions existing at the balance sheet date.

Windomw dressing: [t's more of a misrepresentation compared to fraud.

6.14 QUESTIONS FOR DISCUSSION

. Discuss the meaning of verification of assets.

2

Why valuation of assets ts unportant?
Differenttate between verification and valuation.

List the general principles for verjfication and valuation of assets.

2o

How venfication and valuation of assets is performed?

&

Discuss the venfication of investments.

Explain the veriftcation of liabilities.

oo

What are the events that occur after balance sheet date?

Check Your Progress: Model Answer

1. Balance sheet

t-2

Veriticanon

Centificate

3
4. Non-adjusting

6.15 SUGGESTED READINGS

A. Kumar, R. Sharma, Andirnng: Theory and Pracrice, Attantic Publishers and
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S. K. Basu, duditing: Principles and Technigues, Pearson, New Delht,

Ravinder Kumar, Virender Sharma, Auditing: Principles and Practice, PHI Leaming,
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7.0 AIMS AND OBJECTIVES

Afler studying this lesson, you should be able to:
@ Explain accounting and its needs

® Discuss the concepts of accaunting

® Explain the accounting conventions

¢ Descnibe the concept of double epiry system

7.1 INTRODUCTION

In India, it 15 mandatory for every company must be registered and have a practicing
chartered accouniant for aunditing their accounts. As per the Section 224 (1) of the
Cornpanies Act, 1956, it is mentioned that every private or public company must keep
an auditor for audit of their accounts.

This rype of audit 1s known as statutory audit. Through statutory audt, it 15 ensured by
Companies Act, that the individuals carrying on business with others money are liable
and accountable to them,

As per the Companies Act, 1956 it is required for every husiness to have compulsory
audit of every Joint Stock Company. To perform such responstble task an auditor is to
be appointed. He is responsible for submmitting lus report to the shareholders of the
Company. There are certain preliminaries through which an auditor must go through
after his appointment and before he carries out auditing,

7.2 COMPANY AUDIT

A company can be defined as an arnificial body that creates a separation berween
entity and ihe owner or the management. A financial statement of the company must
he submirted at the end of a certain period, This statement must go through an
examination performed properly by the auditor, The auditor submits the statement to
give his opinion and advice. Thus, 10 give troe and fair view of his opinion, he needs
to apply certain proper anditing techniques for the examination and such types of
techmques and activities are called company audit.

According to the section 183(3) of the company Act1994: Company Audit is defined
as, “The balance sheet and profit and loss account or income or expenditure account,
cashflow statement of a company shall be caused to be audited by the auditor of the
company as in the Companies act provided and the auditor’s report shall be attached
there to and the report shall be read before the company in General meeting”



7.3 PRELIMINARIES OF COMPANY AUDIT

The Preliminaries of company audis are as follows:

I

1

Check the appointment if an auditor is as per the order and legal.

In order 10 ensure that legal appotntment of an auditor following aspects yust be
considered:

{a) The organisation where he was appointed as first auditor and a copy of the
resolution by the directors about his appointiment must be attained.

{(b) Tn case he was appointed in place of a retiring auditor, it must be enquired n
writing from the retiring auditor. The ¢ircumstances under which the previous
auditor retired must be checked. Moreover, the concern of the previgus
auditor must be considered. The retiring auditor’s objections to the new
auditor’s appointment must be considered, if there were any objecuons, the
failure on part of anditor must be reated as a breach of professional etiquetie.

{c) In case he is appointed by the shareholders in an annua! general meeting, he
must acquire a copy of shareholders’ resolution for his appontment. The
auditor to be appotnied must inform the registrar within a peciod of 3 days
regarding his acceptance or unacceptance of the appaintment.

{d) The appointed auditor must acquire a copy of director’s resolution, n case his
appointment is done in a casual vacancy.

A certified list of books used in the company, which also acts as important
documents must be obtained by the appointed auditor.

He must obtsin the following:

{a)

(b)

Memorandum of Association: The auditor must thoroughly revise these
documents, mainly the Objects Clause. Then he should check if any transaction
does not ultra vires the Memorandum, If any ultra vires is found. he should
acknowledge the shareholders. He must further check the issue of Sharc Capual,
The share capital must be within the limits of authorised capital of company and
as per the Compames Act. In case, the authorised capital exceeds he is needed to
acquire a copy of resolution. Moreover, he must carefully examine
Memorandum’s provisions which are related to the campany’s accounts.

Articles of Association: The auditor must po through the document carefully 1n
order to satisfy himself regarding the following aspects:

(i} The issue related to share capital and its sub-divisions

(1) The payment regarding underwriting commission and brokerage on shares
(ii1) The amount for minimum subscnption, as per specified in the Articles
(iv} The call dates and the amount of the calls

{v) The rate of raterest which must be charged o 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 corupany and the directors
(viii} Rules which regard about the reorganisation of the share capital

(ix) Rules which regard the appointment, remuneralion, powers and duties of the
auditor adding to the statutory powers and duties;
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{c)

{d)

{e}

H

(x}) The appointment, remuneration, removal, rights and duties of the directors
and various officers of the company

{xi) Rules which regard to the meetings
(xi1) Power of vaung for shareholders
{xiti) Campany’s accounls 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 matiers. [n case any
company does not own Arricles of Association, then the application of Table A of
the Companies Act must be taken into action, The auditor is liable for the Articles
of association; hence he cannot plead about his unawarenesy of them. Therefore,
he must note the changes made in the articles.

Prospectns: Prospectus acts as a crucial docwment. The auditor must carry out a
careful examination of the prospectus and ascertain the fact that ot includes the
same points as stated in the Arucles. In case of {ist company the auditor must
examine all the contracts which are entered with the vendors. This examination
helps him to find out the contracts, if there arc any, with the third parties,
underwritery as well as brokers. The prospectus states following information:

+ Issue of shares at discount

#» Payable amounts on applications
+  Allotment

< Calls

The crucial examination of prospectus is also necessary in the subsequent audit
procedure.

List of Books: He must ask for the submission of a list of all books of accounts as
well as statistical and statutory books. The statisucal and statutory books are
maintained by the company and impornant books are kept by the registered office
of the company. Hence the auditor must take an accomat of all the necessary
documents and books,

Contracts: In case of purchasing of assets with thc underwniters. brokers and
promoters, there might be some contracts between company and the vendors.
Thus, an auditor must take these comtracts into his acknowledgement and go
through them carefully, The auditor must confimn the statement given in the
prospectus of the company and its relation o these contracts. He must check the
eorrectness of statements and their correct record has been entered in the books of
accounts,

Minute Books: As per mentioned under Section 193, Minute Books are statutory
Books, There are three types of Minutes Books which are maintained by every
company—

() Minute Book of the Shareholders' Meetings
(ii) Minme Book of the meetings of the Board of Direclors

{iii) Minute Book of the various committees appointed by the Board of Directors.



They are kept in the form of hound books. The auditor must check if the minutes ul
that have heen recorded in the minute books are properly certified by the chairman " weducton o Company Audit
in the meeting.

The minute books when audited help the auditor in voucling of various
cransactions. These transactions may include the following:

<+ Adoption of the annual accounts

% Calls on shares

< Director’s fees and expeyses

% Appointment of first auditor and his remuneration
< Authorization of capital expenditure etc.

{(g) Last BRalance Sheet, Profit & Lass dccounts and Audit Reports: These
documents must be inspected by the auditor in order to get a confirmation about
the correct record of balanve in the new books. The inspection of lust audit helps
the auditor in gaining uscfil nformation for his subsequent work of audit. The
recommendations of lus preceding auditor must be checked in case they have been
carried out properly or not. With the help of previous audit reports. the auditor
will be able to understand the working of ihe company benmer. He must also
consider the minute book of shareholders to gain necessary informagon about the
adoption of accounts.

(h}y Certificate of Incorporation and Commencement af Business: The auditor must
examine the certificate of Incorporation so that the date of formation of company
can be ascertained to him. Moreover, in case of public limited company, the
auditor must carry out an examination of the certificate to commence business.

(1) Spstem of Internal Check: A written statement from a responsible officer must be
obtaired by the auditor. The staternent must be regarding the following systems
adopted by the company:

% System ol internal check
%+ Internal audit
% System of accountancy

A list of officers of the company and their assigned jobs must be taken into
concern by the auditor. This helps the auditor for disposing any queries in less
time. If the auditor finds any doubtful transactions he can directly contact to the
concerned officer regarding any important information.

(j) Awudit Report: According Lo the Section 227 (2) of the Companies Act, the auditor
is bound to submit a report concemning audited accounts to the Shareholders of the
company. He needs to prepare the report of accownts audited by him. Every
balance sheet and profit and ioss account along with audited report and other legai
documents must be annexed 1o the balance sheet.

The report thus prepared is meant 10 presented in ithe Annual General Meeting duning
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 Board 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 w's 227 (4-A) of
the Companies Act must be included in the report, The Central Government, under
this provision holds the authority to direct the auditor regarding the examination of
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specific problerms which lies in the members’ interests and thus the report too.
Through auditor government can bring out information regarding shareholders which
can suit best to their interesi.

7.4 QUALIFICATIONS OF AUDITOR

We have already discussed the importance of an auditor in a company. Every
company requires an auditer either, public or private. The accounts are meant to be
annually audiled by a pro [essional auditor, The professional auditor must have certain
gualifications. As per the Section 226 of the Companies Act, a qualified audilor has
been defined as "a person shall not be qualified for appointment as auditor of a
Compapy unless he is a Chartered Accounrant within the meaning of the Chartered
Accountants Act 1945".

Any individual owning a cemificate prescribed under the Restricted Auditors
Certificate (Part B States) Rules. 1956 is meant to be act as a qualilied auditor of a
company.

The Central Government holds following powers regarding such certificates
e Creating the rules for the gram

¢ Renewa] of such certifivates

® suspension of such cenificates

¢ Cancellation af such cenificates

® Prescription of conditions

& Restrictions of cemificates

Despite of these powers, the Central Government must provide a notification to this
effect in the official gazette, according to (Section 216{2) (b)).

The qualificatiun of an auditer can be decided on the following points:
a. Passing an examination conducted by Institute of Chartered Accountants of India

b. After passing the examinaticn he must have a membership of the Institule of the
Chartered Accountants

¢. He must have a certificare of practice as per the rules of Restricied Auditors
Certiftcate (Part B States) Rules, 1956

Il he does not hold either of the above mentions qualifications, he cannot be qualified
for acting as an auditor of a company.

7.5 DISQUALIFICATIONS OF AUDITOR

From the above discussion, it is can be made clear that the following cannot act as an
auditor of a Company:

ISection 226 (3)]. & (4)
{i) A corporate body

{ii} An officer (a director, managing director, mmanager or secretary) oI company's
employee

(iii) The cempany’s pariner

(iv} Any individual owning the company more than ¥ 1,000



{v) Any person who guarantees security of indebtedness of third person to the
company to an amount more than ¥ 1,000,

{vi) Any individual who disqualifies the appointment as an auditor of the campany's
subsidiary or helding company or a subsidiary of a holding company.

{v1) Any such individual who holds any security after the date of commencement of
companies { Amendment) Act, 2000 for a pertod of one year.

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 {ollowing:

{1) A body corporate (because of its characteristic feature of limited liability); or
(il) An officer or employee ot the company under audit

(iii) Any pariner of the company, or anyone who is employed as an officer

(iv} A person who holds a liability to the campany for amount more than one thousand
rupees, or wha has given any guarantee for amount more than one thousand
rupees

(v} A person wha is responstble for the security, (e, an instrument with whom the
company’s vating rights are carried with

{vi) Under secttion 226 (4), a person wha 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 wiitch may be that company's
subsidiary or thar company's holding company or that company's tellow
subsidiary.

7.7 APPOINTMENT OF AUDITORS - SECTION 224

As per section 224 of the aci, there are provisions provided in detail with regards lo
appointing a statmory auditor This section is applicable for all kinds of compames
lexcept sub-sections 224 (A) and 224 (1BY].

The Act has consigred the power for appointing an auditor to the following persons:
® The directors

® The sharcholders

¢ The Cenual Government and

¢ The Comptroller and Auditor General of Tndia

7.7.1 Appointment by Directors
a. First Auditors

i. The first anditor/auditors must be appotnted by the board of directors within
one month of the date of registration of the company by a valid resolution.

it. The appomnted auditor must hold his position in the office until the first annual
general meeting gets conciuded.
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Casual Vacancy

1. The casual vacancy can be filled in the avditor’s office by the director’s power
to do s0. The exceptional circumstances are when the working auditor gives a
prior resignation.

i1. The anditor holding casual vacancy must hold his position in the office until
the next annual general meeting has been concluded.

7.7.2 Appointment by Shareholders

ad.

o

£7irst Auditars: In case of director’s failure in appointing the first auditor, then by
passing a resolution at a general meeting, the sharehiolders will be held tesponsible
for appointing an auditor(s).

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.
Moregver, the auditar must inform the registrar in writren about his acceprance or
rejection of the appaintment. He must inform within the seven days of receiving
the receipt of information from the company. The subsequent auditors can be
appointed by ordinary resolution and special resolution. These resolutions have
beeu discussed below jn dctail.

(1) By ordinury reschition: According to the provisions of section 224 (1},
subsequent auditors should be appointed at each annual general meeting by
the shareholders. The appointment musi be done by passing 4 resolution. The
subsequent auditor holds his position in the office until the next annual
general meering has been concluded.

1) By special resolution: In some companies, the auditor 15 appointed once the
company approves of it by carrying out a special resolution. Under Section
224 A, in case of a company, which possess a suhscribed share capital of more
than twenty-five per cent. whether individually or in sy comhination, by:

{a) A public financial institution or a Govermment company or Central
Government oz 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 nationalised bank or any general insuratnce corapany
Casual Vacancy

i. If there is a casual vacancy in auditor's office that takes place because of
resignation, then the company must fill the position onty 1o the peneral
meeting.

ii. If the casual vacancy uwakes place because of any other reason and not
resignaton, then in this case the sharehoiders have the power to appoiny an
audyior on the director’s failure to fill that vacancy.

7.7.3 Appointment by the Ceniral Government

(3) In case, at an annval general meeting the company falls to appoint an anditor, then

the Cenwal Government holds the power to appoint 2 person for filling the
vacancy under pawers conferred upon it hy section 224(3). The terms, “fails 1o
appoint or re-appoint' also include the auditor’s refusal for aceepting the
appointment,



(ii) The company needs to ger Government into notice of the above fact wathin the
seven days of annual peneral meeting failing to which every officer of the
company will be defaulted and punished with a fine extending up 10 five thousand
rupees.

