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1.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know:
 Meaning, origin and evolution of auditing
 Features and objectives of auditing
 Fundamental postulates of auditing
 Techniques and auditing and qualities of an auditor.
1.1

INTRODUCTION

Economic decisions in every society must be based upon the information available at the
time the decision is made. For example, the decision of a bank to make a loan to a
business is based upon previous financial relationships with that business, the financial
condition of the company as reflected by its financial statements and other factors.
Therefore to enable the decision-maker to take the correct decision, the information used
in the decision-making process must be reliable. Unreliable information can cause
inefficient use of resources to the detriment of society and the decision-makers
themselves. In the lending decision example, assume that the bank makes the loan based
on misleading financial statements and the borrower company is ultimately unable to
repay. As a result, the bank will lose both the principal and the interest. In addition,
another company that could have used the funds effectively was deprived of the money.
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As a means of overcoming the problem of unreliable information, the decisionmaker must develop a method of assuring that the information is sufficiently reliable for
these decisions. A common way to obtain such reliable information is to have some type
of verification (audit) performed by independent persons. The audited information is
then used in the decision making process on the assumption that it is reasonably
complete, accurate and unbiased.
1.2

MEANING OF AUDITING

Auditing refers to an intelligent and critical examination of the books of accounts of an
organization, with supporting vouchers and documents to detect and prevent errors and
frauds. The audit is performed to ascertain the validity and reliability of the information.
It is a systematic process to analyse the economic condition and actions of concern. An
independent person or body of persons who inspects the books of accounts and is
qualified for the job is known as an Auditor. The auditor examines the documents of the
concern, with the help of statements, vouchers, information and comments received from
the authorities, to confirm the authenticity of financial accounts prepared for a fixed term
and report that:
 The balance sheet unveils an accurate and fair view of the state of affairs of
the concern;
 The profit and loss accounts disclose the right and balanced view of the profit
and loss for the financial period;
 The accounts have been prepared following the law.
1.3

ORIGIN AND EVOLUTION OF AUDITING

The word ‘Audit’ is derived from the Latin word “Audire” which means ‘to hear’. In the
olden days, whenever the owner of a business suspects the fraud, they appoint an
independent and impartial person who uses to hear the explanation given by the
accountant. Such a person was known as ‘Auditor’. Auditing is as old as accounting and
there are signs of its existence in all ancient cultures such as Mesopotamia, Greece,
Egypt, Rome, the U.K. and India. Arthshastra by Kautilya also detailed the rules for
accounting and auditing public finances. The Mauryas, the Guptas and the Mughals had
developed an accounting and auditing system to control state finances. Thus, accounting
and auditing had their origin in the need for the government to control the income and
expenditure of the state and the army. The original object of auditing was to detect and
prevent errors and frauds.
The last decade of the 15th century was a crucial period during which a great
impetus was given to trade and commerce by Renaissance in Italy. The origin of auditing
can be traced to Venice, Italy, where around the year 1494, Luca Pacioli published a
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paper on and introduced the double-entry system of bookkeeping and described the duties
and responsibilities of an Auditor. However in the field of auditing the first revolution
came about in the year 1844 when in England, through the companies act, the
presentation of a balance sheet by companies and getting the same audited was given
legal recognition. Though earlier shareholders themselves audited the accounts with the
help of accountants, however soon it was realized that the auditor must be an independent
person who has comprehensive knowledge and expertise in accounts. Therefore, in the
year 1888, the Institute of Chartered Accountants was set up in England to prepare
qualified accountants and auditors.
The Indian Companies Act, 1913, prescribed for the first time the qualifications
of an Auditor. The Auditor’s Certificate Rule was passed in 1932 to maintain uniform
standards in Accountancy and Auditing. On 1st May 1948, an Accountancy Experts
Committee was set up by the government, which recommended that an ‘Institute of
Chartered Accountants’ should be set up through a legal enactment. Based on this
recommendation the Chartered Accountant Act, of 1949 was passed. The Act regulates
that a person can be authorized to audit only when he qualifies in the examinations
conducted by The Institute of Chartered Accountants of India. Companies Act 1931 was
replaced by the Companies Act 1956, which made it mandatory for all the Public and
Private Companies to get their accounts audited. Members of the Institute of Cost and
Works Accountants of India are authorized to conduct cost audits according to Section
233-B of the Companies Act, 1956. An Auditor can be appointed only by a special
resolution as per section 224 of The Companies (Amendment) Act, 1974.
3. Definition of Auditing
“An audit is an examination of accounting records undertaken with a view of establishing
whether they correctly and completely reflect the transactions to which they purport to
relate.” –Lawrence R. Dickey.
“Auditing is a systematic and independent examination of data, statements, records,
operations and performances (financial or otherwise) of an enterprise for a stated
purpose. In any auditing situation, the Auditor perceives and recognizes the propositions
before him for examination, collects evidence, evaluates the same and on this basis,
formulates his judgment which is communicated through his audit report.”- The
Institute of Chartered Accountant of India (ICAI)
“Audit such an examination of the books of accounts and vouchers of a business as will
enable the auditor to satisfy himself that the balance sheet is properly drawn up to give
a fair and true view of the state of affairs of the business and the whether the profit and
loss of accounts give a true and fair view of profit and loss for the financial period
according to the best of his information and explanations are given to him and as shown
by the books and if not in what respect he is not satisfied.” –Spicer & Pegler.
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“Audit is defined as an investigation of some statements of figures, involving
examination of certain evidence, to enable an auditor to make a report on the
statement.” –Taylor and Perry.
“An audit denotes the examination of Balance Sheet and Profit and Loss Account
prepared by others together with books of accounts and vouchers relating thereto in such
a manner that the auditor may be able to satisfy himself and honestly report that, in his
opinion, such Balance Sheet is properly drawn up to exhibit a true and correct view of
the state of affairs of the particular concern according to the information and
explanations are given to him and as shown by the books.” – F.R.M De Paula
“Auditing is a systematic examination of books and records of a business of other
organization to ascertain or verify and to report upon the facts regarding the financial
operations and the results thereof”. — Montgomery
“An audit is an exploratory, critical review by a public accountant of the underlying
internal controls and accounting records of a business enterprise or other economic unit,
precedent to the expression by him of an opinion of the propriety of its financial
statements”. — Eric L. Kohler
Auditing may be defined as “inspecting, comparing, checking, reviewing, vouching,
ascertaining, scrutinizing, examining and verifying the books of accounts of a business
concern to have a correct and true idea of its financial state of affairs.” — M.L. Sandhill
After analysing the above definitions of auditing an appropriate and complete
definition of auditing can be given as follows:

Auditing refers to a critical examination of the books of accounts of the business, carried
out by an independent practitioner who is qualified, known as the auditor with the help
of vouchers, documents, information and explanations, to satisfy himself regarding the
authenticity of financial accounts.
Therefore, we can draw the following facts in connection to the audit.



Checking of books of accounts and documents of evidence-based on
generally accepted principles and procedures.
Checking of works performed by the staff whether they have performed
within the limits of authority or not.
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1.4
i.
ii.
iii.
iv.
v.
1.5

Check the books of accounts whether the results presented by the profit and
loss account and the financial position presented by the balance sheet are true
and fair or not.
Preparation of report based on the fact found during an audit.

FEATURES OF AUDITING
It is a systematic procedure of examining the financial records of an organization.
Its main objective is to find out any frauds or errors in the financial records.
It is conducted either by the auditors who have in-depth knowledge of accounting
procedures and legal formalities.
It ensures the truth and fairness of the financial statements if it reflects the exact
status of the state of affairs of the business.
It also ensures that the statements follow the accounting standards.
OBJECTIVES OF AUDITING

The objectives of auditing are changing with the times. Earlier, the business was simple
and the object of auditing was only to check the correctness of receipts and payments.
Now, with the advancement of business techniques, the objectives of auditing have also
changed. The main object of auditing is to see whether the balance sheet and profit and
loss account have been prepared properly following the provisions of the company law
and whether they present a true and fair picture of the financial position of the company.
Certain frauds and errors may be detected in the process of this ascertainment. However,
the detection of errors, frauds and irregularities is incidental to the main objective. It is a
subsidiary advantage or benefit flowing from the audit. From the point of view of
convenience, the objectives of auditing can be divided into three categories:
A. Main Objectives of Auditing
The main object of the audit is to know whether the accounts are true and complete and
have been maintained according to rules.
As per Section 227 of the Companies Act, 1956 the main object of auditing is to state
whether the accounts give a “true and fair view” in case of the balance sheet, of the
financial state of affairs of the company at the end of the financial year and case of profit
and loss account, of the profit or loss for its financial year.
The primary objectives of auditing may be stated as under:
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(1) The verification of the correctness of the books and records leading to a final account
or statement submitted to the real proprietors.
(2) The ascertainment that the business has been carried on following statutory or other
legal regulations.
(3) Ascertain that proper accounting principles and procedures and management policies
are followed.
(4) Report on the Balance Sheet as to whether it reflects the true and fair state of affairs
of the business and that the Profit and Loss Account shows the correct profit or loss of
the business.
B. Subsidiary Objects of Auditing
The subsidiary objects of audit may be stated as follows:
1. Detection of Errors: Generally errors are the result of carelessness or ignorance on the
part of the persons preparing the accounts. An auditor should be very careful about it
because sometimes, errors which might appear innocent are the results of fraudulent
manipulation. For example, a debtor sends Rs. 5000 by bank draft and the accountant
forgets to make an entry in the books; it is an error. On the other hand, if the accountant
intentionally keeps the money with him and spends it for his use and does not make an
entry in the books it becomes a fraud. Thus, an auditor must pay particular attention to
it. Errors may be of the following types:
i.

Errors of Commission: An error of commission takes place when a transaction
is incorrectly recorded, either wholly or partially. Such errors arise in the
following ways:
a. The error of Recording,
b. The error of Posting,
c. The error of casting or Error of Carry-forward.
a. The error of Recording: The error arises when any transaction is incorrectly
recorded in the books of original entry. This error does not affect the Trial
Balance.
Example – 1: Goods purchased from Sita for Rs. 1000 wrongly recorded in
Purchases Book as Rs. 100.
Example – 2: Goods purchased from Tarun for Rs. 1,000, instead of entering in
Purchases Book wrongly entered in Sales Book.
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b. The error of Posting: The error arises when a transaction is correctly
journalised but wrongly posted in the ledger account.
Example – 1: Rent paid to the landlord for Rs. 10,000 on 1.5.2016 is wrongly
posted to the debit side of the Repairs account instead of the debit side of the
Rent account.
Example – 2: Rent paid to the landlord for Rs. 10,000 on 1.5.2016 is wrongly
posted to the credit side of the Rent account instead of the debit side of the Rent
account.
c. The error of casting or Error of Carry-forward: The error arises when
a mistake is committed to carrying forward a total of one page on the next page.
This error affects the Trial Balance.
Example – 1: Purchases Book is totalled as Rs. 10,000 instead of 1,000.
Example – 2: Total of Purchases Book is carried forward as Rs. 1,000 instead
of Rs. 100.
ii.

Errors of Omission: Errors of omission arise due to clerical mistakes. If a
transaction has not been entered in the books accounts, wholly or partially, it is
an example of errors of omission where a transaction is altogether omitted from
the record, the error may be difficult to detect. Because, as the transaction has not
been posted to the ledger, it will not affect the agreement of trial balance For
example, if a credit purchase is not entered in the Purchase Day Book, it will not
be posted to the related ledger account, name on the debit side of the Purchases
Account and the credit side the Supplier’s Account. The trial balance will not be
affected by the omission. An error of this type can only be detected by an
intensive checking of the Purchases Book and the Stock Book. However, if a
transaction has been partially recorded in the course of its posting to the ledger,
the error can be easily detected because it will throw out the trial balance. For
example, if a credit sale has been credited to the Sales Account but not debited to
the Buyer’s Account, the trial balance will show excess credit by the amount of
the sale and then it should not take long to discover the error.

iii.

Errors of Principles: When principles of book-keeping and accountancy are not
followed in the treatment and recording of items of a transaction, it is termed as
errors of principle. These are sometimes committed intentionally to falsify and
manipulate accounts to show more or fewer profits than their actual figures. The
following are some the examples of such types of errors:

a. Where Items of revenue expenditure are shown as capital expenditure or
vice-versa: For example, some furniture was purchased by a furniture merchant
for sale and the furniture account was debited. In this case, the furniture is
purchased for sale, so it is a revenue expenditure; therefore, the purchase account
Odisha State Open University, Sambalpur
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should be debited instead of the furniture account. Thus, in this case, the error of
principle would arise.
b. Posting an Item of Revenue or Expenditure to a Personal Account: If rent
paid to the landlord is posted to the debit of his account, it is an example of the
error of principle, due to which profits would be inflated and the Balance Sheet
would be wrong.
c. Where valuation of assets is not as per generally accepted accounting
principles: It may be done to overstate or understate the profits and financial
position of the business concern.
d. Providing inadequate or excess depreciation: Such errors are not disclosed in
the trial balance and these can be detected by thorough checking of every
transaction.
iv.

Compensating Errors: A compensating error is counter-balanced by another
error or errors. In other words, when the effect of one error is nullified by another
error, then it is called compensating error. If one account is overcast by say Rs.
100 and by chance, if another account is undercast by the same, then it is
considered as compensating error.

v.

The error of Duplication: If a transaction is recorded journal and also posted in
the ledger twice or more times, the trial balance will agree even though the error
may not be disclosed. For example, the purchase may be recorded twice with
original and duplicate copies of the purchase invoice, etc. It is also possible to
post the total of any ledger account twice in the trial balance.

2. Detection of Frauds: When something is being done to mislead or deceive or
conceal the truth, it is called fraud. According to SAP-4 issued by ICAI fraud refers
to the intentional misrepresentation of financial information by one or more
individuals among management, employees or third parties. Frauds are more difficult
to be detected than unintentional errors. To detect a fraud an auditor has to act very
wisely and intelligently. He must know how many types of frauds there can be and
must keep them in mind while auditing.
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Fraud can be classified as:

Business frauds or Embezzlements are of the following types:
(i) Misappropriation or Embezzlement of Cash: Misappropriation of cash means
wrongful conversion or fraudulent application of cash. This can be done using
suppression of receipts and inflation of payments and wrong castings and embezzlement
of cash. Thus money from the business will be fraudulently used for one’s purpose.
Misappropriation of cash may be committed in any of the following ways:
a. Non-recording of cash sales.
b. Making false entries in the accounts of customers as regards bad debts, discounts,
rebates, etc.
c. Entering the cash received from one customer against another.
d. Showing payments against purchases never made.
e. Non-recording of credit notes for purchase returns.
f. Non-recording of bills of exchange discount.
g. Non-recording of cash received against unusual sales, e.g., sale of furniture, junk,
substandard goods, etc.
h. Non-recording of unusual money receipts such as donations.
i. Recording payments which are never made.
Example: Cash received on account of cash sales for Rs. 35,000 is accounted for in the
debit side of the cash book as Rs. 25,000. The difference of Rs. 10,000 may be defrauded
by the cashier.
(ii) Misappropriation of Goods: Misappropriation of goods refers to the use of goods
of the business for a purpose other than that of the enterprise. Goods may be
misappropriated only by those persons who are in any way connected with the purchase,
storekeeping or issue or sale of goods. Such a type of fraud is difficult to detect and
usually takes place where the goods are less bulky and are of high value.
There may be a misappropriation of goods in the following ways:
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a. By showing less amount of purchase than actual purchase in the books of
accounts.
b. By showing the issue of material more than the actual issue made.
c. By showing good materials as the obsolete or poor line of goods.
d. By showing fictitious entries in the books of accounts.
e. Stock may be theft.
f. False entry for purchase return is passed and the goods are misappropriated.
g. False entry for sale is made and the goods as shown to be sold are kept by the
person committing fraud.
Example – 1: Goods purchased amounting to Rs. 58,000 is wrongly accounted for in
Purchases Book as Rs. 50,000. Hence, showing a lower amount of purchase than the
actual goods worth Rs. 8,000 will be misappropriated.
Example – 2: Goods issued from stores for 1000 units are wrongly accounted for in the
Ledger accounts as 3000 units issued. The difference of 2000 units may be
misappropriated by the storekeeper.
Example – 3: Entries in the Purchases Book may be suppressed or inflated to show more
or less profit.
Detection of Misappropriation of goods is a difficult task for an Auditor. Only through
an efficient system of inventory control, periodical stock verification, internal check
system and adequate security arrangement the scope for such frauds can be eliminated or
minimized. Auditor has to thoroughly scrutinize the inward and outward registers,
invoices, sales memos, audit notes, etc., to detect the goods-related frauds.
(iii) Manipulation of Accounts: Manipulation of accounts is usually executed by the
high official of a business in collusion with its owners. Sometimes, employees of lower
cadre do so to conceal their errors or the fraud of cash or goods perpetrated by them but
such manipulations are trivial and their impact on Profit and Loss Accounts and Balance
Sheets is negligible. The manipulation of accounts by the top officials or owners is done
either to show profits more than actual or less than actual.
Causes of Manipulation of Accounts
There are different causes for the manipulation of accounts. The reasons are:
a. To get more commission calculated on profit.
b. For evasion of income tax and sales tax.
c. To get huge loans from financial institutions by showing more profit in the books
of accounts.
d. To declare more dividends to the shareholders.
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e. By showing more profit than actual to get the confidence of the shareholders.
f. To make secret reserves by showing less income or by showing more expenses
in the books of accounts.
Ways of Manipulation of Accounts
Manipulation of accounts may be made in the following ways:
a. By showing more or less amount on fixed assets,
b. By showing overvaluation or undervaluation of stock,
c. Over or undervaluation of liabilities,
d. Creation of over or under-provision for depreciation,
e. Charging capital expenditure as revenue expenditure or vice versa,
f. By making more or less provision for bad debts and outstanding liabilities,
g. By showing advance income or expenditure in the current year accounts.
Objectives of Manipulation of Accounts
The objectives of Manipulation may be window dressing or the creation of secret
reserves.




Window Dressing: In window dressing, accounts are manipulated in such a
manner to reveal a much better and sound financial position of the business than
what it is, to mislead the outsiders by inflating the profit.
Secret Reserves: Accounts are prepared in such a manner that they disclose a
worse financial position than the real. The real picture of the business is concealed
and a distorted one is revealed.

(3) Prevention of Errors and Frauds: The auditor, while auditing, must keep all the
possibilities of the existence of frauds, misappropriations and irregularities in mind. He
must put searching analytical questions and must examine the accounts analytically. The
statement on auditing practices issued by the Research Committee of the Institute of
Chartered Accountants of India states that “the auditor should bear in mind the possibility
of the existence of fraud or other irregularities in the accounts under audit”. Further, an
audit under the Companies Act is not intended and cannot be relied upon to disclose all
defalcations and other irregularities, their discovery may be incidental to such an audit.”
The auditor cannot do anything directly to prevent errors and fraud. After
completing the audit work, the auditor can advise his client by making suggestions
regarding various ways to prevent errors and frauds in future if he is asked for that. To
some extent, the fear of audit minimizes the chances of errors and fraud. Auditor’s visits
to check accounts also keep a moral check on the employees engaged in preparing the
accounting books. They remain careful because they know that accounts are to be finally
audited and any fraud or error will be ultimately detected. Prevention is better than cure.
Auditing is got to be done with this view. Some frauds are committed deliberately and
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so cleverly that it becomes very difficult to detect them. If the auditor makes a detailed
checking instead of test checking, he can surely detect frauds.
An Auditor should ensure and follow these standards −


Internal control system



While recording the business transaction whether accounting principles are being
followed or not



Policies of management are being followed or not



Whether provisions laid in the Companies Act are being followed while
preparing books of accounts



Whether Balance-sheet and Profit & Loss account show the true and fair view of
the state of affairs of concern

The following factors decide whether an Auditor is responsible for the non-detection of
errors and frauds −


An Auditor should audit as per the principles laid out for auditing.



He should fulfil his duty as per the prevailing standards of his profession.



The error should be rectified during his audit and fraud is to be reflected in his
audit report.



Even a simple hint that reflects that there is something wrong should not be
overlooked.



He should believe in substantial accuracy in the statement of accounts.

C. Other Objects
Growing complexities in business and management have necessitated that audits may be
used for varieties of purposes, such as audits of efficiency, management policies,
performance, and costs and so on. Hence, the objects of the audit are largely based on
why it is conducted and what is to be reported by the auditor.
Such objects are called other objects, which can be discussed as follows:
(1) Moral Pressure on Employees: The visit of the auditor put a moral effect on the
employees. They become alert and careful which will minimise the chances of errors and
Odisha State Open University, Sambalpur
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fraud. The auditing system proves helpful in developing the habit of working honestly
and sincerely among the workers.
(2) To satisfy the Government Authorities: The audited accounts of the company and
firms are considered reliable by the officers of the government. Audited accounts are
considered more reliable for various types of taxation and during the assessment of
income tax, sales tax, etc.
(3) To Fulfil the Legal Requirement: For some institutions auditing has been made
compulsory e.g. joint-stock companies, banks, finance corporations, insurance
companies etc. Thus, the object of the audit of a company is to fulfil the provisions of the
companies Act.
1.6

DIFFERENCE BETWEEN ERROR AND FRAUD

Fraud and errors are quite different from each other. The only similarity is that both fraud
and error do not reveal the true picture of the organisation. The main points of difference
between fraud and error can be classified as follows:
Sl.
No.

Basis
of Errors
Difference

1.

Purpose

The purpose of errors is not to Fraud is made to cause loss or to
deceive or cause loss to deceive
anyone.

2.

Intention

Errors
are
unintentionally.

3.

Cause

Errors are the result of Frauds are caused by clever and
carelessness or ignorance on fraudulent persons very widely.
the part of the person
preparing the accounts.

4.

Detection

Detection of errors
comparatively easy.
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5.

Result

The result of the error is not The result of fraud is certain and
certain. It may produce profit it is beneficial for one party and
or loss for the concern.
harmful for others.

6.

Offence

Error is not considered an Fraud is considered an offence.
offence.

7.

Planning

Planning is not made for Planning is made for making
making errors.
fraud.

1.7

ADVANTAGES AND IMPORTANCE OF AUDITING

The importance of auditing can be judged from the fact that Audit of accounts is carried
out in almost all forms of business organisations whether it is compulsory or not. Audit
of business accounts has now become a necessity rather than being considered a luxury.
The increasing size and sophistication of today’s enterprises, the complexities in business
transactions, the enormous increase in trade, commerce and industrial activities, the
employment of hired accountants for writing up accounts, and the legal requirements to
maintain proper books of accounts for sales tax, income tax and other purposes, the
awareness of the public of the advantages of audit etc., have strengthened the force for
audit of business accounts. Advantages of auditing can be studied as follows:
A. General Advantages: General advantages obtained by auditing are as follows:
1. Exhibits a True and Fair View of the Financial Statements: Audited accounts
enable us to reveal that the Profit and Loss Account and Balance Sheet of the business
concern show a true and fair view of the state of affairs of the business concern.
2. Keeps morale in check: Auditing monitors the overall financial dealing of
organizations. This prevents the working staff from committing any error and fraud.
All employees work efficiently towards their role with a fear that all irregularities
will be identified by auditing.
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3. Assurance of true and fair accounts: Audit assures the various users of final
accounts such as owners, management, creditors, lenders, investors, government etc.
that the accounts are true and fair.
4. Tally with books: The audited final account can be taken totally with the books of
accounts. Thus, the income-tax officer can start with the figure of audited books
profit, make adjustments and compute the taxable income. An outside user need not
go through the entire book.
5. As per standard accounting and auditing practices: The audited final accounts
follow the standard accounting and auditing principles laid down by professional
bodies. Thus, audited accounts are based on objectives and standards and not on the
personal whims and fancies of a particular accountant or auditor.
6. Detection and prevention of errors and frauds: Audited accounts can be assumed
reasonably free from errors and frauds. The auditor with his expert knowledge would
take due care to see that Errors and frauds are detected so that the accounts show a
true and fair view.
7. Advice on system, taxation, and finance: The auditor can also advise the client
about the accounting system, internal control, internal check, internal audit, taxation,
finances etc.
8. Helps to determine future trends: By comparing the audited accounts with past
years, the trend of financial activities can be determined. Based on the review,
weaknesses are found and policies for the future period can be determined.
9. Increase in goodwill: Audit of business regularly increases the confidence of the
interested parties and general public; as result goodwill of the business can be
enhanced.
B. Advantages for the Sole-Trader: In addition to the above-mentioned advantages, a
sole trader has the following advantages:
1. Helpful in the comparative study: A big sole trader can know the progress made
in his business by making a comparative study of the audited accounts for two
different periods.
2. Evidence for the Court: In the case of a dispute, audited accounts can be
produced in the court as evidence.
3. Helpful in converting into partnership: When a sole trader wants to make a
partner in his business, then audited accounts prove helpful in the valuation of his
business.
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4. Helpful in ascertaining income tax and other taxes: Audited accounts can
prove helpful in ascertaining income tax and other taxes.
5. Helpful in ascertaining wealth tax: After the death of a sole trader, audited
accounts prove helpful for ascertaining wealth tax.
C. Advantages for Partnership Firms:
1. Create mutual trust among partners: All the partners of a firm do not take part
in the day to day activities of the firm. If the accounts of the firm get audited then
the partners who do not take part in the activities of the firm can easily trust the
partners who manage the affairs of the firm.
2. Decrease the possibilities of disputes: Disputes over the correctness of accounts
and profits can be avoided through auditing of accounts. It creates faith that the
terms and conditions of the partnership agreement have been maintained and
fulfilled.
3. Admitting a new partner: Audited accounts prove helpful in the valuation of
business which facilitates the entry of a new partner.
4. Retirement or death of a partner: Audited accounts are useful in valuing
goodwill and the value of the business on retirement or death of a partner.
5. The advantage for the Sleeping Partner: A sleeping partner does not have full
knowledge of the business. Audited accounts are very important for him. On their
basis, he can know if the business is being run properly or not.
D. Advantages to Company: In addition to the general advantages, audited accounts
give the following advantages to the company:
1. Trust in the performance of management: Shareholders, who do not know
about the day-to-day administration of the company, can judge the performance
of management from audited accounts. They can value their shares based on
audited financial statements.
2. Helpful in absorption and reconstruction: At the time of absorption and
reconstruction, the audited accounts of the company are very helpful in removing
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any doubts. They are helpful in the valuation of the business because audited
accounts present a true and fair picture of the assets and liabilities of the
company.
3. Helpful in raising capital: When a company wants to raise capital, it issues a
prospectus along with audited accounts. Public invest money in the shares on the
faith of audited accounts.
4. Helpful in dividend distribution: The auditor certifies the profit earned by the
company. So, no doubt crop up in the distribution of dividends.
5. Make trust in the general public: An auditor acts as a trustee of the shareholders
in the case of a joint-stock company and safeguards their financial interests.
Shareholders are assured that the accounts have been properly maintained and the
directors and managers of the company have not taken any undue advantage of
their position and have conducted the company affairs in the interest of the whole
body of shareholders.
E. Advantages for Others: Audit safeguards the interests of the owners, creditors,
investors and workers. For example, it is generally seen that the audited accounts are
useful for settling trade disputes for higher wages or the payment of bonuses to the
workers.
1.8

LIMITATIONS OF AUDITING
1. Gives Opinion: After the completion of the audit, an auditor gives only the
opinion regarding a true and fair view of the books of accounts and the financial
position of the business. Therefore, an auditor is not an insurer; he does not give
a guarantee regarding the financial reflections of the business.
2. Chances of Undisclosed Errors and Frauds: An Auditor has to depend
on many financial data and statements supplied by the management which may
be wrong or misleading. Therefore, there may be some undisclosed errors and
frauds in the books of accounts.
3. Lack of Proper Care and Skill: Often it is seen that an Auditor does not apply
proper care and skill to verify the books of accounts and takes it as a routine
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matter. As a result, the books of accounts do not reflect a true and fair view of
the financial position of the business.
4. No Evaluation of Managerial Efficiency: An Auditor is not an advisor;
therefore, he cannot give his opinion regarding managerial efficiency because
every concern has its policy, procedures and practices.
5. Not Preventive: Audit is a post-mortem examination. The work of audit starts
after the completion of transactions recorded in the books of accounts. Therefore,
audited accounts can prevent future activities but not the past.
6. Additional Financial burden: An organization has to bear the additional
financial burden on account of any fees and other such expenses for conducting
an audit.
1.9

FUNDAMENTAL POSTULATES OF AUDITING

Postulates are fundamental truths or assumptions of a theory which are required to be
accepted without proof. These assumptions help to explain the meaning of auditing
principles. The basic postulates of financial auditing theory as formulated by Mautz and
Sharaf in their book “The Philosophy of Auditing” in 1961 are as follows:
(i)
The application of recognized accounting principles would result in a
fair presentation.
(ii)
Financial statements and financial data are verifiable.
(iii) The financial statements are free from collusive and other unusual
irregularities.
(iv)
There is no conflict of interest between the auditor and the
management of the entity.
(v)
The existence of a satisfactory system of internal control eliminates
the probability of irregularities.
(vi)
In the absence of clear evidence to the contrary, what was held in the
past for the entity will hold in the future.
(vii) The professional status of an independent auditor imposes
commensurate professional obligations.
(viii) When examining financial data, the auditor acts exclusively in the
capacity of the auditor.
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1.10

PRINCIPLES OF AUDITING
1. Integrity:
 Honest and straightforward.
 Auditors do not practice dishonest means of satisfying clients’ requirements.
2. Confidentiality:
 Not to provide information about the clients to third parties.
 Also covered by CA regulations.
 If required by law, he may disclose information with the consent of the client.
3. Objectivity:
It refers to purposefulness.
 To conduct audit keeping in mind secondary and primary objectives.
 He must be fair and must not allow prejudice or bias to override his
objectivity.
4. Independence:
 Should not be capable of being influenced by anybody.
 Relevant for judging opinion on view presented by financial statements.
5. Skill and Competence:
 Be capable of applying the skill in practical situations.
 Update and upgrade knowledge in the relevant fields.
 The audit should be performed and the report prepared with due care by
professional persons who have adequate training, experience and competence
in auditing.
6. Audit Planning :
 The audit must be based on proper planning.
 The plan of the audit must be developed before the commencement of the
audit.
 It also includes programming.
7. Audit Evidence:
 An audit must be conducted by considering evidence through the
performance of compliance and substantive procedures to enable him to draw
reasonable conclusions therefrom on which to base his opinion on financial
information.
 Evidence is available in the form of books, records and vouchers.
 It is available from internal and external sources.
8. Audit Documentation:
 Auditor to record his observation of findings in a working paper.
 To be maintained at Auditor’s Office
9. Using the Work of Others:
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Involvement of other experts in the audit of financial statements.
Auditors to use the work of others intelligently.
The auditor should obtain reasonable assurance that work performed by
other auditors or experts is adequate for his purpose.
10. Evaluation of ICS and AS:
 Client’s responsibility to introduce ICS which includes AS.
 Auditor to evaluate the system before commencing audit.
 It is useful for Audit to determine the extent of checking and the nature of
the audit procedure.
11. Audit Conclusiveness:
 Formation of opinion.
 A report in a specific format.
 Address to a specific authority.
 Adequate disclosure of all material facts.

1.11

TECHNIQUES OF AUDITING

Techniques of auditing mean the procedure and method which is adopted by the
auditor in checking the accounts. Following are the important techniques of audit:
1. Examination of Record: This technique is commonly used by the auditors; the
inspection of books and documents is made to verify the validity of data.
2. Inquiry: The auditor can also use the technique of inquiry. He can get the
information from resource persons inside or outside the enterprise.
3. Sampling: The auditor can select a few items from the whole accounting
information. This technique enables the auditor to obtain and evaluate the
evidence of some characteristics of the whole class. It helps form the conclusion.
4. Confirmation: To ensure the accuracy of the data auditor can collect the
information from the debtor. Confirmation is a response to an inquiry to prove
certain data recorded in the books.
5. Compliance: To check the arithmetical accuracy of accounting records, the
balancing accounts can be compared with the vouchers to test the reliability of
the data.
6. Compliance Test: These tests are designed to check the effectiveness and
compliance of internal control. In obtaining the audit evidence, the auditor is
concerned with the existence of effective internal control.
7. Use of Computer Techniques: There is a large number of audit techniques
like audit software, test packs and mapping which can be used by the auditor to
test the accuracy of the data.
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8. Substantive Test: These are designed to obtain evidence that the data produced
by the accounting system is accurate or not. It has two kinds: a) Test of detail
transaction. b) Test of significant ratios and trends.
9. Dependence on Experts and Auditors: The auditor has to rely on the internal
and other auditors to complete his work. He has also to rely on other experts like
lawyers, engineers and doctors for their expert opinion about the business.
10. Analytical Review: It consists of studying significant ratios, and trends and
investigating different changes. This review procedure is based on the
expectations of the relationship between the past and present data.
1.12

QUALITIES OF AN AUDITOR

The qualities of an auditor are as under:














Professionally competent: An auditor must have complete and exhaustive
knowledge of the accountancy. To understand the accounting explanation, he can
apply his knowledge and skill. He must know the method of audit taxation and
the law of his country.
Up-to-date knowledge: An auditor’s knowledge of auditing must be up-to-date.
He must have thorough training in business organization, management and
finance. He must know the general principles of economics, business and other
subjects relating to auditing.
Honesty: An auditor must be honest. He must not report what he does not believe
to be true and he must take reasonable care and skill before he believes that what
he certifies is true.
Intelligent: It is an important quality of an auditor that he should be brilliant. He
must be able to know the technical details of any business.
Tactful: In a particular situation, the auditor should deal properly. He should ask
the questions in such a way that it does not show his ignorance or weakness. He
must have the tact of putting intelligent questions to extract full information.
Qualification: According to Company Ordinance 1984, the essential
qualification for a professional is that he must be a chartered accountant.
Critical attitude: It is also a very important quality of the auditor. He should
examine the statements critically. He should ask various questions to the client
and try to find contradictions.
Maintain secrecy: The auditor’s nature of work is confidential. He should
maintain secrecy from others about the affairs of his client.
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Bold and courageous: The auditor should be a courageous and bold person. He
should not be affected by any authority. He should have the courage to face the
difference of opinion between him and authority.
Courteous: It is an important quality. The staff of the client should be very
humble and polite. He should also stress on his staff to be courteous with the
client.

The basic function of auditing is to ascertain the authenticity of books of accounts
prepared by the accountant. It is a well-known saying that “where the function of
Accountant ends, the audit begins to determine the true and fair picture of such accounts.”
Traditionally, audits were mainly associated with gaining information about financial
systems and the financial records of a company or a business. However, recently auditing
has begun to include non-financial subject areas, such as safety, security, information
systems performance, and environmental concerns. With non-profit organizations and
government agencies, there has been an increasing need for a performance audit,
examining their success in satisfying the mission objectives of the business.
In India, the Companies Act, 2013 has made the audit of company accounts mandatory.
With a sharp increase in the size of the companies and the volume of transactions day in
and day out, the objective of auditing has changed. Now, auditing relies on the fair
representation of financial efforts. The Companies Act, 2013 also prescribes a
qualification for the auditor. W.E.F from April 1, 2014, due to the amendment in the
Companies Act, 2013 detailed provisions on cost audit, internal audit and secretarial audit
can be found in the Act.
1.13
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AUDIT PLANNING
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2.6
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2.7
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2.8
Further Readings
2.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know




2.1

The meaning of audit planning
The Steps before the commencement of an audit
Methods of Audit Work
Audit Program, Audit Notebook and Audit Working Papers
INTRODUCTION

An audit is a professional service to a client. The review of accounting, financial and
other operations form the basis of such service. Before commencing an audit, an auditor
must prepare himself well. Preparation for an audit relates to audit planning, preliminary
preparations by the auditor, audit programme, audit notebook, audit working papers,
audit evidence, the commencement of a new audit, test checking, and routine checking.
2.2

MEANING OF AUDIT PLANNING

Planning is required to complete the audit effectively within the specified time. Audit
planning is a process of deciding in advance what is to be done, who is to do it, how it is
to be done and when it is to be done by the auditor to have efficient and effective
completion of work.
Audit planning can be done only when the auditor is knowing the business of the client.
It helps in the accomplishment of the objectives of the audit and enables the auditor to
cover different aspects of audit work systematically within a pre-set time frame. It
enhances the quality of audit work. Audit plans should cover knowledge about the
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client’s accounting systems and policies, internal control procedures and coordinating
the work to be performed. Plans should be flexible so that they can be developed or
revised as and when required by the auditor.
2.3

STEPS BEFORE COMMENCEMENT OF AUDIT

It means that when an organization is going to start a final audit before the
commencement of the audit the following instructions must be given by the auditor to
his client.
i) A list of books in use, a list of employees, their duties and internal control should
be provided to the audit staff.
ii) Books of original entry, ledgers, trial balance and Final account should be
provided to the auditor.
iii) All supporting documents should be properly arranged.
iv) List and schedules of assets and liabilities should be arranged properly for the
examination to the audit staff and managed properly for the examination of the
audit staff.
The auditor should also carry out the following primary works before commencing the
audit:i)

Scope of Work to be Determined: The scope of work will depend upon the
terms of the agreement entered into between him and his client, or upon the
conditions laid by the appointment letter issued to him. It is true that if the
auditor is to examine the accounts of a joint-stock company, he has to proceed
and prepare following the provisions of the Companies Act and as such, in
such a case, the question of any agreement does not arise. But in other cases,
it is the client who decides the extent of the work which the auditor has to
perform concerning the checking of accounts. Before determining exactly the
scope of his duties, the auditor should discuss the nature, purpose, etc., of the
audit that he has to conduct. If certain limitations have been placed on his
duties, he should thoroughly know them and note them carefully in his Audit
Note Book. This is very essential.

ii)

Letter of Engagement: To avoid any misunderstanding with the client, an
Auditor should procure an engagement letter. It is a contract between an
Auditor and a client. This letter is a standard letter following the established
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accounting practice and special assignment or task, if, and should be added
to it.
iii)

Knowledge about Business: Next, the auditor should try to acquire full
knowledge of business and its affairs. For this, he should proceed with the
scrutiny of some important documents and procedures:

a)

He should go through the rules and regulations which make the business in
question run, e.g., Memorandum of Association, Articles of Association, etc.,
in case of a joint-stock company and partnership agreement in case of a
partnership firm. The study of such basic and guiding documents can make
him familiar with the working of a business and hence, the thorough
knowledge and study of these rules are highly imperative for the auditor.

b)

Further, he should examine the method of maintaining accounts. It should be
remembered that different types of business-houses, e.g., banks, insurance
companies. Joint-stock companies, cinema-houses, gas companies,
educational institutions, etc., use different systems of keeping books of
accounts. Hence, the auditor should aim to make himself familiar with the
nature of business so that he can satisfy himself concerning the accounting
system being satisfactory or otherwise.

c)

Next, he should ask for a list of books of accounts maintained and also the
names of clerks who are assigned the role of keeping them from his client.
Apart from this, he should obtain the names of the responsible officials who
control the various branches of work.

d)

The auditor should examine the system of an internal check-in operation. The
efficacy or otherwise of this system will help him in determining the main
lines on which he should conduct the audit. If the system is defective, there
are chances of errors and fraud in the books of accounts. A sound system of
internal checks can minimize such chances.

e)

Technical details about the business: To make the work of audit more
meaningful and effective, the auditor should fully acquaint himself with the
technical nature of the transactions recorded. Since no two businesses are
alike, he should acquire the necessary knowledge of business affairs.

f)

Lastly, it is also advisable for the auditor to go through the Profit & Loss
Account and Balance Sheet of the previous year and look into the various
objections, if any, raised by the auditor in his previous year’s report. This
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should especially be done if an auditor is appointed to supersede another
auditor. If necessary, the retiring auditor may be contacted.
iv)

List of documents/schedules required from client: After doing all the
above preparation, an Auditor should give a list of documents or schedules
required for audit purposes along with instructions. Following documents or
schedules may be required to get auditing started −
a)
Stock statement with value and method of valuation.
b) Schedule of debtors and creditors.
c)
Schedule of fixed assets.
d) Schedule of prepaid outstanding expenses, expenditure and income.
e)
List of deferred revenue expenses.
f)
List of capital expenditures incurred during the relevant financial year.
g)
Investment schedule with the cost of acquisition.

v)

Period of Audit: The auditor can consult the management for fixing the time
of the audit. The time allocated is utilized for proper audit work. The auditor
can decide the time required for completion of audit work and he can engage
sufficient audit clerks to complete work in time otherwise the cost of audit
increases.

vi)

Instructions to the Client Organization: After having acquired an up-to-date
knowledge of the affairs of a concern, the auditor should ask the client to
direct his staff concerning the following:

a)

The books of accounts should be totaled up and trial balance and final
accounts should be kept ready.
b)
c)
d)
e)
f)
g)
h)

i)

All the vouchers should be serially arranged and filed.
The schedules of debtors and creditors should be prepared.
A list of bad and doubtful debts should be prepared.
Similarly, a schedule of outstanding and prepaid expenses and accrued
income should be kept ready.
A stock sheet indicating the method of valuation of stock should be drawn
up.
A schedule of investments indicating their cost price and market price
should be prepared.
A certified list of goods returned by different branches, agents and other
similar institutions should be made available at the time of audit.
A statement containing details about the permanent capital expenditure
should be kept ready.
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j)

Similarly, a list of deferred revenue expenditures should be prepared.

k)

A list of those documents to which the auditor will have access should be
prepared.

l)

Names and addresses of Managers and Managing directors should be kept
ready for submission to the auditor.

vii)

Division and Distribution of Work: The auditor should distribute the work
and assign duties among his subordinates according to their qualifications,
experience and training. They can be of two types—senior and junior. The
senior clerks must be assigned such duties related to difficult and technical
work and the junior ones in his staff should be given simple type of work.
But, after all, it is the auditor who has to certify the accounts as correct and,
as such, he is ultimately responsible for all the actions of his subordinates.
Hence, the preparation of an auditor at this stage is of special significance.

viii)