(i) 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 1t 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 appontments and re-appointments of auditors are done by Commitroller and
Auditor General, in case of Governinent companies.

Compulsory re-appointment

Generally, an auditor appointed by any kind of concerned authority, must be
mandatorily re-appointed as per a resolution passed at the annual gencral meeting.
Yet, the retinng auditor cannot be re-appointed in the following cases:

(i) 1f he does not possess qualification for re-appointment

(11) If he has given a written notice to the company, regarding his un-willingnass for
being re-appointed.

{ili) In case of already passing a resolution at the meeting

(zv) In case a notice proposing to appoint some other person in the place of retiring
auditor has been given.

(v} In casc of auditor's mability in complying with the ceiling on number of audits as
per section 224( i B).

In case of re-appoinument of an auditor who has retired, it is must to pass a resolulion
because automatic re-appointment is not permissible

7.7.5 Ceilling on number of Audits

In case a person is acting as an audstor for a specified number of companies, be cannot
be appeinted or re-appointed by the company or Board of directors. However, the
“specified number' does not mcludes audit of private companies

7.7.6 Special Resolution and the appointment of an Auditor

Under the Companies Amendment Act, 1974, as per its Section 224-A, 1t 15 required
to pass a special resolution regarding appoinument or re-appointment of an andstor(s}
at every annual general meeting for the cownpanies possessing an amount less than
25% of the subscribed capital either individually or in combination.

In case the company fails to pass a special resolution in the annual General Meeting,
the right for appointment of an auditor to thal company lies in the hands of the Centrat
Guverninent.
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7.8 REMOVAL OF AN AUDITOR - SECTION 224 (7) AND
SECTION 225

An auditor can be removed because of certain reasons and liabilities. As per section
224 (7) of the Act there are cenain provisions which relates to removal of an auditor
of a company before the expiry of tenn are provided. These provisions are:

(a) Removal of first auditor: In the geperal meeting of the company {and not the
board of directors), the first auditor whose appointment was done by the direciors
of the company before the expiry of the term: for removal of such first auditor,
there is no need of former upproval by Central Government.

(b} Removal of subsequent auditers The removal of subsequent auditor can take
place belore expiring of his term. The shareholders can remove only after gering
a prior approval from the Central Govemment.

The prior approval is needed from shareholders and Central Govermmeni so that
the situation of removal of an auditor by the 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 mentioned in section 225, an auditor 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 apether at his place:

1. Special notive: The shareholders holding ten per cent voting rights in the
company must give a special notice mentioning about their intention to move such
resolutions. They need to mention in the notice their wish to nominate some other
persen to be appoeinted as an auditor. The special notice must be given 10 the
company at least 14 days prior to the annual general meeting.

2. Nofice w be sent 1o retiring auditor: A copy of such notice must be sent to the
retiring auditor as soon as the company receives the special notice.

Righr of retiring quditor fo make o representation: The retiring anditar can
nghtiuily make a written representation with respect to the company. He can ask
the company for a ootification regarding the representatives of shareholders for
appoioiment of a new auditor

ad

4, Right to get representation circulated: On receiving the representattons, the
company must make a npotice of the meeting mentioning the fact of
representations. A copy of such notice 1s meant to be sent to each member of the
company who receives the notice of the meeting. In case of fzilure to do sucls,
these representations must be read out during the next ineeting.

5. Ground for exemption: In case the company or any aggrieved individual sends an
application to the central government and the government is satisfied with fact
that the anditors are securing needless publicity or defamatory publicity, Then, in
such circumstance, the government can exempt the company from sending the
copy of representations to the members or reading them out at the general
mecting.

6. Right to attend 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 resolunon.



7.9 REMUNERATION OF AN AUDITOR

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 bady who has appointed him, If he is appointed:

¢ By the Board, it must fix the remuneration

e By the Share Holders in the General Meeting, thc renwuneration must be fixed in
the Annual General Meeting

e Appointed by the Central Government, the remuneration must be fixed by Lhe
Government itself.

The manner of fixing the remuneration can also be laid down in The General Meeung.

The auditor, who 1s getting retired, must get the remungration, when he is reappointed
in the General Meeting.

Extra-remunerarion 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 1T Clause B.

Any amount paid by the Company for the auditor(s} expenses must be included in his
remuneration.

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 powers are discussed as following:

I. Right to inspect books of accounts (8, 227)(1): As per section 227 (1}, an auditor
has the liberty to see and check the account books, statutory books, statistical
books and costing books and the vouchers 1.e., documentary evidence of any
nature with the concemn to books and accounts under Audit. He can rightfully
access the books and vouchers of the brauch. The basis of this right roots w the
Cuff vs. London and County Land Building Co. Ltd. {1912} case.

Right to usk for information and clarifications. (8. 227) (1}: The auditor has
been provided with the right to attain any relevant information and explanation
from the directors and officers of the company. These information and explanation
are necessary for performing his duties as an auditor during auditing the books of
account of the Company.

(=]

3. Right to get notice of the general megting and attend it. (8. 231): As per Section
231, 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 invesiors or
shareholders of the company.

4. Right to make a statement in the meeting: The auditor has the hiberty and right
for making a statement in the meeting held by sharehelders. The auditor can
rightfully make a statement only in the matter of accounts of the company in the
shareholder's meeting. He is not bound 1o make a statement but in case the
chairman of the ineeting asks him to make any stetements, he must only answer
the questions about the accounts.

S, Right to be indemnified. (Section 633); Under Section 633 the auditor has been
provided with right to assure or indenmnify about the assets of the company for all
legitimate expenditures attained by him for his 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.

Right to visit the Branches: The auditor can rightfully muke 4 visit to each branch
of the company, which i1s connected to the audit of these branches or of the
Company. In case these branches do not have a separate auditor and moreover,
they can’t be provided any exemption by the Central Government for being
audited. Thus, the auditor is {ree to visit the branches of the company provided the
above-mentioned circumstances.

Right to take legal and technical advice: The auditor 1s provided with the right 1o
1ake any legal, expert or technical advice which is connected to performance of his
work. Despite of the expest’s advice, he destined to give an epimion of his own in
the audit report rather than expen’s advice.

Right 1o ask for remuneration: The auditor can rightfully ask about his
remuneration after the completion of company’s oudit work. Tn case he is
dismissed after his appointment, he 15 authonsed for his fees,

Right to sign the audit report (8. 229} As per Section 229, the audii repert 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 15 a practising Chartered Accountant in [ndia.
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.

Right to correction of wrang statements: In case of wrong statements created by
the directors in the general meeting, the auditor is provided the right to correct
such statements. The excepnional condition i that, the statement should only be in
relarion to the company’s accounts audited by him.

7.11 DUTIES OF AN AUDITOR

Duties of an auditor can be stated under two heads;

A. Duties under the Companies Aet

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 followng duties as pec the Companies Act:

L.

=]

To investigate and make special enquiries in relation with the matters related to
loans, advances, transactions, loans, account books and relevant documents. {Sec.
227 (TA)).

To make report to the shareholders. He is bound to make a report for the
company’s members. The report must have an examination of accounts carried out
by him. Moreover, the report must include an examination of every balance sheet,
every profit and loss account which was laid before the company in the general
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 tune, an auditor submits his report to the
Secretary of the company, he is freed from his duties. He is not liable fo



acknowledge whether the same report has been sent to the members of the
company or not and either they received it properly or ngt.

The Audit Reporl must specifically include the following aspects besides other
necessary things:

{a) His opinion must be based on explanation of the best of his information.
Following his explanatioas, the accounts must give the required information
as per the Act.

(b} A view stating tuth and thimess of the activities of the company must be
explained in the balance sheet. For establishing truth and fairness of
company’s profit and loss in a financial vear, the balance sheet must be
matched with the profit and toss account prepared at the financial year’s end

{c) He must access every relevant information and explanations that 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 retums for the purposes of his
audit must be received from the branches hie has not visited.

(e) The company’s balance-sheet and profif and loss account is meant to be deal
with the report in agreement with the books of account and refurms.

Duty to state the reasons for the answers in negative: [n case of any negative
answers to any of the pomnts swated above, the auditor is responsible for an
explanation about the cause for the replies provided in his report.

Duty 1o include in the report, the matters as directed by the Central government:
Under Section 227 (4A) the Central Government empowered 1o require by order,
that a ststement on such matrers must be included in the auditor's report. Central
Government must consult the Institute of Chartered Accountants of India before
making any such order, regarding the classes of descnption or companies and
other subsidiary matters projected to be justified therem,

Duty to sign the audit reporr; As per Section 229, the auditor must dutifully sign
the report audited byy him before he sends un to the company’s secretary.

Duty to give a report upon the Prospectus (Sectiorr 56 (1)) The auditor bound to
provide his report upon the Prospectus that is issued by an existing company. He
must also provide his report about all the relevant assets, liabilities and Profit and
Loss of such a cempany.

Dty to certify the Statutory Report (Section 165 (4)): The auditor must certify
the correctness of the Statutory 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 ail the shares
allotied, distinguished as aforesaid

(c) Make an abstract of the receipt of the company and the payments

Duty to declare the solvency of the Directors, (Section 488 (2) (b)): In case of
Voluntary Liguidation of the company, it is auditar’s responsibility to announce
the solvency of the directors,

Duty 10 provide a report related ro the Profii and Loss Account and the Balance
Sheet in which the Declaration of Solvency is attached. (Section 488 (2) (b)): In
case there is a Voluntary Liquidation of the Company that has taken place, then
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the auditor is responsible for providing his repont mentioning Profit and Loss
Account and the Balance Sheel in which the declaration of solvency is attached.
The declaration of sol vency is made on company’s director's behalf.

Duty o assist the Investigators (Section 240 (v) (B)): The auditor is bound to
assist the wvestigators in whichever way he can, in case any affair related to the
company needs an investigation. If investigators ask for the working papers
related to audit, the auditor must present all the necessary papers in this regard.

Duty to assist the Advocate Generul: The auditor must help the Advocate General
in an enquiry inade by Advocate General against the directors.

7.11.2 Duties according to the Legal Decisions

Some matters are taken to the law court and the cowts decide 10 fix some duties for
the auditors. These duties arc as follows:

1.

10,
I

In vase of contravention of the provisions of the Company Law, it is auditor’s
duty to inform the members and shareholders of the company.

An auditor must have an enrolment with the Institute of Chartered Accountants of
India and get a certificate obrained from the same Lo practice auditing,

He musl have an acquaintance with company law provisions and carry out an
enquiry about 1t fram his preceding auditor in written.

He 15 not permitied to appeal or campaign for his appointment as the auditor of the
company. Mareover, he is restricted to make an approach to any member of the
company.

Tt is his duty to make an enquiry for the truthfilness and faimess in siate of affairs
of the company. After the enquiry, he needs to submit a proper report regarding
the same.

He is dutifully bound to verify cash in hand mself and do not neglect his work.

It is auditor’s duty to check the Debenmire Trost Deed and get venfication, if the
debentures issued by the company follow the terms laid down in the trust Deed.

Duty 10 verify the investmeants himseif.
Duty 1o perform his task with ability, care and skill.
Duty to venfy the inventories and the ledger accounts.

Duty to inspect all securities in persos and check that they are in the safe custody
of the Secretary of the Company.

The auditors have been penalised for not performing the duues mentioned above by
courts. Thus, the anditors must take these duties into careful consideration.

7.12 LIABILITIES OF AN AUDITOR

There 1s a difference in the liabilities of an auditor of 2 company and the liabilities of
an auditor appointed by a firm,

The duties of a company auditor have been defined as per the Companies Act. His
ltabilities arise because of these duties, The liabihities have been divided under the
following headinps:

a.
b.

Civil Liability
Criminal Liablity



c. Liability towards third parties
d.  Liability for libel

[n1 the cases mentioned abave, the lisbility for one or more causes lies with the auditor
as mentigned below:

L Liability for Neghgence under the law of Agency

. Liability for Misfeasance under the Statutes—Companies Act and Indian Penal
Code

Let us now discuss these liabilities in some detail.
7.12.1 Civil Liability

i. Liability for Negligence:

® Under the law of Agency, an auditor can be held Jiable for negligence and must
pay for the damages to the affected party or parlies.

® In case of a company’s suffering a loss because of the auditor’s actions, he must
make good for this loss.

® [n case the company doesn’t suffer from any loss, the auditor can’t be beld liable
for negligence,

® [n case the company suffers loss without his negligence, he is not responsible for
such a loss

If the party/parties want the auditor to hold responsible for his negligence. the
following aspects, be proved:

{a) That he was negligent
{b} The company has suffered the loss because of his negligence

{¢) The person whom the auditor owes a duty has suffered the loss. He cannot be
comforted of his liability by an agreemenn created between him and his client.

"Negligence' includes the following acts:

i. Not checking the Articles of Association and nor objecting the payment of
dividends out of capital

il. Not getung the statements of accounts from the creditors and not finding out the
emrors and frauds

i, Not verifying the Cash and Petty Cash

iv. Not reporting the client about the insufficiency in provision for bad and doubtful
debis, which can result in inflation of the profits for dividends, therefore paying
dividends out of capital.

Liabilities for Misfeasance

® The term ‘misfeasance’ means a breach of trust or duty.

® When the auditor perfonos his duties in negligence and it makes the company to
suffer from a loss on this account, the auditor can be held as hable for
Misfeasance and he must cover the company for such loss.

e Under Section 543 of the Companies Act, the auditor is also liabie for damages.
On application of liquidator of the company, the auditor can be put under charges
by the court for misfeasance and erder him to compensate the loss.

12
An Introduction te Company Audit



122
Audyiing

Though, under Section 633 of the Companies Act, the auditor has a right
appealing to the court. He can be excused by the court partly or fully if the court is
satisfied that his actions were honest and reasonable,

Hence, the auditor is not meant t¢ be granted any relicf in case of Criminal
liabiliry but only in case of Civil liability.

7.12.2 Criminal Liability
Criminal liability of the auditor anses under the following Acts:

Under the Indian Penal Code

L

2

L
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Under the Compantes Act

Under the [ncome-tax Act

Under the Life Insurance Corporation Act

Under the Banking Companies Act

Under the Chartered Accountants At

Under the Indian Penal Code:

The auditor is meant to be liable as a criminal 1 case of issuing or signing any
certificate that can be required by law 45 an evidence, vet he is acknowledged
of the falsity m any material point in thai certificate.