Audit Programme: Technically speaking, an audit programme is the
auditor’s plan of action. It presents an outline of procedures to be followed to
support an opinion on the financial statements. The primary basis of preparing
an audit programme is the system of internal check or control and since no
two internal control systems can be exactly alike, an audit programme will
also vary among clients and business firms. An auditor, therefore, will have
to keep in mind a basic programme which he would modify to fit the special
circumstances of each case. Modifications to the basic plan of action are based
on the weaknesses inherent in the system of internal check or control
prevailing in a particular business.
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2.4

AUDIT PROGRAMME
An audit programme is a detailed, written statement designed by the auditor
indicating the work to be performed by the audit assistants, specifying the time limit
for completion of work, and instructions and guidance to the audit staff. In short, it
is a tool for planning, directing and controlling the audit work. An audit programme
is a detailed plan of the auditing work to be performed. It specifies the procedures to
be followed in the conduct of audits more efficiently. The auditor outlines the whole
procedure of the audit from the beginning to the finalization of the audit report. The
audit programme is generally contained in the audit notebook.
The success of an audit plan depends on a sound and solid audit Program. An
audit plan is the Auditor’s plan of action. The audit program is specially designed for
each audit as a plan of the work of examination and a set of audit procedures. A
written audit Program begins with the recognition of specific objectives followed by
the specification of procedure design to produce sufficient competent evidential
matter. An audit program acts as a guide to arrange and distribute the work and also
to check work against the possibility of omissions.
Definitions
According to Howard F Settler, an “Audit program is an outline of all
procedures to be followed to arrive at an opinion concerning a client’s work financial
statements”.
In the words of Prof. Meigs, “an audit programme is a detailed plan of the
auditing work to be performed, specifying the procedures to be followed in the
verification of each item and the financial statements and giving the estimated time
required.”
Features:
The features of an audit programme are as follows:
a)
b)
c)
d)
e)
f)

It is a set of procedures to be adopted to conduct the audit more efficiently.
It is a written scheme designed by the auditor.
It is a blueprint of the audit work.
It facilitates delegation of work, based on the capabilities of audit staff.
It acts as evidence in future for the audit work being performed.
It specifies the work to be done by the audit staff, and the manner and time limit
for completion of the work.
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Objectives
The following are the objectives of the audit programme:
a) To provide clear instructions to the audit assistants specifying the nature of work
to be performed and fixing the period for completion of each work.
b) To facilitate coordination among various parts of audit work.
c) To ensure uniformity in the performance of audit work and to avoid duplication
and repetition of work.
d) To attain a fair allocation of work among the audit team.
e) To fix the responsibility and accountability of each audit assistant.
f) To serve as a guide for planning the audit work in future.
g) To serve as evidence in future showing the date of completion of audit work,
methods or procedures undertaken, persons involved in completion of audit work
etc.
Types of Audit Programmes
Not all audit guides are the same. They vary in flexibility; they could either be
standard industry programs, specific to one enterprise, or more generalized. Some
programs are focused more on complying with current regulations. Other types are
standardized and can be applied to many firms operating within the same niche.
a) Standardized Audit Programme: This is the simplest programme.
These documents are not devised by a specific company but often by
corporate institutions. Unlike specific versions, the main goal of
standardized programs is to offer a standard reference that will be used in
an area. For example, a corporate alliance focused on the fintech industry
could release a new audit program. It would determine what steps are
necessary to consider a company fit to operate in this market. All other
companies that are similar to this organization could then use it as a guide.
Other companies can either devise their plans or follow the same
standards. Companies who choose a customized and unique program take
into account the specificities of their businesses.
b) Tailored Audit Programme: The tailored programme is the opposite of
the standardized version. It takes into account the specificities of the
company and builds from there. Unlike its more neutral counterpart, it is
devised by people inside the company, and it takes its goals, mission, and
culture into account. Due to the specificity of this type of audit, guides
vary from business to business. In other words, this program will not be
useful if applied outside the particular firm.
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c) Compliance Audit Programme: Compliance audit plans focus solely
on following compliance rules. It’s the kind of program that will
determine all the actions that a third-party auditor will have to follow to
determine whether a business is following the current regulation imposed
by the government. It is one of the most vital plans in highly regulated
areas such as finance. If companies fail to create proper compliance
programmes, they get fined and face hurdles from the regulatory agencies.
d) Fixed or Flexible Audit Programme: Audit guides are further classified
based on whether they are fixed or flexible. A fixed program is very rigid
and does not allow for changes. It is more common in tailored audits. It
looks specifically into situations that affect the company. There is no need
to change such a guide because right from the inception, it is tailored to
fit the business.
However, for flexible audit programmes, the auditor gets only an outline of
the scope and procedures. In this case, the auditor has much more freedom
to determine how the work will be done. Auditors have room to modify parts
of the programme as they see fit. Such a practice is more common in
standardized audits that need more flexibility. These then can be applied to a
wide range of firms across sectors.
Advantages of Audit Programme
An audit programme can give the following advantages:
a) Helps in Estimation and Division of Work: The audit Programme helps
in estimating the quantum of audit work in advance and also helps in dividing
the work among the audit assistants based on their capabilities.
b) Helps in Fixation of Responsibility: It enables to fix responsibility on the
audit assistants by clearly defining the scope of work.
c) Helps in Future Planning: The audit programme serves as a basis for
planning the audit work for subsequent years.
d) Serves as a Guide: It serves as a valuable guide for the audit staff in the
execution of the audit work for succeeding years.
e) Valuable Evidence: It serves as evidence for the work done as initials of
those who have done the particular work are appended to it. The auditor can
produce the audit programme as proof when a charge of negligence is
brought upon him.
f) Uniformity: It provides for uniformity in audit work as the same work will
be done every year.
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g) Continuity: When the audit staffs go on leave, others can continue the work
by referring to the audit programme. Hence, an audit programme provides
for continuity of work.
h) Coordination: It facilitates coordination and helps in supervising the work
of the audit staff.
Disadvantages of an Audit Programme
The disadvantages that may be experienced by conducting an audit as per a
predetermined audit programme are –
a) Mechanical: When audit work is conducted mechanically every year based
on the audit programme, it causes monotony and boredom to the auditor and
audit staff.
b) No Quality in Work: The audit staff will be more interested to complete the
work in time rather than to maintain any standard in the work.
c) Loss of Initiative: Audit staff cannot take their own decisions and they are
compelled to comply with the audit programme. Hence, an efficient audit
clerk loses his initiative and interest as he cannot make any suggestions.
d) Rigidity: A rigid and inflexible audit programme cannot be laid for all types
of business. During the audit, new areas to be verified may come to the notice
of the audit staff. Unless the audit programme is revised, such areas may
escape from auditing.
e) Shelter for Inefficient Staff: Inefficient audit staff conceal their mistakes or
weakness based on the audit programme. Hence, it provides shelter for
inefficient audit staff.
f) Unsuitable: Pre-determined audit programme is not suitable for small
business organizations.
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Specimen of Audit Programme

2.5

AUDIT NOTE BOOK

A diary or register maintained by the audit staff to note difficulties, queries, errors or
other important points observed, errors, doubtful queries, explanations and clarifications
to be received from the clients. It is known to be an audit notebook. An audit NoteBook
is a register maintained by the audit staff to record important points. It also contains
definite information regarding the day-to-day work performed by the audit clerks. In
short, an audit notebook is usually a bound notebook in which a large variety of matters
observed during the audit are recorded. The notebook should be maintained clearly,
completely and systematically. It serves as authentic evidence in support of work done
to protect the auditor against any legal charge initiated against him for negligence. It is
of immense help to the auditor in preparing an audit report. It also acts as a valuable
guide for conducting an audit in future years.
Example: Following are the queries made in the Audit NoteBook:



Voucher No.75 Paid towards advertisement expenses for Rs. 2, 80,000.
Voucher No.170 Rent paid Rs. 22,000.
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Voucher No.98 Material purchased and received in Stores for Rs. 96,857
Voucher No.245 Machinery was purchased for Rs. 8, 28,000.

Definition
E.L. Kohler formulated a detailed definition for the term. According to him, “Audit
notebook is a record, used chiefly in recurring audits, containing data of work done
and comments outside the regular subject matter of working papers. It generally
contains such items as the audit programme, notations showing how sections of the
audit are carried out during successive examinations, the information needed for the
auditor’s office and staff administration, personnel assignment, time requirements
and notations for use in succeeding examination”.
Contents of Audit Note Book
An audit notebook generally consists of the following information:
a) The nature of the business and summary of important documents relating to
the constitution of the business such as Memorandum of Association, Articles
of Association or Partnership Deed, etc.
b) A list of the books of accounts maintained.
c) Particularly as to the system of accounts followed and the system of internal
check-in force.
d) Names of principal officers, their duties and responsibilities.
e) Progress of audit works together with the dates on which the work was
undertaken and completed.
f) Extracts from correspondence with different authorities.
g) Audit programme.
h) Allocation of work among different audit staff.
i) All queries have not been clarified so far.
j) Lists of missing receipts, vouchers, bills, etc.
k) Any special point arising during an audit to which the attention of the auditor
must be drawn.
l) Particulars of cash balances, investments, fixed deposits, and the
reconciliation statements of principal bank accounts.
m) Extracts of the minutes and contracts affecting the accounts.
n) Record of audit work done with dates of commencement and completion.
o) Particularly regarding the financial policies followed by the business.
p) All mistakes and errors were discovered.
q) Points to be incorporated in the audit report.
r) Points, which need further explanations and clarifications.
s) All important matters for future reference at subsequent audits.
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t) Information of permanent nature relating to the business and notes of all
important technical transactions.
These matters are very useful in preparing the audit programmes for subsequent
audits.
Objectives of Audit Notebook
The objectives of the audit notebook are discussed hereunder:
a) To facilitate future audit: Current year’s audit notebook facilitates the auditor
when he commences audit in the subsequent year. It helps in understanding the
areas requiring special consideration and attention.
b) To provide documentary evidence: It acts as evidence concerning the extent of
work performed and the level of skill and cares employed by the auditor while
carrying out an audit. He can use it as documentary evidence to defend himself
when a charge of negligence is filed.
c) To prepare audit report: It is quite obvious that the auditor cannot keep all the
irregularities and important matters and audit findings, in his memory, which
require consideration at the time of preparation of the audit report. Hence, if the
auditor maintains an audit notebook, it helps in the preparation of the audit report.
d) To resolve queries arising at the time of audit: The client’s accounting staff
may feel annoyed when the auditor comes up with queries before them frequently,
during the audit. And so, for the convenience of the client’s staff, audit queries
must be noted down in the book whenever they arise and put before the staff for
explanation altogether.
e) To evaluate work: If the auditor goes through the audit notebook, it is easier to
understand the progress of the audit work performed and the efficiency level of
the audit staff.
Advantages of Audit NoteBook
a) Facilitates Audit Work: It facilitates the work of an auditor as all important
details about the audit are recorded in the notebook which the audit clerk cannot
remember everything at all times. It helps in remembering and recalling the
important matters relating to the audit work.
b) Audit Report: The audit notebook is helpful to prepare an audit report. The
auditor can record the weakness of accounting records. The queries not properly
answered are started in the audit report when the auditor is satisfied he can submit
a clear report.
c) Evaluating Work of Audit Staff: It helps to assess the work performed by the
audit staff and helps in evaluating their level of efficiency. The audit notebook is
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d)

e)

f)

g)
h)

i)

used to determine the integrity and honesty of audit clerks. The moral and ethical
values can be examined through audit work.
Helpful for Memory: The audit notebook helps to keep things fresh in memory.
The auditor can read the book daily. He can note the weakness in his fingertips.
The auditor can retain the data in his memory for a longer period. He can ask the
management to clear the doubtful points before preparing the audit report.
Serves as a Guide: When an audit assistant is changed before the completion of
audit work, the audit notebook serves as a guide in the completion of balance
work. It also acts as a guide for carrying on subsequent audits.
Court Cases: The audit notebook is helpful to defend an auditor in court cases.
The people can go to a court of law to fix liability for the negligence of duty. The
audit notebook is written proof of work performed by an auditor.
New Auditor: The audit notebook is useful for a new auditor. They can see the
weakness of previous years. The old weak points may not be repeated this year.
Fixation of Responsibility: The audit notebook helps in fixing the responsibility
of the concerned clerk who is responsible for any undetected errors and frauds in
the course of the audit.
Reference: The audit notebook is useful for reference. In future, it can provide
information to the audit staff. The past data gives an insight into business matters.
The auditor can note the changes. He can form an opinion about the changes in
the nature and size of the business.

Disadvantages of Audit NoteBook
a) Fault-finding Attitude: It leads to the development of a fault-finding attitude in
the minds of the staff.
b) Misunderstanding: Very often maintenance of the audit notebook creates
misunderstanding between the client’s staff and the audit staff.
c) Improper Preparation: Since it serves as evidence in a court of law, it needs to
be prepared with great caution. When the notebook is prepared without due care,
it cannot be used as evidence against the auditor for negligence.
d) Adverse Effects on Subsequent Audits: Since an audit notebook is used in
performing subsequent audits, any mistakes in the notebook may have adverse
impacts on the next audit.
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2.6

AUDIT WORKING PAPERS

Meaning
Papers and documents which contain important facts about accounts which are under
audit are called Audit Working Papers. Working papers provide the basis of conclusions
and summarizations of the report prepared by the auditor at the end of the audit work. As
per SA-230 “Audit Documentation” audit working paper refers to the documents
proposed or obtained by the auditor and retained by him in connection with the
performance of his audit. The term ‘audit working paper’ means the written paper and
document containing details about accounts which are under audit, analysis, summaries
and comments built up by an auditor during a particular audit engagement.
Thus, all the documents gathered or prepared by auditors during an audit constitute audit
working papers, but broadly these are two types:
 Working papers prepared by the auditor himself, like audit notebook, audit
program, details of queries made and their explanations thereof.
 Working papers collected by the auditor from the client, like the schedule of
debtors and creditors, management representations, confirmations etc.
Definition
Institute of Chartered Accountants of India defines an audit working paper as, a
“working paper must include audit program, queries, explanations given for the queries,
schedules for the important items like depreciation, inventories, confirmation from third
parties, certificates issued by the management, banks, etc.”
According to Prof. Meigs, “the term working paper is a comprehensive one and includes
all the evidence gathered by the auditor to show the work he has done the methods and
procedures he has followed and the conclusions he has developed”.

Guidelines of Audit Working Papers as specified in SA-230, Audit Documentation,
“Working Papers prepared or obtained by the auditor in connection with the
performance of audit are the property of auditor and the auditor must retain and preserve
the working papers for 7 years”.
According to A.W. Johnson, “Audit working papers are written, private material which
the auditor prepares for each audit. They describe the accounting information used, his
conclusions (and reasons thereof) and the financial statements.”
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Contents of Audit Working Papers
The documents obtained in the conduct of the audit constitute the audit working
papers. The content of audit working papers varies depending on the type and scope of
the audit. Auditing and Assurance Standards (AAS 3) issued by the Institute of Chartered
Accountants of India states working papers should record the auditor's plan, the nature,
timing and extent of the audit procedure performed and the conclusions obtained from
the evidence.
In general, audit working papers consists of the following:
a) Schedule of Debtors, Creditors and bank statement.
b) Correspondences and balance confirmations from Debtors, Creditors and
bankers.
c) Correspondences from legal advisors and statutory authorities.
d) Certificates of officials about bad debts.
e) Certificate from valuers for valuing stock-in-trade and investments.
f) A certificate confirming cash balance.
g) Certificate from an authorized person about outstanding assets and liabilities,
contingent assets and liabilities etc.
h) Bank Reconciliation statement.
i) Adjusting entries.
j) Copies of the minutes of the meeting of directors and shareholders.
Objectives of Audit Working Papers
a) The working papers serve the auditor both as a useful audit tool as well as a
permanent record of the audit work performed.
b) They are useful to the auditor to control the current year’s audit work.
c) They constitute a reliable guide for planning future audit assignments.
d) A review of the audit working papers gives an assurance that the audit work is
both accurate and complete.
e) The auditors arrange the data properly in the working papers. Hence, the data
become more meaningful and useful for the audit.
f) Working papers are necessary to corroborate the work and the findings of all the
audit staff.
g) The chief auditor is assured that the opinion is supported by the findings of their
audit staff.
h) The working papers constitute complete and conclusive evidence in future as to
the entirety and completeness of the audit work.
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Importance of audit working papers
a) Working papers assist in the planning and performance of the audit.
b) Working papers are necessary for audit quality control purposes.
c) Working papers assure that the work delegated by the audit partner has been
properly completed.
d) Working papers provide evidence that an effective audit has been carried out.
e) Working papers increase the economy, efficiency, and effectiveness of the audit.
f) Working papers contain sufficiently detailed and up-to-date facts which justify
the reasonableness of the auditor’s conclusions.
g) Working papers retain a record of matters of continuing significance to future
h) The preparation of the working papers is a means to give training to the audit
clerks as to how to summarize the work done by them.
i) The working papers enable the auditor to point out to the client the weakness of
the internal control system in operation and the inefficiency of the accountancy
He may, therefore, be in a position to advise his client as to how to avoid such
pitfalls.
j) The working papers enable the auditor to prepare the report to be issued without
much waste of time.
Essentials of Good Working Papers
The essentials of good working papers are as follows:
a) Working papers should be complete in all respects. They should contain all
necessary information so that they may be of maximum use.
b) They should be properly organized and arranged so that one may not experience
any difficulty in locating a particular matter.
c) They must contain accurate information so that they will be relied upon.
d) They should contain self-explanatory facts.
e) The facts given in working papers should be readily apparent to the reader.
f) The relevant details should always be kept in the working papers. All irrelevant
information should be kept out of the space to enhance its utility for the purpose
for which they are kept.
g) The audit working paper files should be properly preserved and filed. These files
should be serially numbered and indexed so that they may be made available
whenever they are needed.
h) The paper used for the preparation of working papers should be of better quality
and uniform size.
i) Sufficient space should be left after each note so that any decision taken by an
auditor may be written in that space.
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Preservation of Audit working papers
Working papers are to be retained in the safe custody of an auditor. The client’s
staff or third parties should not have access to working papers. The documents are to be
preserved for a sufficient length of time to satisfy the needs of the auditor and
professional requirements of record retention. The auditor has to maintain the
confidentiality of the affairs of the client.
Ownership of Audit working papers
The working papers are the matters documented by the auditor. So they are his
property. Although the client may claim them as a record of his business matters, the
auditor cannot part with them as his conclusions are based on them and as they provide
evidence of the audit work carried out according to the basic principles.
The legal observation in the case of Sockockinsky Vs. Bright Grahame & Co. is that
“The working paper belongs to the auditor not to the client, as the auditor is an
independent contractor and not the agent of the client”.
Similarly, the Court of Appeal in the case of Chantrey Martin & Co. Vs Martin held that
“The working papers prepared by the auditor are the property of the auditor”.
Thus, the working papers are the property of the auditor. They are not a part of, nor a
substitute for, the client’s accounting records.
2.7

METHODS OF AUDIT WORK

There is no hard and fast rule or method that can be laid down for auditing. It all depends
on the training and experience of the Auditor and also depends on the circumstances.
The following points need to be considered by an Auditor:
a) Special Ticks
An Auditor should use special ticks for different classes of transactions like
posting, casting, carry forward, bank statement and vouching.
An Auditor makes use of the following precautions for ticking −






Different ticks should be used for the same class of transactions in different
firms.
The staff of the client should not be aware of the meaning of these ticks.
The same colour should not be used for different periods.
Work should be completed up to a certain level to avoid mistakes.
The Auditor should note down all the important totals, balances and other
important points in his notebook.
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If the Auditor is asked to do balancing of accounts, especially in small concerns,
he should act like an Accountant instead of an Auditor.
Auditors should not accept any figures written with pencils.
In the case of continuous audit, work should be completed up to a certain date.
b) Routine Checking
When common records and books are checked by an Auditor, it is called
routine checking and it involves checking of casts, sub casts, carry forward of
balances, other calculations, posting in ledgers, balancing of ledgers and transfer
of ledger balances to the trial balance.
It is helpful for the Auditor to find out clerical mistakes and simple frauds only.
An Auditor should go beyond routine checking to find out all the material
mistakes and frauds.
c) Test Checking

An Auditor can't examine and physically verify all the business transactions of a
big concern where the numbers of transactions are numerous. In such types of
situations, if a sufficient system of internal control and Internal Check exists, the
Auditor can opt for test checking instead of checking all transactions. Test checking
is an accepted tool to substitute detailed checking. Test checking is based on the
theory of probability. The following points need to be considered while test checking
−


The representative number of entries for each class should be selected by
Auditor.
 The staff of the client should not know and understand the method of test
checking adopted by the Auditor.
 The method of test checking should not be applied in the audit next year.
 Most of the period and section of transactions should be covered over the years.
 There should be no pre-determined sample in form of the size should be chosen.
 The auditor should apply the materiality concept while choosing samples.
 The auditors should pay more attention to where chances of errors and fraud are
high.
 If the reliability of evidence is low, the Auditor should increase the size of the
sample.
Thus, Audit planning is a critical part of audit work and performing the correct
audit plan could be the factor that leads to the success of audit engagement.
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2.8
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3.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know
 The meaning of Internal Control
 Advantages and Disadvantages of Internal Control
 The Principles of Internal Check
 Scope and Objectives of Internal Audit
 Essential Elements of Internal Audit
3.1

INTRODUCTION

Before the auditor can determine his basic approach to an audit, he must ensure
that he fully understands the organisation with which he is dealing. He must familiarise
himself with its organisational structure and comprehend the nature of the business. He
must also ensure that he has fully grasped all the technicalities peculiar to the business.
Only then he will be in a position fully to comprehend and identify the transactions,
which are being recorded in the accounting books and about which the internal controls
will be operating. Formerly, business systems were usually installed with the object of
getting work done by the cheapest and quickest methods available, but while these
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objects have not been lost sight of, it has been realised that the establishment of the
piecemeal methods of the uncoordinated work process is ultimately neither cheap nor
efficient. Overall planning is necessary to establish a flow of work through the whole
business, enabling it to run smoothly and efficiently and with the added requirement that
its assets shall be safeguarded at the same time.
This overall planning and its practical operation are included under the title of
internal control, which is established by the management and although the auditor in his
role as an auditor has no right to require any particular method of control to be operated,
he is virtually concerned with it, as the efficiency or otherwise of the internal control will
greatly influence the auditor’s method of working.
3.2

INTERNAL CONTROL

The Internal Control system is one of the basic and essential factors for efficient and
effective management. Internal control is a broad term which is normally used to control
financial and non-financial activities. It involves several checks and controls exercised
in a business to ensure efficient and economic working. The internal control system is
helpful for the management and also the Auditor in achieving goals and targets
effectively. Therefore, the internal control system covers several checks and control to
ensure efficient and economic working. Internal Control comprises the plan of the
organization and all the co-ordinate methods and measures adopted within a business to
safeguard its assets, check the accuracy and reliability of its accounting data to promote
operational efficiency and encourage adherence to prescribed managerial policies.
Definition
The special report on internal control of the American Institute of the Certified Public
Accountants and its statements on auditing procedures contain the following definition
of internal control: “Internal control comprises the plan of organisation and all the
coordinated methods and measures adopted within a business to safeguard its assets,
check the accuracy and reliability of its accounting data, promote operations efficiency
and encourage employees to prescribed managerial policies.”
In the opinion of W. W. Bigg, “internal control is best regarded as indicating the whole
system of controls, financial or otherwise, established by the management in the conduct
of a business including internal check, internal audit and other forms of control.”
So, based on the above definitions, it may be stated that a system of internal
control provides a measure for the management to obtain information, protection and
control, which are quite important for the successful working of a business organisation.
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Internal control can be divided into the following three parts with each part equally
important:
1. Organizational Control: it includes, understanding the organizational structure
and the mutual relationship structure and mutual relationships among the various
divisions or departments. The auditor should first know all the officers in the
organization and their respective duties and then only plan his work.
2. Administrative Control: It includes, but is not limited to, the plan of
organization and the procedures and records that are concerned with the decision
processes leading to management’s authorization of transactions. Such
authorization is a management function directly associated with the responsibility
for achieving the objectives of the organization and is the starting point for
establishing accounting control of transactions.
3. Accounting Control: It comprises the plan of organization and the procedures
and records that are concerned with the safeguarding of assets and the reliability
of financial records and consequently are designed to provide reasonable
assurance that :
a) Transactions are executed following management’s general or specific
authorization.
b) Transactions are recorded as necessary (i) to permit the preparation of
financial statements in conformity with generally accepted accounting
principles or any other criteria applicable to such statements and (ii) to
maintain accountability for assets.
c) Access to assets is permitted following management’s authorization.
d) The recorded accountability for assets is compared with the existing assets
at reasonable intervals and appropriate action is taken concerning any
difference.
From the above definitions, it would be evident that internal control is a broad
term with wide coverage. It means several checks and controls exercised in a business to
ensure its efficient and economic working. This, internal control involves a sort of
vigilance and direction over important matters like budget and finance, purchases and
sales and internal administration by the management: for example, in the case of a
proprietary concern, such a control would be exercised by the proprietor while in the case
of partnership firm and a joint-stock company, it would come from the acting partners
and directors respectively. Thus, it may be stated that a system of internal control
provides a measure for the management to obtain information, protection and control
which are quite important for the successful working of a business organization.
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Objectives of Internal Control
1. To avoid waste, inefficiency and fraud and to keep intact its resources
2. To attain the highest type of accuracy and reliability in the maintaining of the
accounts and operating data;
3. To encourage and measure how far the policy of the business is being
implemented;
4. To evaluate the efficiency of performance in all aspects of business activity, and
5. To provide aid in management planning.
Basic Elements of Internal Control
An effective system of internal control should have the following basic elements:
1. Financial and Other Organisational Plans
This may take the form of a manual suitably classified by flow charts. It should
specify the various duties and responsibilities of both management and staff, stating
what powers of authorisation reside in various members. This is important as in the
event of staff absence or otherwise, the correct flow of work and the internal control
system could be vitiated by the wrong implementation of procedures by staff either
innocently or wilfully.
2. Competent Personnel
Personnel is the most important element of any internal control system. If the
employees are competent and efficient in their assigned work, the internal control
system can be operated effectively even if some of the other elements of the internal
control system are absent.
3. Division of Work
The procedure of division of work properly among the employees of the organisation
is important. Every work of the organisation should be divided into different stages
and should be allocated to the employees following their quality and skill.
4. Separation of Operational Responsibility from Record Keeping
If each department of an organisation is being assigned to prepare its records and
reports, there may be a tendency to manipulate results for showing better
performance. So, to ensure reliable records and information, the record-keeping
function is separated from the operational responsibility of the concerned department.
5. Separation of the Custody of Assets from Accounting
To protect against misuse of assets and their misappropriation, it is required that the
custody of assets and their accounting should be done by separate persons. When a
particular person performs both functions, there is a chance of utilising the
organisation’s assets for his interest and adjusting the records to relieve himself from
the responsibility of the asset.
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6. Authorisation
Under the internal control system, all the activities must be authorised by proper
authority. The individual or group, which can grant either specific or general
authority for transactions, should hold a position commensurate with the nature and
significance of the transactions and the policy for such authority should be
established by top management.
7. Managerial Supervision and Review
The internal control system should be implemented and maintained in conformity
with the environmental changes of the concern. With adapting any specific control
system permanently, how far the procedures of flexible controls have been followed
in real practise should be observed and re-examined.
Basic Principles of Internal Control
There are certain organizational devices which are considered important as basic
Principles of the internal control systems. It is to be noted that:
1. Accounting of Assets: Practically the physical handling of an asset should be
separated from the accounting work which should be done by a separate hand.
The collision between a person handling an asset and another performing
accounting work in relation thereto should be avoided.
2. Division of Work: The work should be so divided between persons that the work
done by one is checked by another.
Thus, the result expected from the work done and the check thereof can form a basis
for the reliability of records and reports maintained in the business. This practice is sound
in the sense that what one does can be compared well with the results obtained by another.
Forms/ Scope of Internal Control
Every business enterprise is expected to have a well-knit organization of internal
control systems. Much depends upon the nature of business and the environments in
which it works. The particular aspects of each must be considered by management when
planning the allocation and distribution of among its employees. These divisions are
briefly discussed below:
1. General Financial Control: This control includes a proper efficient system of
accounting, adequate supervision, recording and duplicating system, good
efficient staff and maintenance of staff relationships. Under this system, an
adequate system of flow of information to the management should be developed
through returns and statements submitted by the supervising staff. Healthy staff
relations should be maintained to ensure more efficient and effective working. It
is true that due to the lack of harmonious staff relationships, staff may leave for
better prospects elsewhere and thus, impair the working of the system. Staff
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2.

3.

4.

5.

6.

turnover is injurious from the viewpoint of general financial control and hence,
adequate stress should be laid on their proper maintenance.
Cash Control: This system includes certain important aspects of control for
receipts, payments and balances held. A proper system of internal checks must
operate at all stages. There may be specially deputed officials including the
internal audit staff who should be made responsible to exercise checks at regular
and irregular intervals. Due safeguards should be exercised to avoid
misappropriation of cash. There are other aspects of control of funds and
payments. Specific instructions should be given to all the staff in writing in this
regard. As for payments, the system of payment by cheques is the best at all times
and all levels of business. At this stage also there should be proper allocation of
duties.
Employees’ Remuneration Control: There have been many cases of defalcation
and misappropriation of cash payments to be made to the employees. The system
must cover all sections of employees’ remuneration and maintenance of records
for remuneration their preparation and their methods of payment should be
brought under tight control. This further requires the issue of specific instructions
to the staff in writing engaged in the various processes of work connected with
the employees’ remuneration.
Trading Transactions control: These transactions pertain to purchases, sales,
etc. Regarding purchases, effective procedures should be laid down for
acquisition, handling of goods and accounting techniques adopted for such goods.
Similarly, a good system of procedures should be devised for authorization,
recording, handling and accounting of goods sold. The weaknesses, if any, might
lead to a great loss to the business and hence, the entire system of control should
be kept strictly under regular review and constant check.
Stock Maintenance: Stocks of raw materials, work-in-progress and finished
goods should be properly maintained and accounted for. The flow of goods from
outside to the store and again, from the store to the processing part and vice-versa
should be made under efficient control and supervision. The tasks and
responsibilities connected therewith should be clearly defined and fully allocated.
Regular stock-taking procedures are quite helpful as means of independent
checks and reconciliation of records.
Control regarding Fixed Assets: Capital expenditure on fixed assets should be
kept under strict check and supervision. The authority right from sanctioning of
capital expenditure to its use should be clearly defined so that any sort of
misappropriation by officials of the organization can be reduced to the minimum.
There may be cases of collusion with the contractor and proper safeguards should
be exercised at all stages.
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7. Investments Control: The procedures of control regarding investments cover
such measures as authorization, recording of all transactions including the
maintenance of records of investments held and safeguarding of documents of
title. The whole system of control requires that written instructions should be
issued to enforce rigidly the procedure of internal control.
3.3

INTERNAL CONTROL AND AUDITOR

The introduction of a well-developed system of internal control is the responsibility
he management. But it is a matter of concern for the auditor though he has no authority
to recommend and prove that certain rules and procedures should be adopted by the
business. He can simply guide and help if he is required to do so. What is expected from
him is that he must possess an expert’s knowledge of such procedures. In the second
standard of fieldwork set out by the AICPA, it is made clear that “there is to be a proper
study and evaluation of the existing internal control as a basis for reliance thereon and
for the determination of the resultant extent of the tests to which auditing procedures are
restricted.” Thus, the aim behind the study of internal control by audio establishes a basis
for reliance on the system of this control to enable him to assess e extent to which he
should apply tests during an audit.
This is much certain that if there is a good system of internal control, the work of an
auditor becomes quite easy. He can very conveniently rely on test checking. However, it
depends upon the special circumstances of a particular case as to how far internal control
would be helpful in the audit work. The following points would help screen the internal
control system:
1. Study of accounting routine, its weaknesses and sources from which they would
arise;
2. Financial powers vested in the various officials and the circumstances in which
they are to be used;
3. Study of limits of inspection over financial and other accounting duties;
4. Whether some mechanical appliances are used to prevent any defalcation of cash,
etc.; and
5. Whether any device of checks and balances is used to measure the success of
accounting methods or techniques.
The auditor can be in a position to perform audits efficiently provided that there is a
good and effective internal control system in use. However, it does not mean that he can
take shelter under the system and shirk his duties. The entire responsibility is his and
there is nothing to protect him if he does his work carelessly and with negligence. It is to
be noted in this connection that the audit should impose the most rigorous possible
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examination on the systems of internal control and should cover every aspect of the
administration from the purchasing procedure to the control of sales invoices and
dispatch of goods. For this, the work of audit should be arranged in such a way that the
system is checked at the same time when the books and records are verified.
Under the provisions of the Manufacturing and Other Companies (Auditor’s Report)
Order, 1988, it is now obligatory for a company auditor to ensure that there is an adequate
internal control procedure commensurate with the size of the company and the nature of
its business, for the purchase of stores, raw materials including components, plant and
machinery, equipment and other assets, and the sale of goods.
3.4

INTERNAL CONTROL QUESTIONNAIRE (ICQ)

The internal control questionnaire (I.C.Q.) is a series of questions which are prepared
by the auditor to test the adequacy or otherwise of the system of internal control adopted
in an organization. Such a questionnaire can be used by the auditor for all clients, small
or big, and it varies according to the requirements of each client.
I.C.Q. should contain sets of questions for different transactions in a businesshouse and the answers to the questions contained in I.C.Q. will provide a clue for an
auditor to judge the adequacy or otherwise of the system. In other words, if the answers
are positive, the system of control would be deemed to be satisfactory. If otherwise, i.e.,
the answers being negative, the system would be presumed to be inadequate. However,
much will depend upon enquiries or further enquiries to arrive at the right decision about
the adequacy or otherwise of the system. An auditor can use short-cut methods at his own
risk, of course, such as test checks or random sampling. It is his discretion and nobody
can question it. But such an I.C.Q. with full observations should be kept by the auditor
in his permanent file for future reference.
The following points should be noted by an auditor while making use of the internal
control questionnaire:
1. The I.C.Q. should be revised and reviewed every year to make it more effective
and up-to-date. This is very necessary because there may be questions which have
become out of date due to changes which have been brought about in the working
of the organization.
2. The efforts should be directed towards making the questionnaire complete in all
respects. There might be changes in the economic and commercial laws and also
due to legal requirements for which a revision of questions given in the I.C.Q.
would be necessary. Such changes should be made regularly.
3. The I.C.Q. also helps the auditor to advance some good and valid suggestions to
the client from time to time. The answers to the questions in the I.C.Q. would
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certainly reveal some concrete weaknesses in the system and on their basis,
suggestions can be given to the client to enable him to improve the working of
the organization and make it more effective.
4. The I.C.Q. has got a close relationship with the audit programme. An auditor can
prepare a detailed audit programme if he finds that the internal control system is
defective and the working of the organization is faulty. He can also rely on the
system to a reasonable extent depending upon the positive or negative answers to
the questions given in the internal control questionnaire.
3.5

ADVANTAGES OF INTERNAL CONTROL

The various advantages that may be derived from internal control system are
summarised below:
1. Identification of Defects:
Under the internal control system, the total activities are segregated in such a way
that the work performed by one employee is automatically checked by another
employee. So, if there is any defect in the system, it is easily detected.
2. Flexibility:
In this system, a year-wise comparative analysis is done. So, if there is any change
in the mode of operation, the changes in the system could easily be
accommodated. So, the opportunity for flexibility is available.
3. Savings in Time:
If the internal control system is in operation in an organisation, there is no need
for the preparation of separate audit programmes for every audit engagement.
Thus it saves time to a great extent.
4. Lesser Risk of Omission:
Under this system, the total work is sub-divided into several activities and each
employee is assigned each type of activity. So, there is the least chance of
oversight or omission of any issue.
5. Provision for Training Facility:
Due to a lack of adequate experience, the auditor may face difficulty in
establishing a close relationship between the audit programme and the internal
control system. This system itself provides training facilities to auditors to
overcome this difficulty.
3.6

DISADVANTAGES OF INTERNAL CONTROL:

It is also important to appreciate the following inherent limitations of the internal
control system:
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1. Chances of Human Error: The possibility of human error due to carelessness,
mistakes of judgment or the misunderstanding of instructions may make the
system ineffective.
2. Costly: The management’s usual requirement is that a control procedure should
be cost-effective. But in many cases, the cost of internal control procedure is not
proportionate to the potential loss due to fraud and error.
3. Ignorance of Unusual Activity: It is a fact that most internal control techniques
are directed toward anticipated types of transactions and not toward unusual
transactions.
4. Collusion: There may be the possibility of circumvention of controls through
collusion with parties outside the organisation or with employees of the
organisation.
5. Abuses of Responsibility: It may happen that a person responsible for exercising
control abuses that responsibility.
6. Rigidity: There is the possibility that the system may become inadequate due to
changes in the conditions and compliance with procedures may deteriorate.
3.7

INTERNAL CHECK

Meaning
The term internal check implies that the work of various members of the staff is
allocated in such a way that the work done by one person is automatically checked by
another. It is defined as “such an arrangement of bookkeeping routine where errors and
frauds are likely to be prevented or discovered by the very occupation of bookkeeping
itself’.
An internal check is a system under which accounting methods and details of an
establishment are laid out that the accounts and procedures are not under the absolute and
independent control of any one person or the contrary the work of one employee is
complementary to that of another. The system of IC is based upon the principle of
division of labour; wherein the performance of each individual is automatically checked
by another. This is possible by properly allocating the work and integrating the function
of the employees in such a manner their work complements each other.
Definition
In the opinion of Spicer and Pegler, “A system of internal check is an arrangement
of staff duties, whereby no one person is allowed to carry through and to record every
aspect of a transaction so that without collusion between two or more persons, fraud is
activated and at the same time the possibilities of errors are reduced to the minimum.”
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The internal check has been defined by the Institute of Chartered Accountants of
England and Wales as “the checks on the day to day transactions which operate
continuously as part of the routine system, where the work of one person is proved
independently or in complementary to the work of another, the object being the
prevention or early detection of errors or frauds”.
Based on the above definitions, it may be concluded that an “internal check is a
system where the work is divided amongst the employees in such a manner that not a
single individual is allowed to carry on the whole function from the beginning to the end
and the work of an individual is being automatically checked by another”.
Objectives of Internal Check
There are several objectives of the internal check. They are given below:








To minimize the possibility of error, fraud, and irregularity.
To prevent the misappropriation of cash and goods.
To allocate duties and responsibilities to every clerk in the organization.
To ensure an accurate recording of all business transactions.
To enhance the efficiency of the clerk in the organization.
To exercise moral influence over the staff member.
To prepare a final account with ease and efficiency.

Essential Characteristics of Internal Check System
Certain qualities are needed to make an internal check system more effective and
efficient. Such qualities are known as features of the internal check system, which are as
follows:
1. Division of Work: No one should be allowed to have the right to perform the work
from origin to end. For example – a transaction of sale may have to be split into a
display of article by staff, the preparation of invoice by another, the receipt of cash
against the invoice by a third clerk, the delivery of article against the proof of
receipted invoice by another clerk, checking of outward movement of an article
against delivery order by a clerk and so on. In big business houses, such specialized
tasks increase the speed of work and automatically introduce internal checks.
2. Provision of Check: An organization should set up such provisions so that work can
be checked by another staff. An officer can check the work of one staff by transferring
to the staff and again.
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3. Use of Devices: In this modem world, various devices can be used to do various
functions like the use as time record machines, wage determination machines, etc.
An organization should use machines that help to make the work of internal checks
easier.
4. Self-balancing System: An organization can use self-balancing ledger accounts,
which help to make the work of internal checks easier. Its effectiveness depends on
its management.
5. Job Rotation: No individual clerk should be allowed to occupy a particular area of
operation for long. The duties of members of the staff should be changed from time
to time without any previous notice, so that the same officer or subordinate does not,
without a break, perform the same function for a considerable length of time.
6. Specialization: Every staff may not have such specialized knowledge to maintain
accounts properly. So, an organization should give the training to increase their skills
so that internal checks can be made more effective.
7. Control: There is more chance of fraud where there is direct contact between
consumers or the public. So, a manager can keep eye on those works so that the
internal check system can be made more effective.
8. Authority Level: There must be clear cut authority levels according to sanctions for
various transactions. Commensurate to the authority vested, responsibility must be
extracted. The existence of authority levels results in a review of the operations of
subordinates.
3.8

PRINCIPLES OF INTERNAL CHECK

An internal check is based on some specific principles. Without which, an internal
check is of no use. These principles are given below:
1. The process should be allocated among the staff of the business according to the
duties, responsibilities, and rights in such a. There is no room for interference.
2. No single person should have independent control over the all-important aspects
of the business.
3. The duties among the staff of the business should be changed from time to time
so that no staff should be engaged in a particular job for a long time.
4. Every member of the staff should be encouraged to go on leave at least once a
year this will help in detecting concealed fraud.
5. An efficient system of internal checks should provide for automatic checking of
the work of an assistant by others.
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6. The division of work should not be much expensive.
7. The self-balancing system should be invariably used.
8. The financial and administrative power should be assigned very judiciously to
different officers.
9. A person having physical custody of assets must not be permitted to have access
to the books of account.
3.9

INTERNAL CHECK AND THE AUDITOR

The auditor before starting audit work evaluates the system of internal checks. If it is
efficient he may avoid detailed checking of the transactions and he can carry out a few
test checks of the transactions to what extent should an auditor rely upon the system of
internal check will depend upon the degree of effectiveness with which, the system is
followed as well as the size of the business. If the internal check system is inefficient, he
had to check in detail all transactions. It should be remembered that even if the internal
check system is efficient he should still test its existence and efficiency.
An efficient internal check system reduces his work but not his responsibility. If in the
process of examination of accounts if he finds any weakness in his system, he should
report it to his client. Thus the existence of a good internal check system may help an
auditor to a great extent but does not reduce his legal liability. If any fraud is discovered
subsequently he may be held quietly of negligence. He can’t defend himself by saying
that he relied upon the efficient internal check system that existed in the business.
3.10