He is meant to be punished tn the same manner as if he provided any evidence
carrying falsity. (Section 197).

Under the Companies Acu: Fle 3s cnnminally hable for the following acts:

{a}

(b}

{c)

(d)

(e}

To authorise the issue of a false prospectus. He can be punished by a penalty
fine ap to £ 30.000 or imprisonment up to a period of 2 years, or both. (8. 63)

Te mduce persons fraudulently for nvesting their money by purchasing
shares or debenturcs of the company. Under section 68, the punishment is
impnsomment for a term extending up v 5 years or a fine extending up to
T 1,00,000 or both.

To make a rtport‘ containung matters related to any Traud reguired under
section 227 ie.. in case the report does not follow the necessities of Section
227 or any of the company's document jis signed or validated by him which
does not obey the above section or the report or any other document is signed
or validated by any person other than the auditor himself who is unanthonsed
to do so. As a punishment, a penalty of T 10,000 in both the above cases is
prescribed by the law,

To forge the books. In case the auditor has been proved puilty 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, buok of
account or document of the company’s belonging, he can be held for
punishment of imprisonment for seven years at least and be responsible to pay
the considerable fines and penalties. (Section- 539).

Tn case of delinguency i.€., making a false statement disobediendy, whiie the
company winds up or he certifies an untrue return, report, balance-sheet or
gives a falsified certification or he certifies an untrue document duripg the
company's winding up. All such activities put him under the Lability for
criminal offences and the hquidator can strmight away camy out his
prosecution or refer the case 1o the Regtstrar. {Section 545).
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(f) If he wterprets any falstfied statements m the balance-sheet or any other
relevant document or damages and zlters any voucher, then the punishment
can be impnsonment for at most two years along with the considerable {ine to
be paid by him.

Cnminal offences include the following acts, for which he is punishable with
fine or imprisanment or both—

{a) Disobedient submission of a false report;
(b) Concealment of the fraudulent entries in the account books;

{c} Abolishing the vouchers and docwmnents which are concemned to account
books:

(d) Destraving the company’s property;
{e) Assisting in the misrepresentation of the account;
(f) Disobedient certification of the false accounts;
{g) Creating a false statement, yet he is acknowledged of its falsity:
(h) Taking any bribe while he gets discharged from his duties as an auditor
Uinder the Income Tax Act (Section 278)
Under the Life nsurance Corporation Act {Section 104)
Under the Banking Companies Act {Section 46)
Under coiminal breach of trust (Section 46 A}

1f found guilty in Public Examination. a declaration for disqualitication is mtade so
that he can’t be appointed as an auditar for 5 years. {Section 46 A)

Under the Chartered Accountant Act, 1949 {section 122)

7.12.3 Liabilities tawards Third Parties

Generally, an auditor is pot liable to third party or parties. He 1s only Jiable w his
employer. Yet, if the third parties can prove the following points he shall be liable
towards therem too:

a.
b.

C

d.

The statement carnes untrue facts

The person making the statement was acknowledged of the statement’s being
untrue. Or he was ignoram consciously whether it was true or not

That the statement was made intentionally so that the third party should act upon it

Thal the third party did act on the faith of the statement in the prospectus

The controversy over auditor’s liahility to the third party is now settled and the auditor
is now held hable because of the following reasons:

(a) Certification of the improper accounting procedure becaose of which

misappropriation of an employed client could not be delected

(b} Negligence committed on behalf of an employee of the auditor

{¢) Commission of errors while preparing the final accounts
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7.12.4 Liability for Libel

In case the auditor has made any libellous or slanderous statement which is bonafide
and does no! carry any malice, then he cannot be held liable. He can he held lable
only if he makes soch statements outside the scape and timits of his duties.

Liability of an Honorary Auditor

Whether the auditor is paid or honorary, he can be held liable tor his actions and
ornissions. Even when therg is no monetary consideration involved, the agreement
with his chient is valid as per the law,

Liability of u Joint Auditor

There is ne strong provision under Companies Act regarding the liabilities of the joint
auditor, but the Institute of Chartered Accountants of India, has issued a statement
about the liability of joint auditor. As per this statement, the whole work related o
audit is meant to be divided between the auditors. Every auditor is respoasible only for
his own part of work. In the absence of the division of work all the joint auditors
involved in the audit procedure will be responsible,

Liability of Local Auditors

In case a company has various branches in the country and abroad, it appoints lucal
auditors for cvery branch. In case the auditor at the Head Office clearly stated in his
own audit repors, that be relied wholty upon the stitements and figures provided by
the local auditors Then, the auditor at the Head Office will be held Yiable for actions
of local auditors.

7.13 AUDITOR’S REPORT

® Ap guditor's report delivers an opinion about the financial starements of the
company, His report canfirms the validity and reliability of the statements.

e Finahsation of financia! statements must contain auditor's report which js an
evaluation. The report must be made by a licensed accountant or auditor. The
report iy essential for providing an overview of evaluation about the company’s
Tmancial stateinent, which is meant to be valid and reliable.

@ The aim of auditor's report is to provide a document rational declaration that a
company's financial statements are errorless.

7.13.1 Preparation of the Report

8 The report afier the audit of financial statements must have a scope of accouniant
or auditor’s freedom for sharing their opinion and judgement about the extent of
validity and reliability of the financial statements.

e The report must contain company’s posivon and its financial statements in
accuracy. The auditor must also mention (f he connected with the company
externally or internally.

# Auditor i free for sharing any reservations about the situation of the finances or
relevant additional information of the company, in his report. Reservations may
take place w case of auditor’s disagreement with something found in the financial
statements. For example: an audilor can disagree with the management’s way of
valuation of an asset as they beligve that it will have more necessary impact on the
financial statements.



7.13.2 In the Report

There are certan rules with concern to auditor’s report. These rules list out the aspect
to be included in his repori and the way how items must be reported.

Auditor’s report must be adhering to the standards as established by the governing
bodies. Standards such as those set by the UK Generally Acvepted Accounting
Practice (UK GAAP) help in assuring the external users about faimess of {inancial
statements as per the auditor's opinion and is based on a commonly accepted
framework. A typical auditor's report will state:

l. The company that has been andited and accounting method adopted by it

1~J

The responsibihty of the auditor and his repart

Reservations (if any)

B

Conclusion

bl

Any additiona) information*
6. A management report*
7. The date and auditor’s signature

*Note: [tems 5 and 6 are omitted if there 1s no additional informabion and/or 1n case
the management chooses not (o prepare a managerient report. There 18 1o reguirement
of management reports umul it is listed in the financial statements. In soch case, it
must be ensured by the auditor that the management reponis have consistency with rest
of the financial documentation.

7.13.3 Foar Types of Reports
The three (ypes reports are discussed below:

1. The clean or ungualified report: This type of reportl specifies the opinion of
auditor regarding the documents he was provided for evaluation. The evaluation
carried out by auditor specifies the tinancial activitics of the company and the
cotrectness and acceptability of the records. This report also provides that the
business has been following all the important pracuces aud adheres o the
conditions as pet set by the UK GAAP. This 18 the best type of report a company
can receive.

2. The qualified repoirt: Generally, this rype of report is considered as positive. This
report specifies that nothing improper or wrong has been found in the final
documentation by the auditor. Yet, the qualified indicated that the standards set by
UK GAAP. have not been considered by the audited company. In this report, an
exira section must be included. This section must address U reason for not being
considered as an wnqualified repont or opinion of the auditor.

3. The adverse report or vpinion: The adverse report means the campany’s non-
adherence to standards set by the UK GAAP. Mareover, it specifies that the
auditor has found discrepancies in the company’s financial statements. There are
two sorls of possibilities for such a conclusion:

a. Mistakes carried out tn the auditing process
b. Any fraudulent activity within the company itself.

In case of adverse report. the company is required to revise therr documentations
before heing audited again for the next time,

4. Disclaimer of opinian: 1t 1s a less cominon report. In simpler terms, it means that
the auditor could complete the audit due to a panicular reason.
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in the audit report instead of experts’ advice.

JCicck Your Progress I

Fill 1n the blanks-

[. A company can be defined as an artificial body that creates a separation
between or the management

2. A certified used in the company, which also acts as important
documents must be obtained by the appointed anditor.

3. As per Section 227 (2} of the Companics Act, the zuditor is bound to
submit a report conceming to the Shareholders of the
company,

4. An auditor must have a cemficate of practice under the

5. An auditor can be appoinied or removed by a person who is a :
or who js 1a the employment aof of the company,
6, The musi he appointed by the board of directors wathin one

month of the date of registration of the company by a valid resoluiion,

7. In case of re-appointment of an auditor whe bas retired. 1t ts must to pass

a resolation because is not permissible.
8. If an auditor is appointed by the Board, it must fix the auditor's
9 Despiteofthe __ __ __ an auditor bound to give his awn opimon

714 LET US SUM UP

Company Audit is defined as. “The balance sheet and profit and loss aceount or
income or expenditure account, cashflow statement of 4 company shall be caused
to be audited by the auditor of the company as in the Companies act provides and
the auditor's report shall be attached there to and the report shall be read hefore
the company in General meeting™,

Prelimnaries of company andit iaclude, Memorandum of Association, Articles of
Association, Prospectus, List of Books, Minute Books, Last balance Sheet, Profit
& loss Accounts and Audit Repons, Ceruficate of Incorporation and
Commencement of Business, System of Internal Check and Audil Report.

As per the Section 226 of the Companies Act. a qualified auditor has been defined
as, "a person shall not be quahfied for appointinent as auditor of a Conmpany
anless he is a Chartered Accountant within the meaning of the Chartercd
Acconntants Act 1949",

Under section 226 (4), a person wha must be disqualified for appointment as an
auditor of a company on certain grounds, he must not possess the eligibility for
being appainted with another corporate bady which may be a subsidiary to the
campany.

As per Section 224 of the Companies Act has consigned the power for appointing
an auditor to the directors, the shareholders, the Centmal Goverament and the
Comptroller and Auditor General of india.



¢ In case, at an annual general meeting the company fails to appoint an auditor, then
the Central Government holds the power to appount a person to fill up the vacant
position under powers conferred upon it by Scction 224(3).

® As per the section 224 (7) of the Act provisions relating to removal of an auditor
of 2 company before the expiry of term are provided.

e The remuneration of an auditor is meant to be decided by the authority wheo
appoints him.

®  An auditor gets certain rights and powers from the Companics Acs, so that he can
perform his duties as an Auditor in a faithful manner.

® Dunes of an avditor can be mentioned under two headmgs; Duties under the
Companies Act and Duties as per the Legal Decisions.

@ The liabdities of an auditor have been divided as Civil Liability, Cruminal
Liability, Liability towards third partses, Liability for libel.

e An auditor's report delivers an opinion about the financiai statements of the
company. His report confirms the validity and reliability of the statenents.

@ The report after the audit of finuncial statements must have » scope of accountant
or auditor’s freedom for sharing their opinion and judgement about the extent of
validity and reliability of the financial statements.

e Auditor’s report must be adhering 1o the standurds as established by the bodies
who govern. Standards which are set by the UK Generally Accepted Accounting
Practice (UK GAAT) must be followed,

® There are four types of auditer's report, te., clean or unqualified report, qualified
report, adverse report or opinion, disclaimer of opinion.

7.15 LESSON END ACTIVITY

Prepare a presentation about the procedure of preparing an audit report for a company
XYZ Ltd.

7.16 KEYWORDS

Company Audit: The documents such as balance sheei, profit and loss account,
income or expenditure account, cash-flow statement of a company are meat to be
audited by a gualified 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 in General meeting.

Minute Books: As mentioned under Section 193, Minute Books are statutory Books.
The minute books wben audited help the auditor in vouching of various transactions.

Qualified Auditor: Unless a person who can be called a Chartered Accouniant as per
the meaning of the Chartered Accountants Act, 1949, he remains unqualified for being
appointed as auditor of a Company.

Extra-remuneration: Exira money to be paid for extra work done by the anditor.

Body corporate: Body corporate denates a company incorporated in India, a foreign
campany, a public financial msdmtion, a nationalised bank and a corporation formned
under any special Tndian or foreign Jaw and as per the Companies act except as
expressly excluded by the delinition.

Misfeasance: A treach of trust or duty.
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Auditor’s Report: An audwor's report delivers an opinion about the financial
statements of the company. His report contirms the validity and reliability of the
statements.

7.17 QUESTIONS FOR DISCUSSION

What 15 company audit? Discuss in detail.

Describe the preliminaries of company audil.

R =

What are the qualifications of an auditor?

What are tlie disqualifications of an auditor?

Discuss in detail about removal and appointment of an auditor.
How remuneration of an aoditor is decided”

Describe the rights and powers of an auditor.

What are the duties of an audilor?

Lo oo s

What are the liabilities of an auditor?
10. Discuss how the auditor’s report is prepared and what is included in the repont?

1l How many types of auditor’s repost are there? Discuss each of them m brief.

Check Your Progress: Model Answer

i. Enury and the owner

List of books

Audited accounts

Restricted Auditors Cerlificate {Part B States) Rules, 1956
Partner; an officer

First auditor/auditors

Automatic re-appoiniment

Remuneration

= - R e T e v

Experts’ advice

7.18 SUGGESTED READINGS
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8.0 AIMS AND OBJECTIVES

Afer studying this lesson, you should be able to:

@& Explam the concept of profit

e Discuss the divisible profit

® Discuss the principal determinants of divisible profit

e Explain the meaning of divadend

e Discuss the companies act relating to payment of dividend

® Discuss the companies act regarding unpaid and unclaimed dividend

e Explain the payment of dividend out of capital profit
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¢ Discuss the payment of dividend out of capital

& Explain the general guidelines for distribution of dividend
s Explain the articles of association regarding dividend

® Discuss the auditor’s dury as regards payment of dividend

e Expiain the payment of interim dividend

8.1 INTRODUCTION

The muin objective of any business organisation is profit, but the term ‘profit’ does
not have any exact meaning in the agcountant’s language. Profit may be defined, “as
the increase in the net value of assets of a business over their net value at the
commencement of a prven perrod which has arisen other than by capital adjustment™.

According to the viewpoint expressed by the court in the case Spanish Prospecuag Ca,
Ltd. (1911}, “the profit of an enterprise can be ascertained by computing the market
value of its net assets at two accounting dates. The increase or decrease in the net
worth is the profit or loss for the intervening period™.

The Institute of Chartered Accountants of India has defined ‘profit’ in its Guidance
Notes on Terms used in Financial Statements as, “‘the excess of reverme over related
costs”,

8.2 DIVISIBLE PROFIT

Divizible profit 1s defined as the share of profit earned by the company gets legally
distributed to the stakeholder or shareholders of that company through the method of
dividend.

There is no specific definition provided for the term ‘divisible profit” in the
Companies Act, neither it mentions the meaning of term *profit’. Only Section 205 of
the act lays down that “ne dividend can be declared or paid by a company except out
of current profits or past undistributed profits or both. arrived at after providing for
depreciation or money provided by the government for payment of dividend in
pursuance of a puarantee given by the government.”

8.2.1 Profit Vs Divisible Profit

All the profits of a compaity cannot be said to be divisible. Only those partions of the
profit, which can be legally distributed to the shareholders of the company in the form
of dividends, are called as divisible profits. A number of factors are required to be
considered for the determination of divisible profit. Out of different impeorant factors,
the following four considerations govern the determination of divisible profit 10 a
great extent:

& Accounting principles
e Provisians of the Companies Act
® Provisions of the Memorandum and Articles of Assoriatlion

® Legal judgments

8.3 PRINCIPAL DETERMINANTS OF DIVISIBLE PROFIT

Several matters influgnce the determination of divisible profits. These arise from the
provisions of law, case laws, provisions in the articles of association of the company,



and the principles and policies involved in the determination of true and fair amount
of profit.

Section 205 of the Companies Act contains provisions relating o declaration of
dividend and ascenainment of divisible profit. There are also certain provisions
elsewhere ip the act connected with the question of divisible profit. All these
provisions are stated in the following paragraphs.

1. Profit after providing for depreciation

Dividend can be paid by a company only out of current profits and past profils
remaining undismbuted, both left after the depreciation has been provided as per the
provisions laid down by the Companies Act. Though, the Cenwal Government keeping
the public interest under consideration has the power to allow a company for
declaration or payment of dividend, The dividend can be paid from any financial year
in which the company eamed profits.

As to how much depreciation should be provided for determining the divisible profit,
Section 205(2) provides that depreciation must he provided m any of the following
ways:

[. To the extent specified in Section 350,

2. In respect of each item of depreciable asset, for such an amoumt as 1s arrived at by
dividing 95% of the original cost by the specified period.

[°F)

On any other basis approved by the central government by which 95% of the
original cost of each such depreciable asset can be written off on the expiry of the
specificd penod.

4. Tn respect of other assets that are depreciable and for which no rate of depreciation
has been laid down by the act or the rules made there and for which the Aci and
rules lays down no rate of depreciation.

2. Grant by the government

Dividend can also be paid out of money given by the central or state government for
paying the dividend in undertaking of a guarantee provided by the government,

3. Arrear depreciation

If there is any arrear depreciation in respect of past years, it must be provided for out
of curreat or past profits, before paying dividend for any financial year. ln other
words, if a company has not paid depreciation of any financial year that fell after
Companies (Amendment) Act was commenced in 1960, then the depreciation must be
pravided before any declaration of dividend.

Such arrears of depreciation may be provided out of current profits or the prolits of the
previous financial years, remanyng undistributed.
4. Past losses

Any past loss of the company must be set off against current or past protits or on both
to the extent required by the Companies Act, before paying dividend for any financial
year. If the company has suffered some loss in any of the previous financial year or
the years afler Companies (Amendment) Act, 1960 was commenced, then the Jower of
the following two amounts should be set off:

® The amounl of the loss

® The amount of depreciation provided for that vear or those years.

13i
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The amount should be set off against the following.

1. The prefits of the company for the year for which dividends are proposed to be
declared or paid, or

[

The profits of the company earned in any previcus financial year or years that fell
afler providing for depreciation

5. Exemption from depreciation

Considering the public interest, the Central Govemment possesses the power for
allowing any company to pay dividend out of curremt or past profits without making
provisions for depreciation.

6. Transfer af profits to reserves

The curtent profit of a company arrived at after praviding for depreciation can be
applied for the payment of dividend only afier transferring to reserves such a
percentage of profit not exceeding 10% as per the prescription of the Central
Government.

After the Companies (Amendment) Act, 1974 was comumenced, a cornpany 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 percemage and a coropany can
voluntarily handover s higher percentage out of the profits earned, to the reserves
according to the rules made by the Central Government in this context.

Table 8.1 depicts the prescribed rates of profit to be transferred to veserve according 10
the Transfer 1o Reserve Rules, 1984 as framed by the central govenment:

Table 8.1: Prescribed rates of profit to be transferced to reserves

Rate of Proposed Dividend Amount Lo be Transferved fo Reserves
Exceeding 10%, bul not 12.5% Nof Icss than 2.5% of current prafit
Cxeceding 12.5%, but not 15%¢ Not less than 5% nf comem profi
Exeeeding 15%, but not 20%, Mot Tess than 7.5% of cacrent prods
Excecding 20% Not Jess than 10% of correm profit

However, no amount i§ required o be wansferred to reserves, where the rate of
proposed dividend 1s 10% or less.

7. Dividend from Reserves

The dividend could be compensated from the accumulated past gains of a firm Lkept in
reservations in light of the rules made by the central authorities n this respeet or
together with the prior consent of the central authorities: Section 328(3). Section
205(3) added by the Companies Act, 1974 demands that dividend could be declared
from reservations only about the rules made by the central authorities in this behalf.
But where a provider wants to annaunce a dividend differently than according to these
principles, it might do this with the previous approval of tbe central authorities. The
charge balance, if any, highlighted at the gain and loss account will soon be accessible
for a declaration of money without limitation if this balance was completed after
charging depreciation, taxation, etc.. in the last year(s).

The principles made by the central authorities in this regard supply that in the event of
lack or madequacy of profits in every season, a dividend may be declared by the
busincss 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 jt at the five decades immediately preceding that year or
L0 per cent of its own paid-up funding, whichever is less.

1. The entire sum to be drawn out of the accumulated profits carned in prior years
and moved lo the reserves doesn't exceed a sum equivalent to one-tenth of this
amount of jts paid-up capital and free reserves and the amount was 50 drawn
should first be utilized to set off the losses incurred in the fiscal year priot to any
investment in respect of equity or preference shares js announced,

red

The balance of reservations after such withdrawal doesn't fall under 15 per cent of
its own paid-up share funds.

3. The sum n no way potenliat ought to be employed to cover the interun dividend

8. Distribution of profit oul of capital redemption reserve account

If capital redemption reserve is made apainst redermnption of preference shares, no
dividend may he paid out of this book in fuwre (Pant 80).

9. Premium on redemption

The premium that has to be paid when preference shares are redempted shill he given
for from the eamings of the business.

10. Other determining factors

e  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 provision for taxation because payment of income tax from corpany
earnings is an ultimate response.

® Dividend out of capital profir: Except stocks premium, gain from forfeiture of
stocks and profits before incorporation, funding increases could be implemented
for payment of dividend, subject to specific conditions, inciuding the following;
Such gains must be realised gains. Articles of Association of the Firm will not
contain any prohlibitive provision pertaining to supply of these gaws as dividend,
and such gains st stay as a surplus following revaluation ol all of the resourves
of the orgamzation,

e Capial losses, intangible assets and ficticions assets: According to the
bookkeeping and mechanical principles funding losses, intangible resources and
fictittous assets ought to be wniten 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

e Transfer of additional profits te reserve: The Directors of a business are
permitted (o move to reserves any extra quantity of gain or proceed any portion of
profit, as they believe necessary, following a statutory transfer of eamings to
reservations, The dividend could be compensated only from the equilibrium
guantity 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 bnsiness to the creditors of an insolvent's property or an individual's share of
it." But in commercial usage, however, 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, s called dividend. The term
‘dividend' {s alse used to include distribution of the business's sssets, in cash or in
specie, which rermains with the liquidator after he has realized all the assets and
discharged all the liabilityes, in the event of ws winding up.

In Commissioner of [ncome Tax vs. Girdhar Das & Co. (P) Led. 1967 Instance, the
Supreme Court Described 'Dividend’ as: "As applied to a business that (s a going
concern, it generally means the part of the benefit of dus company that is allocated 1o
the holders of shares in the firm. In the event of winding it up means a branch of those
realized assets among creditors and contributors depending on their rights.”

Before the troduction of Sub-section (14A} at Sectton 2 of the Companies Act. the
expression wasn't defined. Currently, Ly the par, dividend involves any residual
tncome. This definition presumes that the phrase ought to be known only in its
commercial sense. The lostirote of Chartered Accountants of India has described
dividend in its Guidance Motes on conditions used wn financial statemeots as
"distribution to shareholders out of profits or reservations out there for this function.”

8.5 COMPANIES ACT RELATING TO PAYMENT OF
DIVIDEND

The provisions of the Companies Act rclating to payment of dividend are as fallows:

l. The dividend shall only be payable in monev. But this won't prohibit
capitalization of profits or reserves of business with the aim of issuing entirely
paid-up incentive shares or paying up any outsranding guantity of stocks held by
the associates of the firm: Section 205(3),

2. Cheque or investment warrant can pay dividend payable in money. This needs to
be sent by post direct to the registered address of those shareholders entitled to the
payment of this lien, In case there are joint holders then the cheque must be sent to
the address registered of one of representanve mvestors whose names are first
mentioned 0 the register of members or to such individual and to such an address
on which the shareholder or the joinl investors may in writing guide: Section

205(4)(b).

3. The department of business evenls has explaincd via us Circular No. 5/99 absolete
12.5.1999 that dividend may also be transmitted digitallv to the investors afier
recetving thetr approval in this respect and requesting them to nonunate particular
bank account number to that dividend because of them must be remitted.

4. Profit needs to be paid to the registered holder or his order or his or ber banker. If
a share warrant were issued regarding the discussion in pursuance of Secuon 114,
the dividend would be paid to the bearer af this merir or his banker Deparunent.

5. Dividepd needs to be compensated, or the dividend warran! needs to be submined
within 30 davs from the date of declaration of dividend. subject to speeific
exceptions: Section 205(4%1).

6. Where a dividend was announced by a firm but hasn't yet been paid or the merit in
respect thereof hasn't been submiited within 30 days by the date of this statemenl
to any sharechotder entitled to the payment of this dividend. each Director of the
business shall, if he's knowingly a party io default, be pumshable with simple
imprisonment for a term tbat might extend to three decades and will atso be hable
10 a penaity of ¥ {000 for cach default where such default continues. However, the
provision as inentioned above isn't appropriate in the followng conditions:

+  Where the dividend couldn't be compensated because of the performaance of
any law



< Where a customer has given leadership to the company conceming the
payment of this dividend and those instructions can't be complied with

<« Where there's a dispute convertung 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 period aforesaid wasn't because of any default on the part of the
firm

Any dividend, when announced, the amount thereof will need to be deposited in a
different bank account within five days of the staternent. The quantity of bonus
deposited in anather bank accounts as above shall be utilized for the payment of
interim dividend. Section 205( [ A).

8.6 COMPANIES ACT REGARDING UNPAID AND

UNCLAIMED DIVIDEND

The provisions of the Companies Act regarding unpaid (unclaimed) dividend are as
follows:

l.

Where, after the commencement of the Companies (Amendment) Act, 1974 a lien
was announced by a [imm 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 Lhe date of expiry of the said period
of 30 days, move the entire gquantity ot dividend that remains unpaid or unclaimed
into a partcular account 10 be opened for the business in that behalf in any
scheduled bank to be called "unpaid dividend account". Section 205A(1)

In case the default is made in shifting the entire sum referred to in Sub section (1)
or any component thereaf tu the unpaid dividend accounts of the concemned
business, Lhe company will pay from the date of such default, interest at the rate of
12 per cent per annum and the interest aceruing on such sum shall be utilized for
the sake of the associates of the worganization in proportion ta the amount
remaining outstanding to thern. Section 205A(4).

The company will move any money transferred nto the unpaid dividend accounts
of business in pursuance of this segment that was nol paid or claimed within the
peried of seven years since the date of such transfer into the fund called Investors
Educaiion, and Protection Fund established under Sub-section (1} of Section
205C.

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 defaulti, shall be punishable
with a fine that might extend 1o ¥ 5000 for ecach day during which the failure
persists. [Section 205A(8)].

Any individual claiming to be eligible for any casb transferred under Sub-section
(5) of Section 205A into the general revenve account of the central authorities
could apply to the central authorities for an arrangement for payment of the
money claimed, along with the central authorities may, if satisfied, if on a
certification by the business or otherwise that this person is eatitled to the whole,
or any portion of the money claimed, create an arrangement for your payment to
that individual of the amount due to him after accepting such security from him
because it might think fit, Section 2058.
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8.7 PAYMENT OF DIVIDEND OUT OF CAPITAL PROFIT

Any Individual claiming to be eligible for anv cash transferred under Sub-section (5)
of Section205A into the general revenue account of the central authorities could apply
to the core authorities for an arrangement for payment of the money claimed, along
with the central authorities may, if satisfied, if on a cenification hy (he business or
otherwise that this person is entitled to the whole, or any portion of the money
claimed, ¢reate an acrangement for your payment to that individual of the amount due
to him after accepting such security from him because it might think {it. Section 2058,

Following are the examples of capital profits:

e Profit before incarporation

® Premium received on the issue of shares or debentures

®  Profit an forfeiture of stocks and re-issue of forfeited shares
® Gan eade avarlable of fixed assers

e Profit on redemption of debentures in a disconnt

Section 203 of the Companies Act provides that dividend can only be paid from
earnings. Gains can be equally earning profits and capital gains. Therefore the
Companies Act doesn't offer 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 an issue of shares

According to Section 78 of the Companies Act, the premium on issue of shares is
accessible only for certain specified purposes rather than for payment of money.

Profit on re-issue of forfeited shares

According to Section I of Schedule V1 of the Companics Act, the guantity of profit
made on forfeiture of stocks needs to be demonstrated by adding into the predicted
shate capital of the business in its balance sheet, and the amount of such gain
eventually abandoned after reissue of forfeited shares needs to be transterred to capital
reserve,

Profit prior to incorporation

A company comes inw legal existence only trom the daze of mcorporation. Thus, the
profil pained during the tine once the company wasn't in exisience cannot be legally
distnbuted as tbe benefit of the organization.

Prafit from redemption of debentures at u discount

A funding again gained in the redemption of debentures at a discount isn't readily
available for distribution as dividend as was stored al the instance Wall vs. London
and General Provineial Trust Co. Ltd. (1930).