ADVANTAGES OF INTERNAL CHECK

The advantages that can be derived from internal checks can be discussed from
different points of view:
A. From a Business Point of View
1. Proper Allocation of Work: Rational allocation of work among the
different staff members of the organisation brings precision to work.
2. Control Device: The distribution of work under this system is such that
it acts as a control device against unscrupulous employees. The chances
of fraudulent manipulation are thus minimised due to the existence of this
check.
3. Speedy Work: As the individual staff member is engaged in the same
type of job for a considerable period, it results in the inefficient
performance of the activities and high speed of work.
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4. Increase in Efficiency and Skill: A good system of internal checks
increases the efficiency of work among the staff due to its proper
planning for assigning the right job to the right person.
5. Easy Preparation of Final Accounts: Since no individual worker is
allowed to handle a job completely and the work is divided among the
employees properly, the books of accounts can be kept up to date and as
a result, the final accounts can be prepared easily.
6. Creation of Moral Check: Knowledge of subsequent checking of each
employee, and works by others acts as a great check to the commission of
errors and frauds.
B. From the Viewpoint of the Owners
1. Reliability on Accounts: If there is a good system of internal checks, the
owner of the organisation may rely upon the genuineness and accuracy of
the accounts.
2. Orientation of Accounting: As the responsibility of each staff is clearly
defined and fixed, it develops a system of accounting, which is known as
responsibility accounting.
3. Economical Operation: Although it seems that the introduction of a
well-integrated system of internal checks is costly, in actual practice, it is
observed that the staff patterns are so arranged that the existing staff be
properly filled in the different operating areas involving no extra cost.
C. From the Viewpoint of the Auditor
1. Facilitation of Audit Work: A sound and efficient internal check system
may facilitate to a greater extent, the work of the auditor by relying on a
‘test check’.
2. Attention to Other Important Matters: As the auditor gets confidence
in the internal check system, he can avoid the basic routine checking work
to some extent and can give attention to other important matters.
3.11

SHORTCOMINGS OF INTERNAL CHECK SYSTEM

Dependence on each other proves fatal in the quick disposal of the work. If one
person is absent, the day-to-day work will be seriously disrupted. This is the main
shortcoming of the internal check system. Following are some more shortcomings of the
internal check system:
1. Monotony: Involvement in the same kind of work may result in a monotonous
attitude on the part of the person who is engaged in the same type of job.
2. Carelessness: The possibility of some of the responsible and high officials being
complacent increases as they believe, though not always right, that under a sound
system of internal check nothing can go wrong.
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3. Collusion: The real purpose of the internal check is bound to fail if collusion
among the staff exists in disguise.
4. Limited Application: The application of this system is limited only to big
organisations. Its application in small organisations may result in loss of time
and unnecessary expenditure.
5. Dependence: Statutory auditors in almost all cases rely on the internal check
system. Accordingly, they apply test checks and therefore, do not apply thorough
checks.
6. Possibility of Disorder: In the absence of a properly organised system of internal
checks, there will be chaos and disorder in the working of a business.
Safeguard Against the Shortcomings of Internal Check
The advantages of the internal check system outweigh its disadvantages. Hence
the wide acceptability of the system in the conduct of an audit is appreciated. The stated
defects of the system, however, may be overcome if the management is careful in its
effective implementation. The payment of proper incentives to staff may to a great extent
remove the carelessness of the staff. The monotony of a job may be avoided by interdepartmental transfer of the employees. Regarding the collision, it can be stated that the
whole system is bound to fail if the morality of the employees deteriorates. General
punishments like fines, termination of service etc. may temporarily check collusion, but
without upgrading the morality of the staff, it is not possible to stop collusion
permanently.
Internal Check as Regards to Purchase
Purchases are of two types—cash purchases and credit purchases. The internal check
as regards cash purchase is quite simple in comparison with credit purchase. The internal
check as regards cash and credit purchases are set forth as below:
1. Purchase Requisition: No purchase should be made without a purchase
requisition slip issued by the store department. The procedure for issuing
purchase requisitions should be specified. The details about the quantity, quality
and the time by which the goods must be supplied be mentioned in the requisition
slip.
2. Enquiry for Purchase: To purchase the required item, the purchasing
department enquires about the terms and conditions of purchases from different
suppliers. For this purpose, tenders are generally invited and usually tenders
having the lowest price should be accepted.
3. Purchase Order: The purchase manager or any other authorised officer of the
organisation should be entrusted with the sole authority to issue a purchase order.
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One original and the other three copies of the order should be prepared. The
original purchase order is to be sent to the supplier. The first copy should be sent
to the store department, the second copy to the accounts department and the last
copy are to be retained by the purchasing department for reference.
4. Receipts of Goods: All the goods received from the supplier are to be checked
as per the copy of the purchase order and the challans of the suppliers. The goods
receipt register is to be maintained for recording the receipts of the goods after
proper inspection regarding the quantity and quality of the goods either at the
store department or any centralised godown of the organisation. All invoices
received from the supplier are to be entered into the Purchase Day Book after
proper scrutiny.
5. Making the Payment: The purchase department should thoroughly check the
invoices and send the same to the accounts department for payment. The accounts
department should compare the invoice with the purchase order and should
also check the calculations. The only responsible officials should draw a cheque
for the payment of invoices, which is to be marked as ‘paid’ after payment. All
payments are to be made against the “A/c payee cheque”.
Internal Check as regards Purchases Returns
1. There should be a proper system of control regarding purchase returns so that full
credit may be ensured for all goods returned.
2. A statement should be prepared by the Stores Department for all goods returned.
3. The Purchases Department should check such goods and prepare an advice note
which should be sent to the Accounts Department.
4. The Accounts Department should further examine the advice note with the original
invoice and enter it in the Purchases Returns Book.
5. All goods returned should be entered in the Goods Outward Book.
6. A credit note should be obtained from the supplier, i. e., the creditor, for each
return of goods which should then be attached to the invoice if it is not yet paid.
It should be remembered that, if the system of internal check is not good, a credit note
so received may be suppressed and the correspondence cash payment misappropriated.
Internal Check as regards Credit Sales
Sales are the most important source of income in a business organisation. In the case
of most business organisations, it is the only source of income. Therefore, the system of
internal checks to be adopted for sales should be extremely effective. The system of
internal checks regarding sales should take care of the following aspects:
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1. Independent Sales Department: There should be a separate and independent
sales department, which should function as a composite of several subdepartments. A sales manager or a senior competent officer should be in charge
of the department.
2. Receipts of Orders: On receipt of the order, it should be numbered and
preserved in the Orders Received Book with full details of the order. A
confirmatory written order should be obtained against verbal orders. The
Despatch Department should be given a copy of the order with necessary
particulars.
3. Packing of Goods: Packing of the goods should be made by the Despatch
Department as per the copy of the sales order, and accordingly a separate
statement showing the goods packed should be prepared by the department.
4. Preparation of Invoices: The statement of goods as prepared by the Despatch
Department should be checked with the customers’ orders and then the invoice
will be prepared in triplicate.
5. Checking of Invoices: A responsible official should check the invoice,
particularly the rates charged and the calculations made. He should also see that
the terms and conditions in the order have been duly followed and there is no
scope for complaint by the customer. He should then put his initial on the invoice.
6. Despatching the Goods: With the help of the copy of invoices, entries should be
made in the Sales Day Book. On despatch of the goods, records should be made
in the Goods Outward Book. Two copies of the invoice may be sent to the
customer who will return one of them after signing it.
Internal Check as regards Sales Returns
1. Recording of returns inwards from the customers in the Returns Inward Book;
2. Issue of credit notes, duly signed by an authorised sales official, to the customers
for each return;
3. Preparation of a statement of goods returned by the sales departments;
4. Verification of the goods as per the statement so received by the despatch
department;
5. Making adjustment entries in the accounts department; and
6. Making a comparison between the Return Inwards Book and Warehouse’s record
of returns.
Internal Check as regards Cash Sales
Cash sales refer to sales over the counter. The following is the internal check system
regarding sales over the counter.
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1. Each counter should have a separate salesman.
2. Each salesman should be given a separate sales memo book. Usually, a different
colour is used for different counters,
3. Sales memos should be prepared by the salesman in four copies.
4. The sales memo is checked by another clerk before being handed it over to the
customer. A copy is retained by the clerk.
5. Payment is made at the cash counter.
6. One copy of the cash memo is returned to the internal duly stamped as cash paid.
Two copies are returned to the cashier.
7. The cashier records days' total sales in the cash sales register.
8. Every salesman should prepare a total sales summary of the respective counters.
At the end of the day total sales as recorded by the salesman, total cash received
and total sales as per register must agree with each other.
Internal Check as regards Cash Sales
A. Sales over the counter:
The following is the internal check system regarding sales over the counter.
1. Each counter should have a separate salesman.
2. Each salesman should be given a separate sales memo book. Usually, a different
colour is used for different counters.
3. The sales memo should be prepared by the salesman in 4 copies.
4. The sales memo is checked by another clerk before being handed it over to the
customer. A copy is retained by the clerk.
5. Payment is made at the cash counter.
6. One copy of the cash memo is returned to the internal duly stamped as cash paid.
Two copies are returned to the cashier.
7. The cashier records days' total sales in the cash sales register.
8. Every salesman should prepare a total sales summary of the respective counters.
At the end of the day total sales as recorded by the salesman, total cash received
and total sales as per register must agree with each other.
B. Postal Sales:
In business houses where goods are sold by post, the system of the internal check
shall be1. A separate sales register should be maintained for recording sales made by post
or VPP.
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2. Cash received and goods retained on this account should also be entered into this
register.
3. A responsible officer should be deputed to check carefully the VPP register and
the goods for which cash has not been received should be especially audited.
4. In this connection cash received should be checked carefully from the cash book.
5. Orders received should be filed date wise and in serial order.
C. Sales by Traveling Agents:
1. Travelling salesman should not be allowed to issue final receipts to customers.
2. The amount received must be remitted to the H.O. account on daily basis.
3. The salesman should not be allowed to deduct their expenses or commission
from the sale proceeds.
4. The salesman should submit a periodical sales report which must be examined in
detail.
Internal Check as regards Wages:
In a large organization, expenses on wages form one of the major portions of
expenses. The chances of fraud are also high in this regard. In this background, a good
system of internal checks assumes significance.
i.
ii.
iii.

Frauds might be in the form of recording more wages than paid.
Payment of wages to dummy/ghost workers.
Recording wages for which no payment has been made etc.

The design of the internal check system should try to prevent the above fraud. The
following internal check system is suggested in this regard.
1. Maintaining Time Records: A department is in charge of recording the time
spent by the workers should be constituted as far as possible. A manual system
of timekeeping must be avoided. This brings down the fraud regarding the
payment of wages for which no work is done. The timekeeping check and the
foremen should separately prepare the time recorded sheet recording the name of
the worker, time of entry, names of absentees etc.
In case the workers are paid on a piece-rate system proper system of time
booking must be followed each worker should be given a job and counter
assigned by the supervisor. In case workers work overtime, overtime slips must
be issued. This is authorized by the concerned official. No worker should be
allowed to work Over Time if he is not authorized to do so.
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2. Preparation of Wage Sheets: Large scale organizations should evolve an
internal check system in such a manner that the chances of overpayment,
underpayment and wrong payment to workers are minimized and prevented.
Preparation of wage sheets should be the responsibility of a separate department.
Separate wage sheets should be maintained for workers under the time rate
system and price rate system. Two clerks should examine the time and price wage
records. For Overtime records etc. another clerk should be in charge of preparing
wage sheets of individual works. The 4th clerk checks the calculations and
deducts an amount for PF, IT, etc. to arrive at the net amount to be paid to
workers. All officials involved in the process should sign the statements which
will be approved by the work manager/ the production manager.
3. Payment of Wages: a person who is not involved either in maintaining time
records or preparation of wage sheets should be in charge of payment of wages.
Usually, the cashier in the accounts department will allot the wages, according to
the information given by the wage sheet. As far as possible wages should be
distributed personally to the workers who sign the Wage Register. Absentee
workers should be paid through other workers only after written authorization is
received. A list of unpaid wages should be prepared after the distribution of
wages. If there are casual workers, payment should be made to them separately
on a different day.
Internal Check as regards Cash Receipts
The risk of misappropriation of cash needs no emphasis. The chances of fraud are
numerous in cash transactions. To reduce the chances of fraud in cash transactions, the
internal check system as regards cash receipts should be very effective and takes into
consideration the following principles of internal check for cash transactions:
1. Separation of Duties: The cashier should have no access to the ledgers and other
books of original entry except the rough cash book that is required for spot
recording of cash receipts.
2. Control over receipts book: The printed receipts book, serially numbered,
should be used as and when cash is collected and the same should be
countersigned by the responsible manager. The unused receipt book should be
kept in safe custody.
3. Handling of incoming remittances: Incoming correspondences including all
remittances should be opened by the cashier in the presence of the responsible
officer of the concern. All receipts of cheques should be marked, using a rubber
stamp as ‘A/c payee only’.
4. Depositing cash into a bank: All collections, both cash and cheque, should be
deposited into the bank daily. The counterfoil portion of the paying-in-slip should
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be filled by the clerk and the portion that is to be retained by the bank should be
filled in by the cashier.
5. Reconciling bank statement: Bank reconciliation statement should be prepared
at regular intervals by the cashier to know the actual position of bank balances.
6. Correction of the cash book: Any spoiled slip should be marked cancelled and
should not be turned out and removed from the receipt book. To alter words or
figures, overwriting should be discouraged and fresh writing with proper initials
is encouraged.
Internal Check as regards Cash Payments
The principles of the internal check as regards payments of cash can be set forth as
follows:
1. Payments through Cheques: Generally all payments should be made by account
payee cheque.
2. Separation of duties: The person in charge of making payments should have no
connection with the receipts of cash.
3. Proper authorisation: It is to be seen that all cheques have been duly signed by
the authorised person and no payments exceeding the amount of Rs. 20,000
should be made without an ‘A/c payee cheque’. It is according to the provision
of sec 40A(3) of the Income Tax Act, 1961 that any sum exceeding Rs. 20,000 to
be paid by a crossed cheque; otherwise, the expenses will not be allowed as
deductions in computing business income.
4. Safety measures for unused cheques: All unused cheques should be kept in
proper safe custody.
5. Control over payment vouchers: Arrangements should be made to ensure that
the vouchers supporting payments could not be presented for payment twice.
Such vouchers should be stamped as ‘paid’ before the cheques are signed.
6. Confirmation with the Creditors: An official should check up on the statement
received from creditors and verify with the invoices and ledger accounts. Only
after proper verification, the cheques should be drawn in favour of the creditors.
Confirmation of accounts with the creditors should also be made through direct
correspondence.
7. Cash Discount: To ensure the availability of cash discounts, monthly or periodic
payments should be made on the fixed dates.
8. Reconciliation of Bank Balance: Bank Reconciliation statements should be
prepared to reconcile bank and cash balances from time to time by some
authorities other than the cashier.
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Internal Check as regards Stores and Materials Issues
1. Preparation and authentication of ‘Stores/Materials Requisition’ by a department
in charge;
2. Actual issues to be made by weight or measurement;
3. Recording the same in the Requisition and the Bin Card or Kardex;
4. Endorsement of requisition slips (duly receipted by indenting dept.) to Stores
Accounts;
5. Entries in the Stores Ledger at works accounts office;
6. Stores debit/credit/transfer notes preparation and checking etc.
Internal Check as regards Discounts and Rebates to Customers
1. Separation of the Customers’ accounts into two groups: Customers to whom
discounts and rebates are applicable and those not applicable;
2. Written approval and authorisation as regards the rates of discounts and rebates
and changes thereto;
3. Verification of the amounts incorporated in the invoices by the staff independent
of the staff who computed these amounts while preparing the invoices;
4. Separate accounting of discounts and rebates allowable and allowed;
5. Issuing credit notes to or obtaining debit notes from the customers in case of
variations in amounts compared to predetermined allowances; and
6. Verification of credit or debit notes by the accounts department for necessary
adjustments in current invoices.
Internal Check is an integral function of the internal control system. It is an arrangement
of duties of the staff members in such a way that the work performed by one person is
automatically and independently checked by the other.
3.12

INTERNAL AUDIT

Internal audit means the independent appraisal of activity within an organisation for the
review of accounting, financial and other business practices. It consists of a continuous
and critical review of financial and operating activities by a staff of auditors functioning
as a part of the management and reporting to management and not to the shareholders.
Definition
According to W.B. Meigs, “internal auditing consists of a continuous and critical review
of financial and operating activities by a staff of auditors functioning as full-time salaried
employees”.
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According to the Institute of Internal Auditors in the United States, “internal
auditing is an independent appraisal function established within an organisation to
examine and evaluate its activities as a service to the organisation”.
As per SA-610, “Internal Audit is a separate part of the internal control system. The
objective of an internal audit is to determine whether other internal control systems are
well designed and properly operated. The internal auditor is appointed by the
management and is part of the overall organisation system of internal control.”
So, an internal audit can be defined as “an independent appraisal function
established by the management of an organisation for the review of the internal control
system as a service to the organisation. It objectively examines, evaluates and reports on
the adequacy of internal control as a contribution to the proper, economic, efficient and
effective use of resources”.
An internal audit is a special type of control. It deals primarily with accounting
and financial matters. The work of the internal auditor is more or less the same as that of
an external auditor. The internal auditor has to make an effort to find out the weaknesses
of the internal control system in operation and to suggest necessary improvements.
3.13

SCOPE AND OBJECTIVES OF INTERNAL AUDIT

The primary objective of internal audit lies in helping management attain maximum
efficiency by providing an important source of review of operations and records for the
assistance of all levels of management.
As per SA-610, the following are the objectives of the internal audit:





Review of accounting system and related internal control
Examination of financial and operating system
Examination of effectiveness and efficiency of financial control
Physical examination and verification

Thus, an internal audit carries out a thorough examination of the accounting
transactions as well as that of the system according to which these have been recorded to
reassure the management that the accounts are being properly maintained and the system
contains adequate safeguards to check any leakage of revenue or misappropriation of
property and the operations have been carried out in conformity with the plans of the
management.
So, the objectives of an internal audit can be stated as follows:
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1. Accuracy in Accounts: To verify the accuracy and authenticity of the financial
accounting and other records presented to the management.
2. Adoption of Standard Accounting Practices: To ascertain that the standard
accounting practices, as have been decided to be followed by the organisation,
are being adhered to.
3. Proper Authority on Assets: To establish that there is a proper authority for
every acquisition, retirement and disposal of assets.
4. Confirmation of Liabilities: To confirm that liabilities have been incurred only
for the legitimate activities of the organisation.
5. Analysis of Internal Check System: To analyse and improve the system of
internal checks to see whether it is working properly and effectively and whether
the system is economical.
6. Prevention and Detection of Fraud: To implement such techniques in the
conduct of the internal audit so that it can detect and prevent frauds in the
accounts.
7. Provision for New Ideas: To provide a channel whereby new ideas can be
brought to the attention of the management.
8. Review of the Operation of Internal Control System: To review the operation
of the overall internal control system and to bring material departures and
noncompliance to the notice of the appropriate level of management.
9. Special Investigation: To provide the scope and make avenues for special
investigations for the management.
10. Review of Organisational Activities: To review the operations carried out in the
organisation to assure the management that they are being carried out in
compliance with the management objectives, policies and plans.
3.14 BASIC PRINCIPLES OF ESTABLISHING INTERNAL AUDITING IN A
BUSINESS CONCERN
1. Independent Status: The internal audit department should have independent
status in the organisation. The internal auditor must have a sufficiently high status
in the organisation. He may be required to report directly to the Board of
Directors.
2. Scope of Audit: The scope of the internal audit department must be specified
comprehensively to the extent practicable. The department must have the
authority to investigate from a financial angle every phase of organisational
activity.
3. Clear Objectives: It must have an unambiguous and clear understanding of the
objectives of each assignment given to it from time to time.
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4. Formation of the Department: The management should take care in selecting
the staff of the internal audit department. The size and qualification of the staff
of the internal audit department should be commensurate with the size of the
business organisation.
5. Time-Bound Programme: The programme of the internal auditor should be
time-bound with the provision for periodic reporting.
6. Internal Audit Report: The copy of the report of the internal auditor should be
made available to the statutory auditor.
7. Follow-Up Action: There must be a specific procedure to follow up on the report
submitted by the internal audit department.
8. Performance of Executive Actions: The internal audit department should not be
involved in the performance of executive actions.
3.15

ESSENTIAL ELEMENTS OF AN EFFICIENT INTERNAL AUDIT

The essential elements of an internal audit are the following:
1. Independence: Internal auditing is carried on by independent personnel. Internal
auditors are employees of the firm and thus independence is not always easy to
achieve.
2. Staffing: The internal audit unit should be adequately staffed in terms of
numbers, grades and experience.
3. Relationships: Internal auditors should foster constructive working relationships
and mutual understanding with management, with external auditors, with any
review agencies and where appropriate with an audit committee. Mutual
understanding is the goal.
4. Due Care: An internal auditor should behave much as an external auditor in
terms of skill, care and judgment. He should be up on date technology and have
personal standards of knowledge, honesty, probity and integrity much as an
external auditor.
5. Specific Audit Planning: Based on the objectives of the organisation and the
objective of the internal audit of the organisation, the internal auditors should
prepare the audit programme to cover the specified tasks assigned by the
management.
6. Systems Control: The internal auditor must verify the operations of the system
in much the same way as an external auditor, i.e., by investigation, recording,
identification of controls and compliance testing of the controls.
7. Evidence: The internal auditor has similar standards for evidence as an external
auditor. He will evaluate audit evidence in terms of sufficiency, relevance and
reliability.
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8. Reporting: The internal auditors must produce timely, accurate and
comprehensive reports to management regularly.
3.16

ADVANTAGES AND DISADVANTAGES OF INTERNAL AUDIT

Advantages:
1. Prevention of Errors and Frauds: It helps in the prevention of errors and frauds
including misappropriation of cash and goods.
2. Early Detection of Errors and Frauds: It makes early detection of errors and
frauds possible.
3. Continuous Review of Internal Control System: It undertakes a continuous
review of the internal control system, and as a result, it is capable of reporting
irregularities for enabling corrective action in time.
4. Assurance Regarding Accuracy of Books and Accounts: It checks books,
records and accounts to ensure correct recording and their maintenance are up to
date.
5. Preparation of Interim Accounts: It facilitates the preparation of interim
accounts.
6. Early Completion of Annual Audit: It is of great use in the early completion of
annual statutory audits.
7. Periodic Physical Verification: It carries out periodic physical verification of
assets like cash, stock, investments and items of fixed assets.
8. Assistance to the Statutory Auditor: It can render direct assistance to the
statutory auditor by undertaking detailed checking of the accounting data and
leaving him free to concentrate on more important issues of principle,
presentation and policy on accounting.
Disadvantages:
1. Extra Cost: Internal audit system is not possible to be adopted by small
organisations because the cost of running an internal audit department is very
high.
2. Biased Opinion: Internal audit department employees are the paid staff of the
organisation. In most cases, they have to work according to the directions of the
management. So it is not expected that they will provide unbiased opinions about
the financial statements.
3. Possibility of Becoming Ineffective: If the employees of the internal audit
department are not efficient or if the internal audit is not conducted effectively, it
will not assist in the management.
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4. Possibility of Distortion: If the management is interested to distort financial
figures and if it is supported by the internal audit department, the users of the
financial statements will be misguided.
5. Inefficient Staff Members: As there is no prescribed qualification for the
appointment of internal auditors, less qualified persons can get appointments in
the department. They will not be able to discharge their duties properly.