8.8 PAYMENT OF DIVIDEND OUT OF CAPITAL

According to the 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. Consequently,
if the memorandum or the articles of association even enable the company to declare
the dividend from funds, such power gets automatically invalid. [Verner vs. General
and Commercial Investment Trust Ltd. (1894}]



In the following circumstances, payment of dividend may amount to payment of 5
dividend out ofcapnai: Chvisible Profits and Dividends

¢ If dividend is paid from the purchase proceeds of fixed assets
e |fcamiags are inflated from the pext
<+ Charging eamings expenditure to tunding
= Making lesser provisions for depreciation or obligations
¢ Overvaluing closing inventory or investments
* Increasing gain by another manner
® [falack of lunds proceeds and money is paid without makmg good this lack.

¢ Payment of dividend from capital suggests retuming to the shareholder's portiou
of their paid-up share funds as the dividend.,

The payment of money out of funds has the following effects:

1. The Directors might have-right right of indemnity fiom those that intentionally
obtained dividend from the capital. However, they shed that right at which the
directors signify that the dividend has been paid from eamiags (Moxham vs,
Grant-1990),

2 From ihe absence of questionahle conditions, the Dircctors are not wrong ia
accepting that the reponts and evaluation of responsible officers of the firm
(Kingston Cotton Mills Co. — 1896},

3. The Managers are liable tv make good the sum, which they've intemionally paid

as the dividend fromn capital (London and General Bank — 1895}

4. Afer the payment of money fiom capital is then made high out of camings, 1he
Directors can escape accountability (Boaler vs. The Waichmakers' Alliance and
many others 1903},

5 An auditor can't be held responsible for the negligence of responsibyity because ot
his inabdity to discover payment of money out of capial i he's exercised
reasonable skill and care aud there are not any questionable circumstanves for
detection of deliberate enhancement of gain (Kingston Cotton Mills Co. L,

1896.

8.9 GENERAL GUIDELINES FOR DISTRIBUTION OF
DIVIDEND

Following guidelines govern the distribution of profit as dividend by a company in
general way:

I The dividend could be dectared and paid only as long as the cash position of the
organizauon is satisfactory.

M2

A dwidend shouldn't be compeoasated without creating a decent supply for
depreciation on fixed assets.

3. Capital gains could be distributed as dividend only if these requirements are
fulfilled:

¢ The Aricles of Association of the firm allow such a payment
¢ Such funds gains have been realized

©+ The excess stays even following the revaluation of all of the additional assets
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4. If the profit and loss account contains a debit balance, the dividend is not meant 1o
be distributed.

5. If goodwill or other assets have been excessively wnren down in the past, the
surplus could be wnren back to profit and loss account, and dividend can be
distributed from such gain.

6. The corporation should adopt a sieady dividend pay-out ratio. [t need wat
distribute all of the earmings to its shareholders as dividend;

7. Provision of the Businesses Act, Income-tax Act as well as the decisions of
important legal cases need to be observed and complied with while announcing a
dividend.

8. Capital losses, intangible resources, and fictitious resources ought to be written off
within a period slowly to strengthen the fiscal position of the business.

8. The conditions of this Memorandum and Articles of Association have fto be
vomplied with before dispersing profit as dividend.

8.10 ARTICLES OF ASSOCIATION REGARDING
DIVIDEND

The conditions of this Articles of Association of a firm also need to be contemplated
before distribotion of profit as dividend together with the terms of the Companies Act.
However, it could be said i this respect that no provisions as included in the Articlés
of Association supersede the requirements of the Companies Act. [f a business does
not have any content of its own, then it needs to stick to the provisions as included in
Table A as a replacement for articles of association,

Regulations of the Cotnpanies Act describe the provisions regarding distribution of
dividend by a company, which are given below:

1. All dividends shall be allocated and paid as per the proportions ro the amount that
Thas to be paid or credited 10 the stocks.

2. Clause 89: The Board has the right of deducting all amounts of cash that has te
paid from the dividend to any member, if any. currently pavable by him to the
fiemn due to calis. etc.

3. Clause 91: Aoy dividend, interest or other money payable in ¢ash must be paid
through chegue or warraot sent through article led te the registzred address of the
bankers. -

4, Every such cheque or warrant shall be made payable to the order of the men to
whom it has been shipped.

5. Clause 92: Any one or twa or more joint holders of shares can provide effecrual
receipts for any dividends ar bonuses payable in respect ol such stocks.

6. Clause 93: Notice of any dividend which mught have been declared will be
supplied to the persons entitled to share therein i the way stated in the Act.

7. No dividend shall allow any interest against the company.

8.11 AUDITOR’S DUTY AS REGARDS PAYMENT OF
DIVIDEND
After dividend is announced, it represents a piece of accountability of the business

enterprise. As stated above that Legislation of Clause 85 of Table A of 1% program
claims that no dividend will be paid more than the sum of dividend declared.




However, this doesu't follow that the business must cover sipnificantly less than what
is announced. Accordingly, a company might be enticed by the shareholders for such
payment as was held at the instance Savern vs. Wye Railway Co. (1896).

The duties of an auditor in connection with the payment of dividend ar¢ as follows:

® [le must inspect the records of the enterprise 1o determine the varous rights and
privileges of the many types of their members.

e e must also analyze the minutes of both director's and shareholder's meeting
concerning such payments.

® He should check the speed of voladlity and warrant the rate in the context of the
total amount of profit gained,

® He rmust see that the unclaimed dividends are 1moved to another bank accounts.

® He should obtain the register of members 1o justify whether dividend warranis are
delivered to the proper pessons.

® He must check the articles of association to validate the ability for such paymeni.

# He must confirm that the declaratton 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 e¢arlier 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
arriving at the distributable profit.

& He should also consider the speed of interim dividend declared by the company
and confirm that it's been found in the declaration and payment of the final
dividend,

8.12 PAYMENT OF INTERIM DIVIDEND

The inierim dividend is a dividend that's paid in respect of a year befare the
announcement of the final dividend. This usually means that it happens between two
annusl general mestings and the publication is accomplished by the Directors rather
than the shareholders.

Sub-section (1A) of Section 205 enables the Board of Directors of a business to
declare residual income. Clause 86 of Table A of Schedule | to the Companics Act
provides that, “the board may from time to time pay to the member's such interim
dividend as seemed to be warranted by the proceeds of the business.” Usually, the
Anicles 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 provision
in the Companies Act (except Legislation 86 of Tablz A) about the interim dividend
The Companies (Amendment) Act, 2000 has introduced Sub-section (14A) at
Department 2 where ‘interim dividend' has become a part of the profit. and
consequently, all terms of the Coropanies Act about volatility bave become relevant to
high-income also.

e The Board of Directors may declare an interim dividend, and the quantity of profit

involving interim dividend will be deposited in another bank account in the pertod
of five days since the date the declaration of such 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.

Frequently 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:

Interim profit and loss account cught to be prepared, if possible with a reasonable
estimate of the final inventory,

Where the closing stack value at the end of this interim period cant be fairly
determined, a rough estimate of profit can be produced by implementing the gross
profit percentage to tevenue and deducting from such gross profit that the
expenses so far.

All alterations on account of bad and doubtful debts, depreciation, outstanding
accountability, prepaid expendutures, etc., ought 10 he duly made to determine the
fair profit for the interim period.

The proportion of interim gain to be applied to the payment of interim dividend
must always be about the conservative approach following consideration of the
forecasts for the funire months and the adjustments required for contingencies.

A fantastic cash balance shouldn't be taken as a sign of gain with the aim of
residual income, However, money is yet an additiona! choice element.

An excellent cash position doesn't always warrant the cost of the interim dividend
because the prospective capital requircment for all those functions might be rather
considerable.

It's the last bonus that needs to be announced afier the final of the accounting year
in a rate fairly greater chan the speed of residual income. Consequently, it ought to
be observed whether the corporation would have the ahility to announce the final
dividend in higher speed or nat.

ln paying interim dividend, the Directors undertake partienlar quantity of danger,
since the interim dividend is, jin 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.

Chieek Your Progress
Fill in the blanks:

I. The share of profit earned by the company gets legally distnbuted to the
stakeholder or shareholders of that company through the method of
dividend iscalled ....................

2. Company eamings and gains not kept in thc company and spread among
the shareholdersis called ...................

1. If a business does oot have any content of its own, then it needs to stick to

the provisions as included in............... as a replacement for articles of
assqciation.

4. All dividends shall be allocated and paid as per the proportions 1o the
amount that has to be paxdor ............. to the stocks.

Be  TRE cwmurmases is a dividend that's paid in respect of a year before the

announcement of the final dividend.




8.13 LET US SUM UP

Profil 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 anisen other than
by capital adjustment”.

The share of profit eamed by the company gets legally distributed to the
stakeholder or a shareholder of that company through the method of dividend is
called *divisible profit’.

Dividend can be paid by a company anly out of current profits and past profits
remaining undistributed, hoth 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 called dividend.

The term 'dividend' is also used to include distriburion of the business's assets, in
cash or in specie, which remains with the liguidator after e has reatized all the
assets and discharged all the liabilities, in the event of its winding up.

The dividend shall only be payable n money. But this won't prohibif
capitalization of profits or reserves of business with the aim of issuing entirely
paid-up incentive shares or payng up any outstanding quantity of stocks held by
the associates of the firm: Section 205(3).

The company will move any money transferred into the unpaid dividend accounts
of business in pursuance of this segment that was not paid or claimed within the
period of seven years since the date of such transfer into the fund called Investors
Education, and Protection Fund established under Sub-section (1) of Section
205C.

According to the Compames Act, no dividend could be paid from funds as it
primarily provides in Section 205 that the dividend 1s payable only from present
profit or beyond undistributed gains, armived at after providing for depreciation.
Consequently. if the memarandum or the articles of association even enable the
company to declare the dividend from funds, such power gets sutomatically
invalid. [Verner vs. General and Conunercial Investment Trust Lid. {(1894)]

An auditor must inspect the records of the enterprise to determine the various
rights and privileges of the many types of their members,

The interim dividend is a dividend that's paid in respect of a year before the
announcement of the final dividend. This usuallv means that it happens between
two annual general meetings and the publicaiion is accomplished by tbe Directors
rather than the shareholders.

8.14 LESSON END ACTIVITY

Study the dividends pay-out of an organisation and also study what role does an
auditor play in it. Prepare a report on the same and give a presentation on it

8.15 KEYWORDS

Profit: [t 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 eammed by the company which gets legally
distributed to the stakeholder or sharecholders of that campany through the method af
dividend.

Dividend: 1t is the company eamings angd gains not kept in the company and spread
among Lhe shareholders.

Interim dividend: Tt is a dividend thal's paid in respect of a year before the
announcement of the final dividend.

8.16 QUESTIONS FOR DISCUSSION

1. What is profit?

Define the term divisible profit.

Whal are the principal determinants of divisibie profit?

Explain the mesning of dividend.

Explain the Companies Act which rclates to payment of dividend.
Discuss the Companies Act regarding unpaid and unclaimed dividend.
Explain the payment of dividend out of capital profit.

Discuss the payment of dividend out of capital.

R - T

Explain the general guidelines for distribution of dividend.

—
o

. Explain the articles of association regarding dividend.

—
o

. Discuss the auditor’s duty as regards payment of dividend.

bt

. Discuss the pavment of interim dividend.

Check Your Progress: Model Answer
1. Divisible profit

2. Dividend
3. Table A
4. Credited
5

Interim dividend
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9.0 AIMS AND OBJECTIVES

After studying this lesson. you should be able to:

® Define the term investigation

® State the objectives or purposes of investigation

e Explain the features of ipvestigation

® Understand the working metitods

® Explain the duties of an investigatot

e Discuss the investigation report
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e Explain the qualities of ap investigater
e Discuss the differences between investigation and auditing
® Explain the procedure for conducting investigation in auditing

® Discuss the special audit in banking, educational and insurance companies

9.1 INTRODUCTION

Along with routine inspection of reports of an enterpnse's books, there might be an
examination of records and their accounts of past years. Tn be able to examine records
of decuments and account of a venture, evalnation has 1o be performed. Investigation
sugpests an imquity to company documents and the account. to achieve the objective.
The inquiries’ objective would determine the fipancial positnon, the ensuing position
or the magmitude of the fraud. Theretore, an analysis is a distinctive sort of evaluation
of records and accounts cardied on by an investigator using a pre-determined objective
in line with the necessity of the circumstance and involve something past, the
affirmation of accuracy of data from the financial statements.

9.2 INVESTIGATION

An investigaton can be described as a particular evaluatton of an inquiry with a view
to create a reality or to assess a condition of affairs 1o books of repons aud related
records or discover causes. As an instance, an investigation could be run to the
account of a company whose business will be acquired analysis or by an organization
might have to ascertain the magnitude of a fraud. From the view of Taylor and Perry,
analysis entails inquiry into details behind the balances, i.c.. to the technical, fivcal and
financial position of the company organization. The investigation is a distinctive sort
of evaluation of records and accounts carried on from the investigator using a function
in agreement with the requirernent of this situatjon and therefore are concerned more.

9.3 OBJECTIVES OR PURPOSES OF INVESTIGATION

The need of invesngation may anse i many cases. but these are some of the
circumstances where investigation is most frequently called for:

L. For buying any organization: Analysis can be run by someone on behalf of the
client, once the client plans to buy a present company.

(A%

For entry of a new spouse: Investigation into e events of a venture company
can be produced by any individual on behalf of their incoming spouse of a present
venture enterpnse.

3. For hunting avenues af investment: To be able 1o assess the fiscal solvency
position of any company, an investigation could be accomplisbed. The financial
solvency is quantified through analysis on behalf of a particular person who secks
paths of invesiment.

4. For awarding financial or loan, Aid: Investigation may also be performed on
behalf of a lender or other finaneial institudons proposing to expand or grant loans
to its own customer or change the terms and conditions of the same.

5. For suspected fraud in the event the operator or the direction suspeets fraud, then
they could appoint a Jawyer to discover the fraud trigpered from the workers.

6. For unnatural MMucruation of gam, analysis can be run on behalf of their proprietor
or the managing of a company 50 as to determine the reason for abnormal
fluctuation in benefit in the business enterpnse.



7. For compensation of tax cbligation 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 reimbursement of insurance claim: In the event of the fire or other dangers,
the husinesses need to submit the claim to your insurance company to recoup the
foss. The Insurance Provider can employ an accountant to ascertain the specific
quantity of reduction for reimbursement of claim.