3.17
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UNIT 04

VOUCHING

Structure
4.0
Learning Objectives
4.1
Introduction
4.2
Objectives of Vouching
4.3
Difference between Vouching and Routine Checking
4.4
Importance of Vouching
4.5
Voucher
4.6
Important Points to be considered by auditors while vouching
4.7
Vouching of Cash Book
4.8
Vouching of Purchase Book
4.9
Vouching of Purchase Return
4.10 Vouching of Sales
4.11 Vouching of Sales Returns
4.12 Vouching of Bills Receivable
4.13 Vouching of Bills Payable
4.14 Vouching of Purchase Ledger
4.15 Vouching of Sales Ledger
4.16 Further Readings
4.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know
 Meaning and Objectives of Vouching
 Important Points to be considered by auditors while vouching
 Vouching of Purchase Book, Sales Book, Bills Receivable and Payable Book
 Vouching of Purchase and Sales Ledger
4.1

INTRODUCTION

Vouching for means inspection by an auditor of documentary evidence supporting &
substantiating transactions. Vouching is the process of checking documentary evidence
that the transactions are properly recorded & accounted for. The main aim of vouching
is to inspect that all receipts & payments are properly accounted for & no fraudulent
transactions are recorded. Vouching is a substantive audit procedure to obtain evidence
of completeness, accuracy & validity. With the help of vouching auditor comes to know
the genuineness of the transactions. The auditor must see substantial accuracy of
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vouchers & then make a report thereon. Vouching is also the basis for assets & liabilities.
The auditor should be careful while vouching for the transactions & entries in the books
of accounts. It is the backbone of the auditing process. Thus, vouching may be
considered the essence of auditing.
Definition of Vouching
Some of the important definitions by well-known authors are given below:
Lawrence Dicksee had defined vouching as “an act of comparing entries in the books
of accounts with documentary evidence in support thereof”.
Ronald A. Irish has defined vouching as “a technical term that refers to the inspection
by the auditor of documentary evidence supporting and substantiating a transaction”.
According to FRM De Paula, “Vouching does not merely mean the inspection of receipts
with the cash book but includes the examination of the transactions of a business together
with the documentary and other evidence of sufficient validity to satisfy an auditor that
such transactions are in order, have been properly authorized and are correctly recorded
in the books”.
According to Arthur W Holmes, “Vouching is the examination of the underlying
evidence which is in support of the accuracy of the transaction. The process of vouching
is intended to substantiate an entry by providing authority, ownership, existence, and
accuracy”.
From the above definitions, we can conclude that vouching is a method of examination
to not only substantiate an entry in the books of account with documentary evidence but
also to see that this evidence is adequate, reliable, and connected with the business. For
this, the auditor should go beyond the books of account i.e. he should go to the very
source of the transaction to see that it is related to the business and is properly authorized.
Characteristics of Vouching
1. Imperative Aspect of Auditing: Vouching is an essential part of the auditing
procedure. It makes the auditor’s opinion more optimistic about the veracity of
the transactions emerging in the records.
2. Basis of Auditing: Vouching for acts as a base for the further procedures of
auditing. To assure the fairness and accuracy of the further accounts maintained
by the auditor proper vouching of the presented documents should be done.
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3. Drafted Evidence: Vouchers are the recorded form of evidence which proves
that the transactions have genuinely occurred for the business during the current
financial year.
4. Disclosure of Extortion: Though vouchers are the recorded evidence signed
by the owner, it helps in disclosing any fraudulent transactions documented in
the books of accounts.
5. Report on Business Activities Only: Vouchers help in differentiating the
business and personal transactions of the proprietor. Only the business
transactions’ vouchers will be taken into consideration by the auditor for
evaluating the correct profit and loss of the business, and no personal expense
vouchers will be recorded in the books of accounts.
6. No Secret Transactions: Vouchers helps the auditor in identifying business
transactions. Thus, the owner cannot enclose any secret transaction other than
business.
7. The course of Voucher: The date quoted in the voucher defines that the
transaction has arisen currently.
4.2

OBJECTIVES OF VOUCHING

The main objective of vouching is to find out the regularity or irregularity of transactions,
frauds and errors. Regularity means maintaining records and performing the work that
complies with the rules, regulations and laws. But irregularity means doing the work
crossing the line of rules, regulations and laws. Some of the major objectives of vouching
are given below
1. To Detect Errors and Frauds: All transactions are to be supported by evidence.
Each document should be proved by an authorized authority. With the help of
vouching, we can detect errors and fraud by verifying each transaction. Planned
fraud can be detected through vouching.
2. To Know the Truth of Account: Every transaction is checked and ratified based
on a support document. So, we can easily know the truth of the account.
3. To Find the Unrecorded Transactions: Every transaction is checked and
ratified based on the document. Vouching helps to find out the unrecorded or
missing transactions. If any voucher is found unrecorded, the auditor can suggest
recording such transactions.
4. To Know That All the Transactions Are Authorized: If the transactions are
made with the consent of the concerned authority, such transactions are known as
authorized transactions. If transactions are not authorized, such transactions can
be fictitious transactions. So, such fictitious transactions can be found with the
help of vouching.
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5. To Know That Only the Business Transactions Are Recorded: Sometimes,
transactions are performed for individual purposes but payment is made out of
business. Such transactions should not be recorded in the account of business. If
such transactions are recorded, we can find them with the help of vouching. To
know the real profit or loss of business, such transactions are to be separated.
4.3

DIFFERENCE BETWEEN VOUCHING AND ROUTINE CHECKING

Sl. Basis
1 Objective

2
3

4
5
6

7

4.4

Routine checking
Ensure arithmetical accuracy
of entries made in the books
of original entry as well as
Ledger
Concerned
Concerned with castings,
with
posting, and balancing
Frauds
& Routine checking can help to
Errors
detect only minor cases of
fraud.
Scope
It has a narrow scope

Vouching
Examine
the
accounting
transactions recorded in the
books of accounts by using
documentary proof
Accuracy, authenticity, and
completeness of transactions
Vouching can detect wellplanned frauds and errors

It has a wider scope; includes
routine checking
Performed by It is performed by Junior It is performed by the auditor and
staff in an organization
his staff
Compensating It
does
not
reveal It reveals the compensating
errors
and compensating errors and errors and errors of principle
errors
of errors of principle
principle
Depth
It is mechanical and It is a thorough and detailed
monotonous
process
IMPORTANCE OF VOUCHING

Vouching is the act of checking evidential documents to find out errors and frauds and
to know the authenticity, accuracy and reliability of books of accounts. Thus, it is
important for an auditor due to the following reasons:
1. Vouching is the backbone of auditing: Main aim of auditing is to detect errors
and frauds for proving the truth and fairness of results presented by income
statements and balance sheets. Vouching is only the way of detecting all sorts of
errors and planned frauds. So, it is the backbone of auditing.
2. Vouching is the essence of auditing: Auditing not only checks the accuracy of
books of accounts but also checks whether the transactions are related to business
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or not. All the transactions are performed after the prior approval of the
concerned authority or not, whether transactions are real or not because an
accountant may include fictitious transactions to commit fraud. All these facts
can be found with the help of vouching. So, vouching is essential for auditing.
3. Vouching is important to see whether evidence is correct or not: An auditor
checks the books of accounts to detect errors and frauds. Frauds may be
committed by presenting duplicate vouchers. All the small and big amounts of
fraud can be detected with the help of vouching. So, all the evidential documents
and records are to be checked carefully and in detail by an auditor which is the
scope of vouching.
Therefore, it can be said that vouching is the heart of auditing because, without the work
of vouching, the work of auditing cannot be performed.
4.5

VOUCHER

A voucher is a documentary evidence in support of any transaction in books of accounts.
Vouchers can originate within the organization or outside the organization i.e. they can
be internal or external. Examples of Vouchers:
Definition of Vouchers
Transactions

Vouchers

Sales

Sales order, sales invoice, goods outward
register, cash receipt, bank pay-in-slip, etc.

Purchase

Quotations, purchase orders, purchase bills,
goods inward register, etc.

Cash payments

Demand note, cash receipt, cash memo, etc.

Cash received

Duplicate or carbon copy of cash receipt,
contracts and correspondence with the payee,
etc.

Bank payments

Cheques, counterfoils, bank statements, etc.

Payment received through banking Bank deposit slips, bank statements, etc.
channels
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According to Ronald A. Irish, “A voucher may be a receipt, invoice, an agreement, a
written requisition slip or in short any suitable written evidence which confirms a written
transaction.”
According to J.R. Batliboi, “A voucher may be defined as a documentary evidence in
support of an entry appearing in books of accounts.”
According to Arthur W. Holmes, “A voucher is any documentary evidence in support
of a transaction.”
Types of Vouchers
i.

Primary Vouchers: Original written evidence supporting a transaction e.g.,
invoice for the purchase, cash memo, pay-in-slip are termed as primary vouchers

ii.

Collateral Vouchers: When some original evidence is lost or destroyed,
duplicate copies thereof are produced in support as subsidiary evidence to remove
suspicious from the mind of the auditor, these are termed collateral vouchers.

4.6
IMPORTANT POINTS TO BE CONSIDERED BY AUDITORS WHILE
VOUCHING
An Auditor should consider the following features in vouching while verifying vouchers.
14 important points are listed below.
i.
ii.
iii.
iv.
v.
vi.
vii.
viii.

Check whether the vouchers are printed, numbered and arranged in the order of
the date of occurrence of transactions.
The entries in the books of accounts should also be numbered and the number
and date should correlate with the concerned voucher.
The name of the person with whom the transaction is carried out, the details of
the transaction and the amount involved should be clearly stated in the voucher.
All payments of Rs.500/- and above should be supported by a stamped voucher.
The transactions should be classified into revenue or capital transactions and
accordingly entered into the books of accounts.
The vouchers should bear the signature of the authorizing officer.
The transaction should relate only to the business aspects of the organization and
transactions of personal nature should not be recorded.
Some transactions may be entered twice or some vouchers may be used as
evidence for two different transactions entered in the books of accounts. So, the
auditor should stamp the vouchers already verified by him to avoid such fraud.
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ix.

x.
xi.

xii.
xiii.

xiv.

4.7

Wherever necessary, the supporting documents are to be attached with the
vouchers, so that the transaction can be verified in depth. If the supporting
evidence is not available, the auditors may ask for more information and
explanation concerning such transactions.
The auditor should verify that the prepaid and outstanding amounts are duly
accounted for the period to which such transactions relate.
After completing the vouching, the auditor may make a separate note of the
explanation sought in support of the transactions. He shall also make out a list of
missing vouchers.
An auditor should ensure that the alterations made in the vouchers are duly
authorized.
While vouching, the auditors should use different types of “rick marks” which
may be helpful for them for their future reference. Each mark made by them
conveys different meanings which could be useful to them for future reference.
Vouching should be continuous and vouching for a specified period and a
specified nature of transactions should be done at a stretch and completed in one
go which may reduce the chances of errors and fraud.

VOUCHING OF CASH BOOK

a) Vouching of Cash Receipts (Debit Side of Cash Book)
We will discuss the cash receipt which is placed on the debit side of the cash book for
the following items −
1. Opening Balance of Cash Book
The opening balance of the cash book represents cash in hand at the start of the year and
should verify from the balance sheet of the last financial year.
2. Cash Received from Debtors
Consider the following points for verification of cash received from debtors −
 The carbon copies or counterfoils of the cash receipt book should be verified.
 The cash receipt should be serially numbered.
 Cash received should be entered on the same date when the cash is received.
 The discount allowed to customers should be properly authorized by a
responsible officer.
 Correspondence with customer and ledger account should be tallied.
Following are the different ways used for misappropriation of cash −
 Cash received from the customer is not recorded in books and no cash receipt
may be issued.
 Issuance of receipt for lesser amounts than the amount received.
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Using the teeming and lading method; is a very common method to
misappropriate the money, in which the cash received from any customer is not
recorded in the books and the cash received from the same customer at a later
instance or another customer is recorded in the books and so on.
3. Repayment of Loan by Others
Repayment of loans by others may be verified in the following ways −
 Calculation of interest received and interest should be credited to the interest
received account.
 Verification from bank statement if directly deposited by party into the bank.
 Checking of carbon copies or counterfoils of cash receipts.
 To ensure that there should be no violation of Income Tax rules as payment of
loan exceeding Rs. 20,000/- cannot be repaid in cash. It should be through
Cheques, Demand Draft, NEFT, RTGS or any other available banking channels.
4. Rent Received
 To check the rental agreement or lease deed.
 In the case where the rental income is received from more than one property, a
separate account for each property should be maintained.
 The Auditor should verify whether the rent for all the twelve months is received
or not.
 The amount of rent should be verified from the rent deed or the lease deed.


If TDS (Tax Deducted at Source) is deducted by the party, there should be proper
accounting of TDS.

5. Sale of Investments
 To check the bank statement if the sales proceeds have reached the bank account.
 To verify broker commission, note or debit note, if investments are sold through
a broker.
 To ensure separate accounting is being done for capital receipts and revenue
receipts. A dividend or profit or loss on the sale of investment is a revenue receipt
and the sales proceeds of the investment cost should be booked as a capital
receipt.
6. Subscription
Subscriptions are received from the members of a club and the following points need to
be considered by the Auditor while vouching for a subscription −
 The subscription register should be verified.
 Verification of subscription received during the year and the subscription
receivable.
 Counterfoil of cash receipt should be verified.
7. Sale of Fixed Assets
 To check the minutes of the meetings of the Board of Directors.
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Sale agreement or sale contract.
 Verification of agent account if a sale is made through an agent.
 Profit or Loss on the sale of fixed assets should be booked to the revenue account.
 Authorization of sale of fixed assets.
 Sale proceeds of fixed assets should be credited to the fixed assets account after
deducting expenses on the sale of fixed assets if any.
8. Interest and Dividend Received
 Verification of the dividend warrant letter along with the covering letter for
verification of dividends in case of dividends received through cheque.
 Verification of bank statement, if the dividend is directly credited to the bank
account.
 A security interest can be vouched from the securities schedule.
 Interest on fixed deposits can be verified from bank statements and TDS
certificates.
 Interest received from outsiders to whom the company has granted loans could
be verified from the statement of account of the party along with TDS
certificates.
 Provision should be made for interest accrued but not due.
 All interest received and accrued should be properly accounted for in the books
of accounts.
9. Commission Received
 Verification of agreement based on which the commission is received.
 Calculation of the commission receivable.
 The commission received should be verified from counterfoils, bank statements,
cash receipts, etc. and the provision for commission receivable should be rightly
accounted for in the books of accounts.
 Commission receivable on “sale of goods sent on consignment” should be
verified from the sale account.
10. Instalments Received on Hire-Purchase Sale
 Study of the Hire-Purchase agreement for the hire-purchase-sale price, number
of instalments, rate of interest etc.
 Segregation of principal amount and interest amount should be done and both
should be separately accounted for.
 Profit on sale on hire-purchase should be duly calculated based on instalments
received during the year.
Vouching of Cash Payments (Credit Side of Cash Book)
All the payments made to creditors, expenses incurred in cash and all other payments
done appear on the credit side of the cash book and the Auditor is required to vouch for
cash payments because the chances of cash misappropriation are very high.
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The following points need to be considered for different types of cash payments −
1. Opening Balance
The opening balance of the cash book can never be credited because the cash of the
company cannot be negative but the credit bank balance represents the overdraft account
from the bank or utilization of cash credit limit as sanctioned by the bank.
2. Payment to Creditors
Payment to creditors may be examined by the following −


Receipt issued by the creditors.
 If the creditor is paid the amount as a full and final settlement, the balance
amount, if any stands in the ledger account of the creditor; this amount should
be credited to the discount received.
 If any advance payment is made to the creditor that should be mentioned.
 Statement of account of the creditor.
3. Payment of Salaries
Depending upon the adequacy of the internal control system in an organization Auditor
will decide his audit Program. The auditor needs to check the following −


Attendance record of employee and salary register.
 Appointment letter of new employees.
 Comparison of current month's salary with last month’s salary and if there is any
abnormal change in amount, Auditor should verify the same.
 Alteration in the number of deductions on account of advance, loan, fine, funds,
insurance, TDS, etc.
4. Payment of Wages
At the time of vouching of wages paid, the Auditor should verify the following points
to avoid misappropriation of cash −











Adequacy of Internal Control System.
Payment of wages at a higher rate than allowed.
The payment is shown to ex-workers in the current month.
Lower or non-deduction of advance or other deductions due.
Payment to fictitious workers.
Payment to workers who were absent from duty.
The wages sheet should compare with the wages register.
Comparison of current month's wages with last month’s wages and proper
verification should be there for extraordinary changes.
Detailed verification for payment to casual workers.
Vouching and verification of treatment accounting treatment for unpaid wages.
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5. Purchase of Plant and Machinery
The Auditor should pay attention to the following −


Purchase invoice of machinery.
 Freight inward charges, installation charges, erection and commissioning
charges should be capitalized.
 Treatment of Excise duty according to the excise rules.
6. Purchase of Land & Building
Purchase of Land and Building can be vouched as follows −


Study of Leasehold agreement, if the land is purchased on a leasehold basis.
 Payment should be as per the lease term.
 All the expenses incurred to acquire leasehold property should be debited to the
respective property account.
 The auditor should study the conveyance deeds in case property is purchased on
a freehold basis.
 For verification of payment, the Auditor can check the payment receipt and the
conveyance deed.
7. Rent Paid
Consider the following points for the verification of rent by the auditor −


Rent Deed.
 Rent receipt from Landlord.
 Provision for unpaid rent at the end of the year.
8. Insurance Premium
Consider the following points for the verification of Insurance Premium −


An insurance policy issued by the Insurance Company.
 Insurance premium receipt
 Insurance premiums should not be related to any official of the company.
9. Income Tax
Consider the following for the verification of Income −


Advance Tax Challans
 Self-Assessment Tax challans
 Income Tax demand notice
 Assessment order
10. Excise Duty
Consider the following for the verification of Excise Duty −


Rate of Excise Duty
 Excise records and sale invoice for verification of excise duty
11. Commission on Sale
Consider the following for the verification of Commission on Sale −
Odisha State Open University, Sambalpur

Page 81



Agreement of sale.
 Rate of commission on the sale.
 Calculation of commission based on the sale.
 Cash receipt issued by the agent.
 Provision for commission payable
12. Director’s Fees
Consider the following for the verification of Director’s Fees −


Directors receive fees for attending the Board meetings.



Verification of attendance registers.



Verification of payment receipt duly acknowledged by the directors.

b) Internal Control System for Cash Transactions
Following are the main features of a good internal control system −









4.8

All cash received should be accounted for immediately.
All received cheques should be crossed immediately on receipt.
Cash receipt should be issued to debtors and daily reconciliation of account
should be done where the debtors pay cash daily.
All cash receipts should be deposited in the bank daily.
A bank reconciliation account should be prepared regularly.
Payments other than petty payments should be done through crossed cheques.
A cash receipt should be obtained for every cash payment to creditors.
Cash expenses should be duly supported by proper and genuine bills or vouchers.

VOUCHING OF PURCHASES BOOK

Purchases Book is meant for recording transactions relating to credit purchases
of goods. The other names of Purchases Ledger are Purchases Day Book, Purchase
Journal, Bought Book, Bought Daily Book or Invoice Book.
The main objective of vouching of Purchases Book is to see that all purchase invoices
are entered in the Purchases Book, the goods entered in the Purchases Book are received
by the business and the client pays money only for those goods that are delivered by the
supplier to him.
He must first examine the system of internal checks in force in the business
regarding credit purchases. He should especially investigate the procedure followed in
placing orders, receiving goods, examining invoices, and maintaining relevant records.
If the system of internal check-in operation is efficient and effective, he can immediately
proceed to vouch for the Purchases Book.
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Audit Procedure for Vouching of Purchases Book
While vouching for credit purchases, the auditor should keep the following things in his
mind:
1. The auditor should see that only credit purchases of goods are recorded in
Purchases Book.
2. The invoice is prepared in the name of the client.
3. The date mentioned in the invoice relates to the period under audit.
4. The invoice relates to the business, that the concern carries on.
5. A responsible official who has checked the invoice should initial it.
6. The trade discount received is to be deducted from the purchase invoice and the net
amount entered in the purchase invoice should agree with the entry in the Purchases
Book.
7. The names of the supplier as entered in the purchase invoice agree with the entry in
the Purchases Book.
8. The price mentioned in the purchase invoice should agree with the quotation given
by the supplier.
9. The quantity mentioned in the purchase invoice should tally with the quantity
recorded in the Purchases Book.
10. The Purchases Book should be verified with the help of purchase invoices, copies
of orders placed, goods received notes, goods inward book, and copies of challans
from the supplier.
11. It should be checked that a responsible officer sanctions the purchase of goods and
the goods purchased are similar to those, in which the organization deals.
12. The supplier’s bill must be in the name of the business and relate to the period under
audit.
13. The goods purchased must not be for the personal use of directors, officers,
secretaries, etc.
14. Each voucher should be stamped or initialled after the examination is over so that it
could not be produced again.
15. The totalling and casting of the Purchases Book should be checked. The auditor
should also see that all taxes, octroi, and freight are added to the purchases and trade
discounts allowed are deducted.
16. The goods purchased should be received by the client.
17. Any purchase not meant for the business of the client should not be debited to the
purchase account.
18. If the original invoice has already been recorded care should be taken to see that the
duplicate invoice is not entered again in the purchases book.
19. Statement from the suppliers may be obtained to verify his purchase records.
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20. Sometimes the purchases of the last year may be included in the purchases of the
first month of the current year or purchases of the last month of the current year
may be recorded in the first month of the next year. So the auditor should be more
careful while vouching for the purchases made in the first month and the last month
of the accounting period. Otherwise, the Profit and Loss Account of the current
year will not present a true and fair position of operating results.
4.9

VOUCHING OF PURCHASE RETURNS

Sometimes, goods purchased are returned to the suppliers for various reasons
such as goods are not as per sample, inferior quality of the goods, etc. In such cases, a
credit note should be obtained if the price has been paid already whereas if the price is
yet to be paid, a note to be sent to the cash department to send less amount to the seller.
He should see that the credit note includes the amount which was originally included in
the invoice. A separate Returns Book is to be maintained for recording the returns. There
should be a proper system of internal control for ensuring that due credit is received in
case of purchase returns. Otherwise, credit notes from suppliers might become easy
instruments for the misappropriation of funds.
Guidelines for Auditor in vouching of purchase returns
The auditor should examine the system of an internal check-in operation. If he is satisfied
with the system of internal check, the auditor should proceed to vouch for the Purchases
Returns Book in the following manner:
1. The auditor should check whether a debit note has been sent to the supplier or a
credit note has been received from the supplier.
2. He should check that the quantity returned as per the return note corresponds with
the storekeeper’s record, Return Outward Register, and Gatekeeper’s Outward
Register.
3. He should verify the amount shown in the credit note.
4. Sometimes the profits of the current year may be manipulated by recording the
current year’s purchase returns in the subsequent year. So the auditor should be
careful about the recording of purchase returns in the current year.
5. He should vouch for the purchase returns of the first month and last month of the
accounting year carefully to detect any manipulation of amounts.
4.10

VOUCHING FOR SALES

In Sales Book, only credit sales of goods are recorded. Auditors before vouching
for the sales book should check the effectiveness of the system of internal check and
control in operation.
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Guidelines for Auditor in vouching of purchase returns
1.
2.

3.
4.
5.
6.
7.
8.
9.

The auditor should carry out vouching of credit sales in the following manner:
The auditor should verify the efficiency of the system of internal check-in
operation by test checking the transactions.
Auditors should vouch for Sales Book with a copy of the invoices, Orders
Received Book and Goods Outward Book and ensure that all sales made are
accounted for.
He should check the casts, and postings and carry forwards the Sales Book.
He should see whether there is any omission or inflation of sales.
The auditor should ensure that the sale of capital assets is not considered ordinary
sales and accounted for in Sales Book.
Trade discounts allowed to customers should be checked and differences if any
observed should be enquired.
The auditor should check that cancelled invoices are properly cancelled and kept
separately.
To detect fraud, the auditor should prepare a statement of accounts of the
customers and send it to the customers to confirm the accuracy of the balance.
Auditors should carefully vouch for the entries made in the sales book of the last
few weeks to ensure sales belonging to the next financial period are not treated
as current year’s sales or fictitious sales not being recorded in the books which
will inflate the profit.

Books and Documents to be vouched:
1. Sales Invoice,
2. Sales Book,
3. Customers ledger account,
4. Goods Outward Book.
4.11

VOUCHING OF SALES RETURN

Goods which have been sold when returned by the customer on account of poor quality,
defectiveness or due to other reasons are accounted for in Sales Returns Book. The
auditor should bear in mind the following points while vouching for them:
1. The auditor should vouch for the entries in the Sales Returns Book with the
Gatekeepers Returns Inwards Book and Stock Register.
2. The auditor should verify the copy of the Credit Note issued to the customer and
ensure that the credit note is properly authorized and signed by a responsible
officer.
3. He should check the postings from the Sales Returns Book to the Sales Returns
Account and Customer Ledger.
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4. He should verify the returns from the customers at the beginning and end of the
year.
5. He should ensure that goods returned by the customers are included in closing
stock and are valued at cost or market price whichever less is.
Books and Documents to be vouched:
1. Sales Return Book,
2. Credit Note,
3. Customers ledger,
4. Gatekeepers Return Inwards Book,
5. Stock Register
4.12

VOUCHING OF BILL RECEIVABLE BOOK

While vouching for the bill receivable book auditor should take the following steps:
1. Verification of balance: The auditor should verify the balance of the bills
receivable with the bills in hand and the bills not overdue.
2. Verify the posting: The auditor should verify the posting of bills receivable in
the book.
3. Check the proceeds: The auditor should trace the proceeds of matured and
discounted bills which have been paid or discounted through the cash book.
4. Checking of bank certificate: The auditor should check the certificate obtained
from the bank for the collections of bills sent to the bank.
5. General checking: The auditor should check the casts, cross casts and
carryforwards.
6. Tracing of contingent liability: In respect of discounted receivable bills auditor
should trace contingent liability.
4.13

VOUCHING OF BILLS PAYABLE BOOK

The following work will be performed by the auditor while vouching for the Bills Payable
Book:
1. Checking against cash book: The auditor should check the bills paid during the
period and compare them to the cash book and bill returned.
2. Checking of bills not matured: Auditor should check the total bills not matured
and should see also these should agree with the credit balance on the bills payable
account in the ledger.
3. General checking: The auditor should check the postings of the bill payable. He
should also check the casts, cross casts and carryforwards.
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4.14

VOUCHING OF PURCHASE LEDGER

The purchase ledger is verified from the following −
1. Creditor balances of last year
2. Cash Book and Bank Book
3. Purchase register
4. Purchase return book
5. Bills payable book
6. Journal and other relevant books
An Auditor should carefully verify the following:
1. Posting of all vouchers in the ledger account should be done without any
omission.
2. Verification of all opening balances should be properly checked with last year’s
balance sheet.
3. If the creditor balance shows a debit balance it may be due to an advance payment
made to him, the Auditor should confirm whether the material against advance
is received or not.
4. Periodical statements of creditors should be reconciled.
5. Examination of the internal control system.
4.15

VOUCHING OF SALES LEDGER

The sales ledger will be verified from the following:
 Debtors’ balances of last year
 Cashbook and bank book
 Sales register
 Sales return book
 Bills Receivable book
 Journal and other relevant books
The auditor should carefully verify the following:
1. Posting of all vouchers in ledger account from cash and bank book, sales register,
bills receivable register, sales return register and journal should be verified.
2. Verification of opening balances, castings, and balances carried forward should
be carefully examined.
3. The credit balance of the debtors’ account may represent the advance received
against the supply of goods; the Auditor should examine and confirm whether
any material is supplied against it or not.
4. Periodical reconciliation of accounts from debtors should be done without fail.
5. Provision for doubtful debts and bad debts should be done.
6. Review and examination of credit policy should be made from time to time.
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7. Checking of posting in ledger account from the subsidiary book.
8. Checking of calculations.
9. Reviewing truthfulness of debtor balances in a customer account.
10. Reviewing of Internal Control System.
4.16
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UNIT 05

VERIFICATION OF ASSETS AND LIABILITIES

Structure
5.0
5.1
5.2
5.3
5.4
5.5
5.6
5.7
5.8
5.9
5.10
5.11
5.12

Learning Objectives
Introduction
Meaning of Verification of Assets
Objectives of Verification
Importance of Verification of Assets
Meaning of Valuation of Assets
Difference between Verification and Valuation
Difference between Vouching and Verification
Auditor’s duty regarding Verification
General Principles for Verification
Verification of Assets
Verification of Liabilities
Further Readings

5.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know




5.1

Meaning, objectives and importance of Verification of Assets
Difference between Verification, Valuation and Vouching
Auditor’s duty regarding verification
Verification of Assets and Liabilities
INTRODUCTION

One of the most important duties of an auditor in connection with the audit of the
accounts of concern is to verify the assets and liabilities appearing on the Balance Sheet.
He has not only to examine the arithmetical accuracy of the transactions in the books of
accounts by vouching only, but he has also to see that the assets as recorded in the
Balance Sheet exist.
If the auditor fails to verify the assets, he will be held liable as was decided in the
case of London Oil Storage Co. Ltd. vs. Seear, Hasluck & Co. (1904). It was held in that
case that “the auditor should verify the existence of the assets stated in the balance sheet;
otherwise he will be liable for any damage suffered by the client”.
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5.2

MEANING OF VERIFICATION OF ASSETS

Verification means the proof of existence or confirmation of assets and liabilities
on the date of the Balance Sheet. Verification usually indicates the verification of assets
of any organisation, which can be done by the examination of the value, ownership,
existence and possession of any asset. According to Spicer and Pegler, “Verification of
assets implies an enquiry into the value, ownership and title, existence and possession
and the presence of any charge on the assets”.
So, verification is a process, which includes:
1.
2.
3.
4.

Valuation of assets at their proper value,
Ownership and title of the assets,
Confirmation about the existence of the assets, and
Satisfaction about the condition that they are free from any charge or mortgage.

Definition of Verification
Spicer and Pegler defined Verification as, “An inquiry into the value, ownership and
title, existence and possession and the presence of any charge on the asset”.
J. R. Batliboi defined it as, “The auditor must satisfy himself that assets really existed
at the date of the Balance Sheet and were free from any charge and that they have been
properly valued”.
5.3

OBJECTIVES OF VERIFICATION

The objectives of verification are as follows:
1. To show the correct value of assets and liabilities.
2. To know whether the Balance Sheet exhibits a true and fair view of the state of
affairs of the business.
3. To find out the ownership, possession and title of the assets appearing in the
Balance Sheet.
4. To find out whether assets are in existence.
5. To detect frauds and errors, if any while recording assets in the books of the
concern.
6. To find out whether there is adequate internal control regarding the acquisition,
utilization and disposal of assets.
7. To verify the arithmetic accuracy of the accounts.
8. To ensure that the assets have been properly recorded.

Odisha State Open University, Sambalpur

Page 90

5.4

IMPORTANCE OF VERIFICATION OF ASSETS

The auditor's duty is not complete when he has vouched the entries appearing in
the books. The substantiation of an entry under the date on which it is made does not
prove the existence of the related asset at the date of the Balance Sheet, nor is the value
of such asset necessary the same as on the date of the original entry. The auditor has the
further duty of substantiating the existence and value of such items at the date of the
Balance Sheet. This work can be performed through proper verification of assets.
If the Balance Sheet contains an asset, which, does not exist or is stated at a value
different from what is considered reasonable, both the balance sheet and the profit and
loss account would be incorrect. For instance, when the balance of Sundry Debtors
includes debts amounting to Rs. 5000, which are irrecoverable and no provision has been
created against such bad debts, then the amount of profit, the value of assets and the value
of proprietor's fund would be shown in excess by that amount.
Auditor's duty under the Companies Act has been extended by the promulgation
of the Companies (Auditors Report) Order 1988, issued under Section 227 (4A) of the
Companies Act. This order requires the auditor to state in his report some additional
matters, which include matters like verification of fixed assets and stock. On these
accounts, assets must be verified with utmost care.
5.5

MEANING OF VALUATION OF ASSETS

Valuation of assets means the examination of the accuracy and propriety of the valuation
of those assets, which are shown in the Balance Sheet of any concern at the end of the
financial year.
So, valuation is an operation, which includes:
1. Obtaining all the necessary information regarding valuation,
2. Analysing all the figures available,
3. Confirming the fact that the valuation is being determined based on generally
accepted conventions and accounting principles,
4. Ensuring the consistency of the methods followed for the valuation from year to
year, and
5. Obtaining an opinion regarding the accuracy of valuation.
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5.6

DIFFERENCE BETWEEN VERIFICATION AND VALUATION

No. Basis
1
Meaning

2

Scope

3

Target

4

Responsibility

5

Interrelationship

5.7

Verification
It is the examination of the
assets and liabilities as
disclosed in the balance
sheet
It is much wider as it not
only looks into the value
but also looks at other
aspects of the asset
To find out the ownership,
existence, possession, and
valuation of assets in the
balance sheet.
It is the responsibility of
the auditor to conduct
physical
verification
wherever it is practical and
required
Verification
includes
Valuation

Valuation
It is an examination of the
correctness of the value as
written and recorded by the
management.
Its scope is narrower because it is
concerned only with the
correctness of the values of assets
and liabilities
To find out the reliability and
authenticity of the assets and
liabilities in the balance sheet
The auditor is not a value.
Management is responsible to
assess the value of the assets and
liabilities. The auditor checks the
certification
It is a part of the Verification

DIFFERENCE BETWEEN VOUCHING AND VERIFICATION

Both are considered to be the same thing but there are lots of differences between
vouching and verification. Vouching relates to confirmation of the correctness and
authenticity of accounting entries as appeared in the books of accounts whereas
verification confirms the existence, ownership and valuation of assets as appears in the
balance sheet. The Auditor’s duty is not only vouching the entries appearing in the books
because vouching cannot prove the existence of the related asset or liabilities at the
balance sheet date. Following are the differences between Vouching and Verification.
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No. Basis
Vouching
Verification
1
Meaning Examination of documentary It is the examination of the assets
evidence related to transactions and liabilities as disclosed in the
balance sheet
To find out the authenticity, To find out the ownership,
2
Target
correctness, and genuineness of existence,
possession,
and
transactions recorded
valuation of assets in the balance
sheet.
3
Conduct Done usually by a junior level Done usually by Senior level audit
audit clerk
clerk or the auditor himself
It is concerned with all items of It is only concerned with the
4
Scope
the Profit or Loss Statement and balance sheet items.
those particular balance sheet
items that change during the
year
Vouching reviews the date, Verification is an enquiry into the
5
Review
authorisation,
evidence, value, ownership, existence, and
completeness and recording of encumbrance of the assets. When it
the transactions
comes to liabilities it checks if the
firm is liable under it.
5.8

AUDITOR’S DUTY REGARDING VERIFICATION

The auditor of a business is required to report in concrete terms that the Balance
Sheet exhibits a true and fair view of the state of its affairs. In other words, he has to
examine and ascertain the correctness of the money value of assets and liabilities
appearing on the Balance Sheet and this examination is known as verification of assets
and liabilities. Therefore, an auditor has to keep in mind the following points while
verifying the assets:
i.
ii.
iii.
iv.
v.

Ensuring the existence of assets.
Acquiring the assets for the business.
Legal ownership and possession of the assets.
Ensuring the proper valuation of assets.
Ensuring that the assets are free from any charge.
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Verification of liabilities is equally important as that of verification of assets. The
Balance Sheet will reveal the true and fair view of the state of affairs of the business
concerns only when the liabilities, as well as assets, are properly valued and verified.
Therefore, an auditor has to keep in mind the following points while verifying the
liabilities:
i.
ii.
iii.
iv.
5.9

To verify the existence of liabilities shown in the balance sheet
To verify the correctness of the money amount of such liabilities.
To verify the appropriateness of the description given in the accounts and the
adequacy of disclosure.
To verify that all existing liabilities are included in the accounts
GENERAL PRINCIPLES FOR VERIFICATION OF ASSETS

The following are the general principles which are required to be considered by the
auditor in conducting verification and valuation of assets in an organisation:
1. Acquisition of Individual Asset: The cost of asset acquired should be verified
with their purchase agreements or ownership rights and the receipts of the seller
in respect of the price paid. It should be verified that expenditure on assets newly
acquired and that on the renewal and replacement of old assets has been correctly
recorded consistent with the method that has been generally followed in the past.
2. Acquisition of Group of Assets: Where an organisation has taken over the assets
of a going concern, the agreement of purchase should be inspected and the amount
paid for them should also be ascertained.
3. Sale of Assets: When an asset is sold, its sale proceeds should be vouched
concerning the reference to the agreement, containing the terms and conditions
of sale, counterfoil of the receipt issued to the purchaser or any other evidence
which may be available. If the sale of a fixed asset has resulted in a capital profit,
it should be transferred to capital reserve. However, the profit limited to the
original cost or a loss should be transferred to the profit and loss account.
4. Depreciation: It is now obligatory for a company to provide for depreciation out
of profits following the provisions under sub-section (1) of Section 205 of the
Companies Act before any profit can be distributed as a dividend. The law
requires that depreciation should be provided in any one of the ways specified in
Section 205 (2). The value of certain assets (viz. plant and machinery) is also
affected by an accident or by obsolescence. Any asset that has been discarded,
after such a happening, should be shown in the Balance Sheet only at realisable
value.
5. Physical Verification of Fixed Asset: The existence of fixed assets, where
practicable, should be verified by physical inspection or by comparing the
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particulars of assets as entered in the schedule attached to the Balance Sheet,
with the Asset Register and also reconciling their total value with the general
ledger balances.
6. Inspection of Current Assets and Investments: Wherever possible, all the
securities and documents of title, cash, negotiable instruments etc. representing
the assets should be inspected at the close of the last day of the accounting period.
If this is not practicable and the examination is undertaken at a later date, scrutiny
of transactions after the date of the Balance Sheet must be made to ensure that the
changes in their balances that have subsequently taken place are bonafide and are
supported by adequate evidence.
7. Charges on Asset: It should be ascertained that no unauthorised charge has been
created against an asset and all the charges are duly registered and disclosed.
Where shares or securities are lodged with a bank to secure a loan or an overdraft,
a certificate should be obtained from the bank showing the nature of the charges,
if any.
8. Assets with Third Parties: Where assets, for example, government securities,
shares and debentures, stock sent on consignment, goods sent on sale or approval
basis etc. are in the custody of a third party other than a bank, these must be
inspected.
5.10

VERIFICATION OF ASSETS

Verification of assets is an important audit technique. Conventionally, the scope of this
technique is limited to inspection of assets and collection of information about the assets.
Through verification, the auditor should confirm himself:
i.
ii.
iii.
iv.
v.
vi.
vii.

That the assets are in existence on the date of the Balance Sheet,
That the concerned asset has been acquired for the use in the business,
That the asset has been purchased under proper authority,
That the concern has the right of ownership of the asset,
That the asset is free from any charge not disclosed in the Balance Sheet,
That the assets are correctly valued, and
That the asset is correctly presented in the Balance Sheet.

Verification of assets is primarily the responsibility of the management. They are
expected to have a much greater knowledge of the assets of the business as regards their
condition, location etc. than that which an outsider might be able to acquire on their
inspection. They are competent to determine the values of the assets at which they should
be included in the Balance Sheet. The auditor is only expected to apply his skill and
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expertise considering the value of each asset to confirm that they are truly and fairly
disclosed in the Balance Sheet.
To apply verification techniques, we may divide the assets into the following four
categories:
A. Fixed assets, viz. land & building, plant & machinery, furniture & fixtures, motor
vehicles etc.
B. Intangible assets, viz. goodwill, patent, trademark, copyright etc.
C. Current assets, viz. stock-in-trade, sundry debtors, prepaid expenses and accrued
incomes, cash and bank balances etc.
D. Fictitious assets, viz. preliminary expenses, discount on issue of shares or
debentures etc.
The procedure for verification of assets shown in the Balance Sheet is as follows:
1. Land and Buildings: Almost all the business or commercial undertakings have
land and buildings of their own. For verification and valuation of land and
buildings, it can be classified into two types:
a. Freehold property.
b. Leasehold property.
a. Freehold Property: A property which is free from hold (Possession/Rights) is
called freehold property. This means that the property is free from the hold of
anybody besides the owner who enjoys complete ownership. Following are the
duties of the auditor:i.
Where Freehold property has been purchased, the auditor should examine
the title deeds e.g., purchase deed, certificate of registration, the broker’s
note and auctioneer’s account etc., to verify the correct position.
ii.
When the property has been mortgaged, the auditor should obtain a
certificate from the mortgagee regarding the possession of the title deed
and outstanding amount of loan.
iii. When the property has been acquired in the current year, then the cost
may be verified with the help of the bank passbook. He should vouch for
all the payments made in this connection.
iv.
He should see that the property account should be shown in the Balance
Sheet at the cost price including the legal and registration charges and less
depreciation up-to-date.
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v.