9 For evaluation of goodwill and alse siocks: The stocks and goodwill of their
company need fo be appreciated on various events. To be able to figure out the
fair value of stocks and gaodwill, an analysis could be undertaken,

10. For estimating sickness of a business device: Authorities might have to consider
a sick indusinal unit and f{or this it might give appomument to an investigator (o
explore the cases of their 11l unit.

V1. For these provisions of the Companies Act: Section 235 to Section 251 of the
Companies Act provide regulations to the analysis of any business under different
special scenarios.

12. For justifying neglect of the auditor: Tn some instances, the auditors are held
accountable for negligence in their own obligations. But before accusing auditors
of negligence, the situation needs to be properly researched.

13, For criticism by the bankers; The analysis may also be undertaken with the
dircction on the basis of cowmnplaints made by the investors.

14, For the cases of a hope: Investigations are occasionally needed to he run on
behalf of the beneficiaries of some faith to the cases of hope for suspected fraud.
For the liquidation of the company analysis of suspected fraud or misfeasance
from the Directors on behalf of the liquidator of a finrm might also be undertaken.

9.4 FEATURES OF INVESTIGATION

An investigation is an assesament of accounting documents undertaken for a purpose
of audit, Tts goal is normally to detect and exhibit the reality in such a fashion that will
allow the parties for whom it has been underiaken to draw conclusions and make their
own decisions accordingly.

On the basis of an investigation of the definition, (he following atinibutes of
wvestigation could be identfied:

Invesugation is conducted wilh certain goals. It entnls confirmation and examination
of records that are particular. There are no statutory provisions or principles prescribed
in the event of organizations except for evalnation. It's legal and voluniary It is
worried aboui the coverage issues but also restricied to evaluation of facets of an
organization. 1t*s undertaken, based on the character of the goal. In tbe majority of the
scenarios, the courses of actions must be summarized with the investigator. Along
with study and the analysis of these books of records and accounts examination of
people may be undertaken. The reach of investigation long to cover many goals in line
with the prerequisites of the 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 persenal evaluation, e.g., only undertaken on behalf of a p(zfential
buyer of a company, the inguiring agency needs to get accurate directions fromy his
client regarding his 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, In 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 that could be appropriate.

9.5 WORKING METHODS

Having clearly established the inteauon of the analysis, the investigator will initially
make such preliminary questions as needed to determine the exaci info that's required
to allow him w0 organize his evaluation. He'll then drafl a summary file, detailing the
key words, which he can use in his closing repori. These will vary based on the natwre
of evaluation being undertaken, however, when a company was being researched on
behalf of a potential buyer, the key words can function as follows;

® The company and its history control and the employees
e Sales and promotion purchasers and praviders

® Trading results according 1o audited accounts

e 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 with relevant people and perform oo the reports and
docurnents, but on each investigaton. he'll have 10 exercise his decision as ta precisely
understand the job needs to be undenaken. 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. In the case of a dispute arising and neglect
being alleged from the investigating accountant. then these working papers are
impomnant proof in litigation. After the evaluation is finished, the drafi report will soon
be finalized.

9.6 DUTIES OF AN INVESTIGATOR

The processes to be adopied in the analysis arc contingent om the disposition of
evaluation, its function and the conditians of the situation where the analysis has been
urdertaken. [n most the instances of 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 follow in discharging his responsibilities conducting an
evaluation. These responsibilities are provided below.

|. Obtaining written e¢ducation abont extent and goals of analysis: Before
bepinning an analysis, the investigator must obtain in the clear written instruction
regarding the reach of the custoner’s job and intentions evaluation. In the event
the customer is interested to enforce some resiricuion 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 his or her duties. The time to be covered in the analysis also
needs to be supported with the investigator by his customer certainly in writing.
The interval is cxtremely impomant since the investigator may consequently
restrict his evaluation of records and transactions to this panod only.

1. Framing analysis programme: Depending on the goals, extent, and interval a
successful investigation programme ought to be completed out. The analysis
programme ought to be adaptive so that the investigator will make required
modifications in the programne through real research. Tlis flexibility in the
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programme is esseulisl because many measures in the analysis are contingent og
the outcomes of the prior actions,

Collection of Juformation Regarding the Small Business: 1t's no! teasible for the
mvestigator to offer proper interpretation and coserage of this simple fact if he
doesn't have the comprehensive understanding of the actions of this venture fot
which he's to run an wvestigauon. Thus, before beginning bis job of evaluation,
the mvestigator must gatber all appropriate details regarding the actions of the
organization

Enguiry Regurding the Standing of the Veniture: The invesiigator must make
inquiries and gather info concerning the standing of distinet individuals operating
in the husiness enterprise. Information also needs to be acquired regarding the
goodwill of this orgarizauon, This info will assist the invesugator a good deal in
preparing his report,

Taking specialist guidance: The investigator should choose the help of experts
throughout the evaluation, i needed, and consull with experts on matters where
his knowledge 1sn't adequate.

Retiance on records and accounts: In the event, the books of reports and also
necessary records are properly preserved, and the repors are audited, the job of
the investigator becomes more simplified because he js allowed o rely on the
wriften accounts and comectly preserved documents. So. normally the investigator
should avoid duphcauon of effon and focus more on these processes as will
probably be more meamngful for analysis. However, the simple fact that the
investigator has ever relied upon the audited books of reports must be contained in
the analysis repun.

Preservation of working newspapers: 1t's the job of the investigator to keep his
working documents correctly. A compiehensive set of work completed,
documents analyzed, pertinent data and evidence gathered, etc., must be held in
this document together with sigiung staterments, documeits, and schedules. These
working papers can help him in the time of finalization of record. These working
papers may also he invaluable files in their own defense, even in the event the
affected partics then strupgle tus findings.

Care of secrecy and confinement to function: The investigator must always
remeiber the objective of evaluation, since the purpose of analysjs will determine
which documents and statistics ought 1o be analyzed o detail. which shouldn't be
analyred, for which instances detailed checking could be avented, what advice he
must seck from resources apan from books and documents and what processes
should he embrace n his anaJys]ﬁs function. On the fip side, secrecy 1s the simple
requirement of any evaluation. So, the investigator must keep the particulars of the
invesiigation quite crucial,

Care of minimum quality of work: The investigator has to be honest and that he
must approach lus job with reasonable care, diligence, and skill. He shouldn't
permit lumscelf to be affected by other people. as complete independence 15 called
for in the invesugation. Thus, the investigator must constantly keep him free of
the ¢ficct of interested nien.

Proper reporting: The analysis reporl ought to be clear and unamhiguous. The
investigutor must analyze the information and evidence gathered by him. He has w
take gnod care to realize that his report doesn't compnse any incorrcet details. Thus,
before registering his report, he must carefully assess the arlicles of his account
together with maintained working notes and papers. This i1s extremely vital as the
erroneous report may fool his customer and encourage legal actions against him.
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9.7 INVESTIGATION REPORT

The report on the tnvestigation has to be carefully prepared. [t oughl to be utterly
disgusting, quite clear in 1ts significance as well as for as practicable from the given
position. It should, nevertheless, give complete consideration to all of the factors
impacting the choice to be produced. The kind of the record will typrcally 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 o be recalled that the principal points of this report aren't
abscured by particulars; some voluminous data ought to be relegated to appendices
and referenced to the most appropnate region of the report.

Investigation repott must contain all significant and related matters. He has to mention
in 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 in his account that the directions provided to him by his own customer
concerning the analysis. He should mention that the limitations if any, place in the
reach of lis own work.

9.8 QUALITIES OF AN INVESTIGATOR

An investigating accountant must combine solid auditing methods, considerable
expertise, sound judgment and a high comprehension of some business venwres. Due
to the rough nature of the jab, it will ordinarily be discovered that spouses and senior
staff may personally execute a greater percentage of the job on evaluation compared to
audits. The mvestigator should approach his work systematically. He must do the job
honestly and diligently.

He must continue to keep the attention of his client on the very top and has to work
with a sense of a service to this customer. The topic of the analysis is extremely
specialized and normally a senior acconntant 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 understanding in
regards to the several affairs of umique sorts of ventures, He has to be a person of
proficiency and capabiity to comprehend different crucial matters obviously. He
should have the capability to grasp things readily and communicate them in words that
arc clear. While conducting the evaluation, he should exert extreme care, ability and
reascnable care keeping in mind throughout the objective of the mvestigation.

9.9 DIFFERENCE BETWEEN INVESTIGATION AND
AUDITING

The difference between audit and investigation is outlined in Table 5.1

Table 9.1: Distinction berween Audit and Investigation

Points of Dilference Audit Investigation
1. Interested parties Audlit is conducted on the | Investigation is generally carried out on
basis of the shareholders or | behalf of outsiders wha'intend 1o buy the
propriciors.  business or who wish to lend amount and
| shus want to know the eaming capacity. or
" | the financial position of th concemn,

Contd. ..



2. Legal aspects

Audit is compulsory for a
corporate business according
to the Companies Acl.

Investigation is not compulsory.

3. Inter-dependenee

Audité}:& accounts are not

audited again except 1n case of

special audht u's 233 A,

Investigation can be carried out afier the
anditing of accounts has been completed

4 Durahon

The audit of accoumts s
asually for a vear or six
misiths

The process of investuganon may take up a |

ume period of three years which can
extend to seven yeirs as weil

5. Depth of work

e X 4

F'F\lldilfis a kind of test
[;checking, -

Investigationis a thorotigh cxamination of
the backs of accounts.

6. Subject marter

Audil includes an examination
of the books of accoums.

Investigation 18 not only an examination of
accounts, but also inquiry into other

factors, i.c.. it goes beyond (he books of

accounts,
7. Computation of net | Aadit 'is not related with the | Net profit or the actual eaming capacity of
profil alteration  of figures and | the idea is ascerttined by making certain
an introduction of adjustments to | adjustments in the ner profit as caleulated,

- have net profits from different
: points of view.

8. Purpose Audit 15 conductcd to know | Investigation 1s ¢onducted lo know the J
the true and fair view of the | financial position and the eaming capacity |
[ bonks of accounts. of the concern. !

9.10 PROCEDURE FOR CONDUCTING INVESTIGATION
IN AUDITING

The subsequent process 1s followed while running Analysis in auditing.

1 The directions of the customer about the character, extent, and objective ought to
be gemung in some and unambiguous conditions. If the directions are vague, then
they may cause confusion and issues throughout the evaluauon. The directions
must cover the region of the evaluation, the objective of identification and the
interval to be researched.

2 A diagnosis programme can't be rigid and fixed. Actual evaluation procedures at
every stage need to be programmed, determined by the several improvements in
the duration of this analysis.

3 The discovering of the prior sieps will determine the additional course of analysis,
While devising the analysis programme, the broad scope and limutations must be
ascertained.

4. The listing of documents and records to be confirmed are to be ser at this point
keeping in view the purpose and aim of this investigation.

5. A comprehensive evaluation, i.e., evaluation of vanous documents and papers,
and evaluation of different persons of this issue, about the analysis area should be
conducted. At each point, the investigator can decide the additional course of
analysis that depends on the situation and different findings. The investigator will
maintain, 3 thorough listng of work completed, evidence analvzed, sigmficant
talks stored, eic., as proof for the analysis ran. The document preserved by the
investigator together with the supporting records can form the basis for the
forulation of preparation and conclusion of this analysis report.

6. The investigator could correlate all of his findings, examine all of the supporniing
statements and documents, completely analyze the investigation documents and
conclude. While doing this, he should possess an open mind, free ol pre-
conceived thoughts.
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Contents of Investigations Report
The investigator could drafi the analysis reporl. The report might contain:

1. The goal and scope of analysis.

2. The time covered by this analysis.
3. The conditions of analysis about the written directions of their customer
4. The numerous constraints faced with the mvestigator which may matenally

impact the decision drawn ought to be mentioned.

5, The premise forms the cornerstone of analysis. The premise shouldn't defeat the
very purpose of this investigation.

6. The analysis report must include headings, together with sub-headings, chans,
graphs, etc.

7. The decision of the investigator ought 10 be mentioned and certain conditions
should he imparted ¢learly.

8. The supporting files and data might be presented as appendices to document.

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 confirmation technigue is right regarding accounts, bank accounts
or securities teeming along with other folks. Here, we will study a number of thoge
processes in greater depth.

Counfirmation technique

1t is just a way of gathering audit signs that consist of information of the answer to a
question. ft could be intriguing to be aware that the AICPA included an affirmation of
sundry debtors on its own Auditing specifications.

The process is appropnate in the event of creditors too, The auditor asks verification
of lien by communicating with ail debtors.

The Advice Note on Audit of Sundry Debtors, Innovations, 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 all the celebrations. The Advice
Notice Stipulates the Subsequent:

e The assessing of their debtors’ ledger accounts will not demand a conmast of their
accounts from the ledger.

e Each account ought o be scrutinized to be able 10 complete exactly the 'aging’ of
their debtors. The dehtors’ program needs to have columns to signify that the
duration where each account is more outstanding.

e The aunditors should never automatically think that is realizable. Wherever debts
have been composed, the auditor needs to meet himself if off the write has been
founded on considerations of their facts.

& Debts usually nclude statements made by insurance businesses, transporiation
businesses, railways, etc., and also the auditor must ascertain that the assets are all
realizable.

Correspondence ought to be understood to see if there's a likelihood of these own
being said and if the statements are confessed.



They ought to really be displayed as suspicious. n case it seems that they aren't
coliecuible. These guidelines may be implemented to credswtors too.

I, Even the confirmatory letters ought to be routed outside over a period of 15 to 21
weeks of the conclusion of the calendar vear. even whenever the audit 1s
consumed much afier with regard 1o accounts either because in the onset of this
Balance Sheet or as at the following selected date ahead of the end of the season.

2. In case the range of accounts will be significant, fetters could possibly be issued in
respect of debtors and creditors. With checked and chosen account, your customer
needs to be asked to organize bills of accounts revealing the place of the accounts.
A nil stalwhity accounts should be comprised.

3. The statements of accounts ought to really be compared with the auditor tagether
with the accounts of debtors and creditors. He needs to sustain contro) before
they've been sull posted.

4 Either every single announceinent of consideration should include a petition for
affinnation of this equilibrium shown there or it needs o really be plotted using
another letter from the auditor or your customer, as might have already been
mutually agreed upon: either your correspondence. or the announcement needs to
demonstrate the speech of their auditor to which the announcements of accounts
subsequent to the verification should be returned. An envclope comprising the
auditor’s address and name needs to be enclosed

3 Invoices or policies ought to be subnitted undemeath the oversight of this auditor.

6. In cucumstances, a reminder ought Lo Ye delivered lroro the auditor. Leters
acquired straight back undelivered needs to be sent 1n the tackle.

7. It needs to be confirmed, so the pumbers afirmed may disagree together with the
accounis and also that the accounts are confirmed. The customer ought to be asked
where needed. to organize reconciliation statements,

8. Io most scenarios, at which a reconciliation declaration was ready. it needs to be
confirmed that the gap between the quantity affirmed and that exhibited from the
novels of consideratiem really isn't the consequence of an omission to charge any
sum acquired from your failure or party to dehit with almost any sum ot eamings
or even to charge him with all the worthiness of products reccived by an opinian
to respecling or pre-tax gain.

5. In case the distinction may be the consequence of a dispute or argue for relurn or
allowable, ctc., given into a celebration, it will be affirmed that there 1s a supply
comresponding to this gap that ultimately might need 10 be imputed fo bun
personally.

Verification procedure could be achieved both for sundry creditors and sundry
debtors. Precautions in regard of creditors o be ohtatned will be as below:

(1) The Creditors' ledger trial balance consented uwsing the Management Account if
any, earlier accounts are chosen 1o get affirmation and veeds o be expressed by
yous customer.

(1Y The supply designed for its total amount payable in respect of items received over
the previous week al the year's end needs to be confirmed hy evaluating
admissionsin items Inward sigh up.

{ilit A certification ocught to he gouen by your customer that each one of the
obligations that may have accrued around the day of ttus Balance Sheel is
accepted into consideration.

154

Investiganan



|54
Auditigy

Precautions in regard to sundry debtors to be accepted are as belaw:

(i) The Debtors' ledger trial balance consented together using the management
Account if any, until accounts are picked to get verification and needs to be
expressed by your customer.

(ii) Eamings generated at the end of the year's alteration ought to really be confirmed
by evaluating the entrances in items outward sign up for a coupie of weeks.

(iil) The account must be checked with direct affirmation needs to really be setiled on
the grounds of inner control methods.

Inquiry: Inquiries can vary between formally created questions handled to third events
into informal oral questions handled by men 1o the thing. Replies to gueries could
offer that the auditor with information which he'd not already own or mighm't offer
hin together with corroborative proof. The demand for the guestion may emerge at
each period of auditmg. Wherever any transaclion or entrance isn't readily evident, or
its own impacts aren’t teadily clea, the auditor maybe nol be unwilling to earn inquiry
out of the proper official of their customer. Otber than that, pupits should keep in mind
that the auditor of an organization needs to eam an impression on his account, if he's
acquired all of the information and explanations which he thought necessary because
of his audit. This condition shows that question is just one of those procedures of the
complete plot of auditing and conseguently, the Businesses Act, 1956 has contributed
specified powers into the auditor im Section 227 also continues to throw certain
responsibilities on business leaders in Section 221. In any case, Section 227(JA} of the
Companies Act, 1956 casts up on the auditor that a certain duty to investigate into
individual chosen transactions, The way an auditor is predicted to perform the duty of
tnquiry is included in Section 227,

Tracking: Tracking is made up of appearmg in a procedure or treatment ciurently
being performed by others, by way of instance. the auditor's monitoring of stock
relying on from the thing's employees. or of their performance of command activities.
Tracking offers audit signs in regards to the performance of the procedure or process,
but is restricted by the idea ar the time in which the monitoring occurs, and also from
the fact that the act to be detected can change the method by which the procedure or
mnethod is performed.

Analyiical evaluation processes: Analytlical inspection approaches conid be défined
as exams of advice made by means of an analysis of link and comparisons one of
information.

Analytical processes incorporate the consideration of compansons concerning the
financial information of this entity wwgether with advice for earlier periods.

Impacts such as budgets or predictions. or anticipations of this auditor, like an
estimation of depreciation.

Industry Information, like a contrast 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 technigues before preparation the audit

At the development peried, analytuical processes aid the auditor in understanding that
the customer's firm and also in pinpointing areas of hazard by signaling improvements



inside the thing's firm of and areas of. This information is going to ad the auditor 1n
specifying the rvpe, timing, and scope of the audit processes. Analytical processes
when prepaning the audit wilives informauon including the amount of products
quantity of stafT and sq. ft, of adventising area in details,

Analytical processes utilized as Checks

After creating and execuling purposeful analytical processes, zither independently or
in conjunction with evaluations of information, as procedures based on SA 3301, the
auditor will:

(2) Descnbe the compilation of special purposeful analyfical processes such as
specified assertions, due to those assessed risks of matenal misstatement and
evaluations of information, if any, for all these assertions;

{b) Rate the rcliabjlity of information where the auditor’s anticipation of documented
quantfies or ratios has been designed, due to ongin, comparability, and
temperament and value of information out therc, and alse controls more than
preparation;

(¢) Grow an anticipavion of documented numbers or ratiox and also appraise of the
anticipauon 1s adequately accurate {o recognize a mis-statement which separately
or when aggregated wih different missiatements, can bnng about the financial
stalements 10 be maoterially misstated.

The extent of dependence on analytical approaches for audiv

The dependability of information depends upon its own ongin and temperament also
15 related to the situation under. The following are pertinent when deciding if the
information 1s morc reputable for functions of designing substantive analyiical
processes:

() Origin of this informanon. For instance, data might be more dependable when it 1s
accessed from separate resources beyond the entity;

(b) Comparability of that advice. For instance, wide bustness information may have
to get supplemented to become sinular to this of a thing which sells and produces
licensed goods;

(¢) Character and value of this infonnation. For instance, whether budgets are
deruonsirated as outcomes to be anticipaled as opposed to as targets to he anained;
along with;

(d) Controls within the preparation of this advice which can be intended to make sure
accuracy, its completeness, and validity.

As un instance, controls on the preparation, inspection, and upkeep of budgets.

Analytical Approaches which help when contacting a sammary

This system was reviewed in the PCC degree Given need for this parucular technique
from the circwmstance of growing diversities. complexities, and quantities of industry,
it needs an ¢ven more in-depth treatment from the field of ratio invesiigation and
associated jssues.

It ought to be appreciated that the audit program will probably be realistic following
the auditor has changed from this nation of central controllers operatng from the
business enterprise and the light of the adventure of their fluctuatians.

In the eveat the auditor could comprehend several of the imperatives helow as well as
the coanection of their fimn with all the market and surroundings, then he'd have the
ability to carn the audil programme target,
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Conflict of inflation, interests, inter-company connections, lack of requirements,
property economy, get a grip on the condition 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 audit by setting reliance. Even a provider's
management system can give a maximum hauling of the specific raw-material
although in case the raw materials is really a regulated product and also the source is
more intermittent, it's clear that the interior control principle regarding the minimum
or maxmum retaining of this raw suhstance isn't of any use for this ¢ontroi that can be
involved about the conducting of the company.

When the business is allocated a lien or license for this stuff no matter the
consideration, the same will be avaded of by the direction. Aside from in the event,
the substances are required the direction isn't going to obey to procure stuff by the
market at a high price not the same as the price that is restricted.

For products, it's frequently the clinic 1o require and receive an import permit to get a
quantity than js needed ta preveni the red tape. Internal control systems will probably
be no usage soon at these circumstances.

The relevance of Ratio and development Evaluation, Ratio investigation is a
significant nutritional supplement to this audit approach that gets the virtue of
attracting to concentrate deviations, that the abnormalities and versions that are
surpnsing. A ratio measures the size of 2 factors. 1t will pot possess some meanings of
its own apart from to give substance. I's a method diagnose or to assess the business'
kealth. Even the auditor sometimoes takes a perspective of this data below audit by
embracing ratio investigation. They could check if the information remains valid,
legitimate and consistent. Via the practice of ratio investigation, any partnership
between 2 topics that are related is inclized to become revealed. Tt presupposes
specific quantity of comprehension about the area of the auditor on that which is the
association.

Tiis could be gorten from the auditor out of the understanding of the connections or
by expertise, and his understanding gained elsewhere. In case there's the connection
that is known that is definite, the thing will become mare straightforward,

There could be situation, ¢.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 10 some Provident finance gatn.

Thus, it could be noted that ratio investigation which makes it feasible for your auditor
to find troublesome areas that can then be exposed to scrutiny to verify that the issue
exists or it really is a reflection of an actual abnormality which firm has undergone
throughoui the time included in the audit,

Before damage has been achieved by it in forestalling an impending threat, this will
help. It's believed that though, in the audit preparation period, the statistics have been
exposed to ratio investigation: (he auditor is at a place to organize his audit
programme intentionally.

He'll find a way to dedicate a suitable peried of effon and time where abnormalities
are discovered. The study of ratios and associations contains ftwo stages:

1. The decision making and measurement of both varies and also inter-connections
within statistics.

L]

The exanunation, evaluation and explanation of all their conditions in light of
their value along with these changes,



I's been mentioned before that information needs to be interrelated for practically any
ratio investigation. OQutside of that, specific companies have their particular
capabilities

An organization with earnings amount in a minimal margin of bencfit is now predicted
10 possess a higher stock tumover ratio, In the event the ratio is low, then it's going to
be soun described as a pointer for the probe.

A fiom offering income reduction for immediate settlement of balances are poing to
have top debtors’ tumover atio. An organization working using a needed stuff will
possess buyer's progress rather than sorne debtors' accounts.,

In an orgamzation where aotherihes would be your customer, about the flip side. it's
the nature which the gross profit of benefit will be elevated and also the debtors
exceptional quile substantial.

Cor that, auditar to realize the consequences of ratios, for example. qualifications,
expertise i critical.

The auditor is anticipated to contain the wisdam of relationship between variables
from the firm he is auditing therefore he can assess variation and can distinguish
deviation.

This comprehension could be originated from compared together with the previous
information of the business or from mention of daia offered regarding the 1ndusiry out
of some ongin or simply by assessing the information seen within some other
comipany participated in most similar condinons at the fineup of business.

The information s thought of as separate and objective. These need (o be emploved in
combination wilh discretion. Procedure and the comerstone of compilation, the time
scale covered and also an author and the source of all their information are a oumber
of the considerations untd they've been useful for the comparisons nccessary.

The Reserve Bank of India Bulletin the Caicutta Stock Trade Directory, “Industrial
Manual” and 'Kothari's Financial Accounting’ are a few of the books that contain
linancial information regarding companies. But they must perbaps not be thought to
be u ready-made cloth for contrast ag the mode of compilation and the conditions, ete.,
ean be remimscent. The theme can be properly used for contrast.

A lot of the rauos called people may be properly used by the auditor in evaluating
detasls of the wellbeing of the difficulty.

The suditor needs to be proficient and experienced enough to understand precisely
what ratio is smitable because of his intent and exactly what they'd disclose and to
associate things; additionslly, what's anticipated as a consequence of ratio.

By way of instance. to understand perbaps the relation that is average 1s bom by the
problein's price of eamings to earmngs. the avditor may calculate profit ratio.

In the event, the gross revenue ratio indicates some other abnormality, relving on the
abnormality inference could be anracted for confirmation and venfication In the
event the gross ¢camings o is significantly more than ordinary, the chances of risk
that instantly occur if yous:

(1) earnings over stated,
{ii} inventery or more appreciated
{iij} buy under-stated,

(iv) salaries and different prices payable, etc..
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The auditor faces difficulty solving the issves. He may assess to detenmne specific
predicaments that prevail or perhaps the doubts have been authentic.

Additionally, it is namral 10 its auditor you may anticipate the ratio of revenue unless
clarified by unexpected things to become upwaid in such situation. As an instance, the
distribution and selling interest or cost of borrowings may have gone to eat the
perimeter of earmings up.

Simply take the following instance: assume the tumover ratio (Sales/Capital} exhibits
a substantial progress during the past year and tbere isn't any concwrent gain in the
solvency or liquidity ratios.

The auditor must investigate the reason. [t is possible that the business has evolved a
method of direction. It's likewise feasible that:

{1) Eamings are inflated or

{i1) That the credn score policy has been faulty to lead into tremendous accumulation
of debtors

{ili} There'd been defalcation of earnings proceeds.

You'll find cerain qualitative ratios that might be especially valuable to this auditor,
¢.g.. and the ratio involving your pnmary raw matenzls vsed in total manufacturing
can establish both the amounts.

Auditors may work with Jots of additional ratios including the ratio of persen hours to
validate the validity of statishes from the Balance Sheet and the Gain and Loss
Account,

It nught, therefore, be found that by working-out ratios, the avditor can spot regions
where people are named 1o get. Much like, your doctor, turns outside an identification
also outward symptoms are examined by him, diagnoses them, This sert of process
can prove useful when urilized towards the assurance and article audit.

Retc analysis is of wonderful vsage for checks. This must be antieipated which
amounts of camnings will change jointly with fluctuations on buys, wages and bills,
etc. Neverheless, the mutual partnership on the majority of related characters may
vary only because of exwraordinary circomstances, favourable or unwanted.

Working owt the connection of ratios, so, and evalualng them along with the
preceding decades, equal ratios serve to ascertain ihe apparent reasonableness of these
characters.

In the scope reasonableness is set, the auditor may feel ta be on a business ground if
he points his name. It needs to be mentioned thar ratios are one of those manners of
the app of overall evaluations.

Evaluating consequences of Analytical Processes

In case analytical procedures completed hy the SA identify fluctuations or associations
that are conflicting along with additional related information or that differ in expected
values by a significant amount, the auditor will investigate these differences by:

(a) Inquiring management and receiying proper audit signs relevant to
administration's answers; along with

(b) Performing additional audit procedures as necessary in the circumstances.

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 auditor will look and camry out analytical processes close to the end of the audit
which assist the auditor when forming an overall deciston as to whether the financial
statements are in accordance with the auditar's knowledge of the entity.

Statistical Sampling in Auditing

The audit signs should, in complete, enable the auditor 10 make an opinion regarding
the economic details.

In forming this kind of impression, the auditor does not commonly analyze most of the
information that can be found because they could reach a decision conceming a free
account balance, class of transactions or a control by way of judgmental or statistical
sampling methods.

Statistical sampling technigue is increasingly getung popular with all the auditors.
Statistical sampling in audiling stands 1o pet the technique of forming an opmion
about a set ol goods about the basis of an evaluation ol a couple of the products.

It might be recalled that test assessing procedure ts just one of those acknowledged
auditing methods. which nearly all of the professional bodies of the planet, wbich
includes the [nstitute of Chartered Accountants of India have recommended for use by
those members to the right consideration of facts atong with applicability.

We also have seen the consequences of this test check procedure as a basis for
forming knowledgeable notion regarding the reports below audit.

Statistical sampling technique could be considered as a tasteful use of the test check
procedure that has all the advantages of the latter with the shortcomings taken aut.

The supreme virtue of statistical sanipling procedure is logated n its relies on the
siatistical 1dea of potential.

It's bowever, not as simplistic as the eyaluation tests.

To the basis of this audit performed out, an auditor 1s required 10 give an accouat
featuring bis opinion, regarding accuracy and fairness of the bookkeeping statements.

in expressing his ruling, the avditor by no means guarantees the absolute precision of
their accounting staterments; however, he chooses a possibility to be challenged
concerning the legitinacy of their own opinion. Even after a complete assessing, he
cannot be sure that the accounts and also the consequent bookkeeping bills are clear of
enor, manipulation, fraud or blunder.

On the other hand, the ruling he conveys signifies his general evaluation of the
accuracy and faimess of this accounting statement predicated upon his satisfaction
which he's gor implemented all expert skill at his mastery to find that no substance
fraud or mistake exists to distort the authentic and fair view of their accounting claims.

After he checks just a portion of their entire hookkeeping information instead of
assessing all the information, it is clear that the amount of gratification obtainable in
the latter wouldn't be available;

Some more Special Audit Techniques

However, a little loss of the level of gratification will prohably undoubtedly be more
than paid off by the appreciable savings in time and costs of being assessed only a
smatl per cent of the overall data.

It's again true that larger the sample, the more would be the gratification, however out
of the practical consideration the minimum requisite sample size, even when
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determined mathematically will likely be adeguale to express an opinion in regards to
the overall truth and equity of this total data contained in an atfordable range of
precision and with decent assurance.

It is crucial 1o recognize that one analyzing procedures don't come inside the meaning
of sampling. Tests performed over 100 per cent of the items within people don't
involve sampling.

Likewise the procedure of picking out all of items inside a popufation which have a
particular significance (e.g.. all of jtems over a sure volome) does not qualify as
sampling connected to the portion of the population analyzed mor with regard to the
population as a whole, since the products weren't chosen from your overall populace
on the basis thal has been likely to be more representative.

Such goods might imply some characteristic of this rest of the part of the populace but
would not possibly be the comerstone for a legal conclusion in regards to the rest of
the portion of the populace.

Reach the parficulur audit aim

For tests of controls, no specific projection of deviations is essential since the sample
deviation speed will also be the projected 1deology rate for its population.

Risk-Based Audir

The audit aeeds to be risk-based or focused on aspects of maximum hazard to this
success of their audited entity's objectives. Risk-bhased audit (RBA) is a means to audit
which agalyezes audit cballenges, sets materiality thresholds centered on audit risk
evaluation and develops audit programs that allocate a larger percentage of audit
Tesources to high risk places.

The auditor does not normally will need to carty out special audit methods to all areas
of audit. He only needs to look audit programmers and procedures in areas sooner
defined as main risks that may lead to the financial statemments being materially
missiated.

RBA is a vital portion of monegtary audit equally from the illustrate audit of their
financial statements and wn the audit of financial systems apd trades invalving
investigation of inner controllers.

It concentrates primarily upon the identification and assessinent aof the (inancial
statement misstatement dangers and offers a framework to lower the affect to this
fiscal assertion of those recognized tisks to an acceptable amount before rendering an
opinion on the financial statements.

in addition, it provides indicators of dangers based on oppormuity for the progress of
audit hazard management and control processes.

This affords a chance to this audit to increase its operations from tips aboul risks
which don't have a current impact on the financial statements however impression. the
audited entity's operational plans and performance within the lengthier duration,

Audit hazard investigation

The auditor needs to perform an analysis of the audit challenges that impact on the
auditee ahead of endeavour specific audit methods, Risk assessment can bc a
subjective process. 1t is part of the professional conclusion of auditor and of the
particulor conditions.



Audit riskys are cuused by fraud and error:

Is a mustake can be considered not intentional if it 15 mainly an output of vmitling, as
when valid transactions and/or balances are exciuded from your financial statements;
or from the commission, even as when wrong trades and/us balances are comprised of
the financial statements?

Fraud 15 an mmtenvonal misstatement from the accounting information or supporling
records from which the financial statements are willing. It's meant to deceive financial
statement users of (o conceal misappropnations.

The auditor has the obligation to programme and execute the audit 1o get reasonable
assurance about whether the financial statements are free of material misstatemeats,
whether due to [raud or nustake.

An error hazard may emerge from an emor in theory, estimate, essential advice
processing, financial reporting process or disclosure,

9.12 SPECIAL AUDIT IN BANKING, EDUCATIONAL AND
INSURANCE COMPANIES

The following important facters must be noted for audining an Accoum of a Banking

Fim:

Creneral

Che auditor necds to begin with affirm that his appointment is so.

® He must observe that Annual Accounts of the banking firm are prepared in an
appropriate form.

® He must analyze the method of intemal control and check and alse determine
whether such a procedure is sufficient or not. Usually, banks have another audit
section for the cvaluation of daily wansactions. The efficiency of this system
ought to be analyzed.

® He must pay a visit to the lender on the last operating day of this year to rely on
the money himsell. H the money was retained using the Reserve Bank of Tndia or
some othier lender, he must pet a certificate verifying the deposit.

® He must especially assess the recepiion of drafis, cheques, ctc., over the final
working day that hasn't yet been entered in the novels.

Income

® He must confirm wncome and investments there from. [1 needs to be noticed that
tnvestments are correctly appreciated.

e He must vouch thar the imteresi rates and advancecs and make sure that
irecoverable curiosity is adequately provided for.

® He must confirm bills discounted and also discount obtained about these invoices.
It's 1o be determined the lien on bills ignored and unmetered invoices has been
taken forward.

® From time to tiine. a banking provider receives a commission from its clients for
services rendered by them, If that's the case, such a commission obtained must be
vouched by proper vouchers.

16
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® He must conflirm the securities deposited with the leader (or secure custody
purpose and also see that eamings in cespect thereof have been comrecily
accounted for

Expenditure

e He must observe that capital expenditure has been properly handled in the novels
and the suitable distinction was made between capital and earnings.

® He must assess the equilibrium of Curtrent Account, Fixed Deposit, and Savings
Bank Ledgers together with the programs obtained in the customer and determine
that all interests are excellent on deposits, was given for.

Miscellaneous

e All assets and liabilities need to be confirmed and it ought to be noticed that
sufficient provision was made for doubtful and bad debts. He must especially
check the overdrafts, etc.

e He must analyze the Branch Returns and make sure that they're comectly
integrated from the Head Office novels.

® [He must go through the padiculars of Secret Reserves, il any, preserved and see
that their objective ts real.

¢ He must determine the adequacy of Securmuies in respect of all loans and
improvements in bath circumstances, entirely secured and parially secuore.

#» He must pouarantee that 20 per cent of earnings before paying money are moved
into the Reserve Fund as necessary under the Act.

® He must observe that the terms of Secs. 11-20 (Stated previously) from the
Banking Companies Act are fully complied with all the regulations.

9.12.1 Educational Companies

Audit of educational institutions such as schools, colieges etc., or other similar
organizations that are engaged in the instructional area is referred Lo as audit of
academic institutions. The auditor shoutd check income and expenditure aceounts and
balance sheet of these institutes to be able to confirm and report the accurate and
equity of outcomes presented by earnings statememts and financial situation
introduced by the balance sheet. Normally, the procedures and proeesses of vouching
and auditing is the same still an auditor of an instructional institution should execute
following tasks:

1. The auditor s suppased to acknowledge the University Act and take a nate of
Trust deed and the rules and regulations laid down in relation to accounts. A
resolution can be passed in certain intervals of tume which concems auditors, by
the Governing body, The auditor must have access to the copy of minute books so
that he can have a confirmation regarding the compilation of decisions made by
Government or any other Goveming body.

2. A copy of financial statements or budget must be accessed by the auditor in ovder
to have knowledpe abour the various sources of income and expenditure.

3. The effectivencss of internal check must be assessed by the auditor in a detailed
manner.

4. The grant-in-aid provided by the Govermnment must be vouched by the auditor
with utmost care.



10.

16.
17,

18.

The receipts of fees from siudents pard every month. and the counterfoils of those
receipts must be verified by the auditor personally. He must also keep a check on
depasitton of cash received in the bank is done on a daily basis or not.

The auditor 1s bound to make a verification of charges apart from fees. These
cbarges may include the fees charged for examination, for laboratory and other
fines or penalties on the student’s behalf.

In case the fees of any student are received by the institzbion tn advance, the
auditor must make sure about its adjustrnents,

An guthonsation from the concerned authority must be checked in case of fee
concessions and other charges Tn case any charges can’t be recovered then until
thie recommendation by concerned authority is received should not be written off,

It must be checked and verified that the purpose for which grants-in-aid and other
funds have been received by the Goveming body are utilised for the same purpose
and not otherwise.

la case of donations and other subscriptions recesved from any authonity. this must
be accounted and acknowledged by the auditor.

A pruper verification must be carried out by the auditor using the vouchers related
to income from propernty, investment, etc.

- The audior must perform vouching for making sure that the salary is regularly

paid. He must access the Salary Register to carry out vouching and m cases of
increments provided 1o any employee must be sanctioned appropriately.

. The auditor must verify that the provident fund is duly provided to the staff and is

tnvested according to the rules laid down for same,

. The audiwr wust carefully vouch the expenses spend on cstablishment and check

that there 1s no mistreatment of capital expenditures in the name ol revenue
expenditures or the other way around.

. An auditor must verify if the scholarship has been duly pad or not. The

venfication can be done by comparing student’s receipt and the Scholarship
Register maintained by the institution.

The balance sheet must properly expose all the assets and liabilines,

The verification of stock of equipment, stationary or furniture uf the institution
nuust be carefully done,

The deduction of income tax must be carried out while paying the salaries to the
staff. The deduction made must be duly deposited at the Income Tax Deparunent,

9.12.2 Insurance Companies

Following special points must be considered while performing the audit of an
Insurer:

General Auditor first of all needs to study the applicable tems and conditions of the
msurance policy act govemning the insurance provider. The auditor should assess the
internal conteol system of tus thing. He most decide up that w0 what extent he could
rely on this system, He must check the minutes of this meeting of the sharcholders and
board of directors. He must check the records abour the securitics deposited with the
reserve bank of India, It ought to be guaranteed that in the planning of their yearly
accounts the rules and also a supply of the insurance policy act and companics behave
have heen adopted.
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Receipt

The most important source of income of an insurance carrier is the receipt of
premiums from policyholders. The auditor should vow these attentively. Outstanding
premiums ought to be brought into the hooks of accounts. Premiums received in
advance ought to be brought to (he balance sheet as an asset and shouldn't be revealed
as income of this year, Another source of eamnings could be rents, interest, and
dividends on investment. [t needs to be assessed carefully.

Payments

The largest expense of an 1nsurer orgamzation 1s that the payment of claims about the
policies. The auditor should check these very carefully. Claims confessed but not paid
until the balance sheet date ought to be shown as a liability on the balance sheet. Other
heads of cost ought wo be assessed with thewr various vouchers.

Balance sheet

The auditor should assess the resources and liabilities appearing on the date of this
balance sheet. It needs to be verified that they're displayed at the right price.
Appropriate depreciation musi be provided for about the resources. Proper provision
should be made to the unexpired hazard on the policies, which might draw n claims
later on.

Fill w the blanks:

l. An 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.

2. Before bepinning an analysis, the Investigator must obtain the
clear written instruction regarding the reach of his job
and intentions of evaluation.

3. The topic of the analysis is extremely and normally a
senior accountant having deep wisdom and experience acceptable for the
occupation,

4. Audit is conducted to knew the of the books of accounts,
Investigation is conducted to know the of the concern.

913 LET US SUM UP

® An wvestigation can be described as a particular evaluation of an inguiry using a
view to creating a reality or to assessing a candiuon of affairs to books of reports
and related records or into discovering causes.

® An investigation is an assessment of accounting documents undertaken for a
purpose if is an audit. Its goal is normally to detect and exhibit the reality in such a
fashton as will allow the parties for whom it has been undertaken to draw
conclusions and make their own decisions accordingly.

o Having clearly established that the intention of the analysis, the mvestigator will
initially make such preliminary questions as are needed to determine the exact
information that's required to allow him to orgarnize his evaluation.



® The processes 10 be adopted in the analysis are contingent on the disposition of
evaluation, its function and the conditions of the sitmauon where the analysis has
been undertaken,

® The report on the investigation has to be carefully prepared. It cught to be uiterly
disgusting, quite clear in its significance as well as for as practicable fromn the
given position,

® An investigaling accowvant must combine solid auditing methods, considerable
experuse, sound judgment and a high comprehension of some business ventires

® Audit s conducted or the basis of the shareholders or proprietors. On the other
hand, investigation is penerally camied out an behalf of outstders who intend to
huy the business or who wish to lend amount and (hus want to know the earming
capacity or the financial position of the concemn.

9.14 LESSON END ACTIVITY

Study the investigation process and audit process of an organisation, Determnine the
differcnces between the two. Prepare a report on the same and give o presentation
on i,

9.15 KEYWORDS

Investipation: It can be described as a particular evaluatton of an inquiry usmg a view
o creating s reality or (o assessing @ condition of affairs to books of repoits and
related records or into discovering canscs.

Investipation report: Tt 1s the report that contains the details abowt an mvestigator
performed

Audie: e ncludes an examimation of the books of accounts.

9.16 QUESTIONS FOR DISCUSSION

What 15 investigation?

State the objectives or purposes of investigation.
What are the fearurcs of investigation?
Discuss the workdng methods.

LI S LY by bkl

Explain the duties of an investigator.

Discuss the investigation report.

What are the qualities of an investigator?

What are the differcnces between iavesthigation and auditing?

Explain the procedure for conducting investigation in auditing.

= % ® oo

0. Dhiscuss the special audit in banking, educational and insurance companics.

Check Your Progress: Model Answer
1. Investugation

Customer

2

3. Specinlized
4, Tre and fair view
s

i Financial position and the earning capacity J
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