He should also see that a separate account for the building and land on
which it is constructed is maintained. It is necessary because depreciation
is provided for building and not for the land.

vi.

Valuation:
a. The original cost and any improvement thereon should be
checked with the original deed and receipt. It is also to be seen that
all expenses incurred on registration, brokerage or other legal fees
have been duly capitalised.
b. The cost of buildings should be depreciated at an appropriate
value, depending upon the quality of their structure and the use
made of them.
c. The auditor should check the expenditure on repairs to exclude
that expenditure from capital cost.
d. In respect of property built by the client, the contractor's bill and
other relevant accounts should be referred.

b. Leasehold Property: Leasehold is an accounting term for an asset being leased.
The asset is typically property such as a building or space in a building.
 The property is on the lease (rent).
 The property (plot/flat/villa/mall/ factories) which is leased by the landlord
for a certain period to the lessee (tenant /leaseholder/renter/
occupant/dweller).
 The (tenants) have been given the right to use during that specified time by
the landlord.
 The ownership of the property returns to the landlord when the lease comes
to an end.
Following are the duties of the auditor:
i.

ii.
iii.
iv.
v.
vi.

The auditor should verify this by inspecting the lease agreement or
contract to find out the value and duration. He should see that the terms
and conditions of the lease are properly complied with.
In case the property has been mortgaged, the auditor should obtain a
certificate from the mortgagee regarding the possession of the title deed.
Where the leasehold property has been sub-let, the counterpart of the
tenant’s agreement should also be examined.
The auditor should physically inspect the properties.
The auditor should also note that proper provision has been made for
depreciation of lease problem and any possible claims arising thereunder.
Valuation:
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a. The value of the leasehold property should be checked from the lease
deed. Any addition or expansion thereon should be examined by
reference to the contractor's bills and other supporting papers.
b. The auditor should ensure that the provision for any claim that might
arise under the dilapidation clause on the expiry of the lease has been
made.
c. He should see that the cost, as well as legal expenses incurred to
acquire the lease, are being written off at an appropriate rate over the
unexpected term of the lease.
d. He should also check the accounting of leasehold property to ensure
that it is maintained separately.
2. Plant and Machinery: A plant is an asset with a useful life of more than one year
that is used in producing revenues in a business’s operations. The plant is recorded
at cost and depreciation is reported during its useful life. Following are the duties
of the auditor:i.
When the machines are purchased in the current accounting period, the
invoices and the agreement with the vendors should be verified.
ii.
The auditor should examine the plant register in which particulars about
the cost, records about sales, provision for depreciation, etc., are available.
iii. He should prepare a list of each machine from the plant register and
should get the list certified by the works manager as he is not a technical
person and therefore he has to depend upon the advice of the works
manager regarding their valuation, etc.
iv.
He should see that plant and machinery account is shown in the Balance
Sheet at cost less depreciation after making proper adjustments for
purchases and sales during the year under audit.
v.
In case any plant and machinery have been scrapped, destroyed or sold,
he should ascertain that the profit or loss arising thereon has been correctly
determined.
vi.
Valuation:
a. The cost price of any plant or machinery plus any cost of installation
will be vouched with the supplier's invoices and other supporting
documents.
b. The auditor should see that proper depreciation has been provided
during the year.
c. He should check whether any of the items have been disposed of or
sold during the year. If so, he should satisfy that it was properly
authorised and the sale proceeds credited to the plant and machinery
account. Any capital profit made should be transferred to capital
reserve.
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d. The auditor should also verify that the plant and machinery have been
properly shown under fixed assets on the Balance Sheet.
3. Furniture, Fixtures and Fittings: They are items of movable equipment that are
used to furnish an office. Examples are chairs, desks, shelves, bookcases, filing
and other similar items. Following are the duties of the auditor:i.
Verify Invoices: When assets have been acquired during the current
accounting period, the auditor should examine the purchase invoice of the
dealers.
ii.
Verify Furniture Stock Register: He should verify the furniture stock
register and ask the management to prepare an inventory to reconcile it
with the stock register.
iii. Verify Schedule of Previous Year: He should compare the furniture
schedule of the previous year with that of the current year to ascertain the
existence, purchase or sales of assets during the year.
iv.
Disclosure of Profit or Loss on Sale: He should examine that any profit
or loss on sale of furniture during the year is properly disclosed in books
of accounts.
v.
Valuation:
a. The auditor should satisfy that the furniture and fixtures have been
properly depreciated and value written off for damaged or
unserviceable items.
b. He should see that the cost of furniture and fixture has been properly
ascertained and recorded in the books of accounts.
c. He should inquire whether any of the items have been disposed of or
sold during the year. If so, he should check that it was properly
authorised and the sale proceeds credited to the furniture and fixture
account. Any capital profit made therein should be transferred to
capital reserve.
d. The auditor should also verify that furniture and fixtures have been
properly shown under fixed assets on the Balance Sheet.
4. Motor Vehicles: This includes all cars, Lorries, carts, vehicles and trucks.
Following are the duties of the auditor:i. The auditor may call for a schedule of motor vehicles and compare it with
the Motor Vehicles Register maintained by the organisation.
ii. He should also examine the registration document for each vehicle. He
should compare the registration number and description given in the
registration document with the particulars shown in the ledger account or
Motor Vehicle Register.
Odisha State Open University, Sambalpur

Page 99

iii.

iv.
v.

If the vehicle is registered in the name of a person other than the client,
the auditor should inspect the letter confirming the arrangement and
ascertain that there is no charge on the vehicle in favour of such person.
The auditor should also check the insurance premium receipts to ensure
that the vehicles are fully insured against accidents, theft, etc.
Valuation:
a. The motor vehicles are to be valued at cost less depreciation.
b. The cost price of any motor vehicle will be vouched with the supplier's
invoices and other supporting documents. However, he should see that
expenditures on repair have been charged to the profit and loss
accounts and not added to its cost.
c. The auditor should verify the adequacy of the depreciation. It is a
common practice for motor vehicles to be written off over the mileage
they are expected to run.
d. He should also verify that the motor vehicles have been properly
shown under fixed assets on the Balance Sheet.

5. Assets Acquired Under Hire Purchase System: The assets purchased on a hire
purchase basis are verified in the following manner:i. The existence of the assets acquired can be confirmed by physical verification
of the assets by the auditor or by reviewing the working papers of physical
verification of fixed assets done by the management.
ii. The company is not the owner of the asset till the last instalment under the hire
purchase agreement has been paid. However, the possession right of the asset
can be verified by reference to the hire purchase agreement.
iii. Default in payment of the hire purchase instalment entitles the hire vendor to
take back the possession of the asset. So, the hire purchase agreement has to
be examined to ascertain the nature of encumbrances.
iv. The auditor should also see that the asset purchased is included in the fixed
asset register.
v. Valuation:
a. Fixed assets are generally valued at cost less depreciation. So, the
auditor will have to examine the hire purchase agreement and the price
list to ascertain the cash cost of the asset.
b. Depreciation should be deducted and the auditor should ensure that the
rate normally charged by the company on the same or similar assets
has been applied consistently.
c. The auditor should confirm the proper recording of assets acquired
under the hire purchase agreement. The interest element in the
instalments should be charged to revenue.
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d. The assets purchased on hire purchase agreement may also be shown
at the capital value of instalments paid to date. In that case, also, the
depreciation at the normal rate for the full period on the cash value
will have to be charged.
6. Investments: An investment is a monetary asset purchased with the idea that the
asset will provide income in the future or will later be sold at a higher price for a
profit. Investments include Government securities, shares, debentures, etc. When
the number of investments is very large, the auditor should ask for a schedule of
investments held by the client containing various particulars like the name of the
securities, date of purchase, nominal value, cost price, market price, etc., and
examine the same. He should ensure that the investment asset has been shown
separately on the Balance Sheet. The following aspects are important in this
respect:
i. Existence: The auditor should verify that investments shown in the Balance Sheet
exist on the date of the Balance Sheet.
ii. Ownership: The auditor should assure himself that investments shown in the
Balance Sheet are owned by the enterprise.
iii. Accounting Records: He should check the transactions of acquisitions, disposal
etc. of the investments during the accounting period to verify whether they are
properly recorded in the books of accounts.
iv.
Valuation: He should confirm that investments are stated in the Balance Sheet at
the appropriate amount following the recognised accounting principles.
v. Disclosure: He should also confirm that investments are properly classified and
disclosed in the financial statements following the recognised accounting
principles and relevant statutory requirements.
vi.
Internal Control: The auditor should evaluate the internal control procedures
relating to investments to determine the nature, timing and extent of the
procedural aspects.
Almost all the business and commercial undertakings have investments of different
types of their own. In the case of finance and investment companies, the amount of
investment constitutes a major part of the total assets of these companies. For verification
and valuation, investments can be broadly classified into the following two types:
a. Quoted Investments:
i. The auditor should physically inspect the investments. It should be physically
verified at the last date of the accounting year. If the investments are not in the
possession of the company, a certificate should be obtained from the concerned
party concerned that is holding the investment.
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ii.
iii.
iv.
v.

vi.
vii.

The auditor should assure himself that the title of the investments is in the name
of the client only.
The purchase and sale of investments should be verified concerning the broker's
contract note, bill of costs etc.
If the number of purchases or sales of investments is substantial, the auditor
should check the price concerning stock exchange quotations.
The auditor should also examine the relevant provisions of Section 227 (1(A)) and
see whether a company not being an investment or banking company and whether
so many of the assets of the company as represented by shares and debentures
have been sold at a price less than that at which they were purchased by the
company.
He should also confirm that the relevant provisions of the CARO, 2003 have duly
complied with this regard.
Valuation:
a. The auditor should satisfy himself that the investments have been valued and
disclosed in the financial statements following the recognised accounting
policies and practices and relevant statutory requirements.
b. He should examine whether in computing the cost of investments, expenditure
incurred on account of transfer fees, stamp duty etc. is included in the cost of
investment.

The auditor may ascertain that the market values of investments are following the
authentic market reports or stock exchange quotations. To judge the overall
reasonableness of the amount invested, the auditor may relate the amount with the
preceding year's figure and calculate relevant ratios.
b. Unquoted Investments
i. The auditor should ascertain the power of the enterprise to make investments by
examining the Memorandum of Association in case of investment by a company
to ensure that the investments are not ultra-vires the company.
ii. He should also ascertain that all the legal formalities relating to the purchase of
investments have been duly complied with.
iii. Where investments are in large numbers, the auditor should obtain the schedule of
securities certified by a senior officer of the company. The statement must include
the name of the investment, the book value, the market price, date of purchase etc.
iv. The auditor must verify the whole of the investment at one time. Investments are
negotiable and their verification at the same time removes the danger of their
substitution for others.
v. Valuation
a. The unquoted shares held as investments should ordinarily be valued at cost.
However, if one study of the latest annual accounts of the companies, the shares
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of which are held as an investment and the dividend records of such
companies, it appears that there has occurred a permanent and material fall in
the value of investments, a proper provision against such fall in values should
be made. The auditor should confirm this compliance.
b. Unquoted shares and debentures should be shown in the Balance Sheet under
the main head ‘Investments’ on the asset side, indicating the mode of valuation
and the aggregate amount of the unquoted shares and debentures should also
be stated.
c. The auditor should confirm that equity and preference shares are shown
separately as also fully paid up and partly paid shares being distinguished.
d. If the shares or debentures are held in the subsidiary of the company, the auditor
should assure that the above should be shown under the sub-heading
‘Investment in Subsidiaries’.
7. Stock-in-Trade: The valuation of stock is frequently the main factor in
determining the results shown by the accounts. Apart from the effect on the
Balance Sheet, the incorrect stock would affect the profit of the year that has
closed as well as that of next year.
 Auditor's Duty:
The valuation of the closing stock, therefore, is an important step essential for the
determination of the profits of the year and also for truly disclosing the financial position
of the organisation at the end of the year. It is the duty of the auditor, being intimately
connected with these aspects of financial statements, to verify the existence of the stockin-trade possessed by the organisation at the end of the year and to ascertain that the same
has been valued correctly consistently.
The precise duties regarding the verification of stock-in-trade are not defined.
Under the circumstances, these have to be deduced from an interpretation of the general
responsibilities of auditors regarding the statements of accounts verified by them,
especially regarding stock-in-trade.
 Case Decisions:
Justice Lindley, while delivering his famous judgement in the case of Kingston
Cotton Mills Ltd. (1896) observed: “It is no part of the auditor's duty to take stock. No
one contends that it is so. He must rely on other people for details of the stock-in-trade
in hand. In the case of a cotton mill, he must rely on some skilled person for the material
necessary to enable him to enter the stock-in-trade at its proper value in the balance
sheet.”
In the same case, Justice Lopes observed: “An auditor is not bound to be a detective
or as was said to approach his work with a foregone conclusion that there is something
wrong. He is a watchdog, but not a bloodhound. He is justified in believing tried servants
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of the company in whom confidence is placed by the company. He is entitled to assume
that they are honest to rely upon their representations, provided he takes reasonable
care.”
In another judgement in the case of Westminster Road Construction & Engineering
Co. Ltd. (1932), it was held that an auditor must make the fullest use of all materials
available to him and although he is not a stock-taker and not a valuer of work-in-progress,
he will be guilty of negligence, if he fails to take notice of all available evidence from
which it could be reasonably deduced that the work-in-progress was overvalued.
The decisions thus appear to have settled following the three principles for the general
guidance of the auditor:
1. That it is no part of the auditor's duty to take stock.
2. That for the purpose, he can rely upon statements and reports made available to
him regarding the valuation of stock so long as there is no circumstance, which
may arouse his suspicion, and he is satisfied.
3. That an auditor would be failing in his duty if he does not take reasonable care in
verifying the statement of stock according to the information in his possession
and the expert knowledge expected of him regarding methods of verification and
stock control.
 Provisions of the Companies Act:
The recent changes in the Companies Act have also considerably advanced the
responsibilities of auditors in this regard. Section 209 of the Act requires a company to
maintain proper books of accounts. Such books of accounts must include books kept to
record transactions in stock-in-trade. The Companies (Amendment) Act of 1956
empowers the Central Government under Section 227 (4A) to require companies engaged
in production, processing, manufacturing or mining activities to maintain books as would
and furnish particulars about the utilisation of material or labour or other items of cost as
may be prescribed. Furthermore, by Section 541 (2), proper books of accounts have been
defined to include a statement of annual stock-taking and all the goods purchased and
sold.
 Accounting Presentation:
Part II of Schedule VI to the Companies Act prescribes that the figures of opening and
closing balances of stock and work in progress be disclosed in the profit and loss account.
Part I of the same schedule requires that the mode of valuation of stock be shown on the
Balance Sheet. The recent amendment to Schedule VI includes requiring particulars of
materials purchased, opening and closing stock-in-trade and also of turnover made during
a particular accounting period.
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 Steps for Verification:
The steps for verification of year-end stock include the following:
i. Review the procedure and arrangements for the maintenance of stock records.
ii. Secure the original rough stock sheet, if available.
iii. Check all additions and test fair proportions of extensions.
iv.
Ascertain the basis and method of valuation adopted and confirms that the same
has been followed consistently.
v. Verify the cost of raw materials and stores by reference to purchase invoices.
vi.
Confirm that stock has been valued at the ‘lower of cost or market price’
principle.
vii.
Ascertain that the goods not belonging to the client have not been included in
stock-in-trade.
viii. Examine the stock sheets to ascertain that they only contain goods normally dealt
in by the business.
ix. Find out whether there has been complete physical stock-taking.
x. See that the stock sheets have been signed by the responsible person.
8. Work-in-Progress: As per the ‘Guidance Note on Audit of Inventories’
(Guidance Note-2) issued by the Institute of Chartered Accountants of India, in
general, the audit procedures regarding verification of work-in-progress are
similar to those used for stock-in-trade, i.e., stock of raw materials as well as of
finished goods. However, the auditor should pay attention to the following matters
due to the difference in nature of work-in-progress as compared to the stock of
finished goods and stock of raw materials:
i. The auditor has to carefully assess the degree of completion of the work-inprogress for assessing the appropriateness of its valuation.
ii. He should examine the cost records and obtain expert opinions where necessary.
iii. He should also obtain a certificate from the production engineer to confirm the
correctness of the cost records.
iv.
The elements of cost and the method of pricing of the various elements may be
compared with that of the last year and if there is a material deviation, the reasons
for the same may be investigated.
v. In certain cases, physical verification of work-in-progress may not be possible
due to the nature of the product and the manufacturing process involved. In such
cases, the auditor should give greater emphasis to ascertaining the reliability of
the system of control of work-in-progress.
vi.
It may also be useful for the auditor to examine the subsequent records of
production
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9. Sundry Debtors
i. The existence of book debts can be verified by examining the books of accounts
and satisfying that the entries therein are supported by proper sales documents.
ii. Balance of book debts should be sent to the debtors for their confirmation, which
will also establish the existence of the book debts.
iii. The examination of debtor's ledgers with related sales documents and
correspondence with debtors will confirm the ownership of book debts.
iv.
The auditor should also inquire whether any dispute is there on any of the
balances included in sundry debtors. In this case, the dispute documents should
be examined.
v. Valuation:
a. Usually, the balances shown in the debtor's ledger are supported by sales
documents that represent the value of book debts.
b. The auditor should call for the lists of book debts and debts written off and
arrive at the conclusion about the adequacy of write off and provision for
doubtful debts.
c. The confirmation of balances by debtors will help establish the valuation of
book debts.
d. It should be ensured by the auditor that sundry debtors are valued only at
realisable value.
10. Bills Receivable
i. The auditor should examine the Bills Receivable Book and prepare a schedule
of all those bills receivable that have not yet matured before the date of the
preparation of the Balance Sheet.
ii. Where the number of bills is large and they are kept with the bankers for
collection, the auditor should obtain a detailed certificate from the bank to
ascertain the clear position about the bills.
iii. For bills that are discounted or endorsed but remain outstanding at the time of
the audit, any contingent liability in respect of such bills should be maintained
as a footnote of the Balance Sheet.
iv.
The bills that have been dishonoured before the due date of the Balance Sheet
should not be included in the Balance Sheet as ‘bills receivable in hand’ as they
are no longer assets.
v. Valuation
a. The auditor should see that the bills are properly drawn, stamped and duly
accepted and that they are not overdue. In case of the renewal of any bills,
the auditor should examine the new bill with the old bill.
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b. Sometimes, the bills might have matured and honoured after the date of
the Balance Sheet, but before the date of the audit. The auditor should
check the cash received as shown in the cash book for the next year.
c. If the bills have been retired before the date of the Balance Sheet, the
proceeds thereof should be checked by reference to the cash book.
d. For the bills discounted before the date of maturity and the date of maturity
to fall after the date of the Balance Sheet, the discount on such bills must
be properly apportioned between periods covered by two separate financial
years.
11. Cash at Bank
i. The auditor should compare the balances as shown in the passbook with the
balances shown in the cash book.
ii. The auditor should prepare a bank reconciliation statement or should check the
statement prepared by the client to ascertain the correct bank balance.
iii. He should obtain a balance confirmation certificate from the bank at the close
of the year.
iv.
He should also obtain separate certificates for Fixed Deposit Account, Current
Account and Savings Bank Account from different banks to confirm total
deposits in different banks.
v. Valuation
a. To ascertain the current position about cheques issued but not yet presented
or cheques deposited but not collected, the auditor should confirm through
cash book and pass book figures.
b. Where amounts are deposited in foreign banks under exchange control
regulations, the fact is to be disclosed.
c. Where amounts are kept in a different reserve account in the banks, to avail
deductions under the Indian Income Tax Act, the fact should also be
disclosed.
d. The auditor should also ensure that the bank balances are properly
disclosed in the Balance Sheet according to Schedule VI of the Companies
Act.
12. Cash in Hand: The most common practice in verifying cash balance is to obtain
a certificate from the accountant about the actual cash balance in hand on the date
of the Balance Sheet.
i. The auditor should verify the cash in hand by actually counting it on the close of
the business on the date of the Balance Sheet.
ii. In certain cases, the client maintains an unduly large balance of cash in hand
consistently. In those cases, the auditor should make a surprise check to ascertain
whether the actual cash in hand agrees with the balances as shown by the books.
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iii.
iv.

As far as cash in transit is concerned, the auditor should verify this balance with
the help of proper documentary evidence and correspondence.
Valuation
a. If the cash-in-hand is not in agreement with the balance as shown in the
books, the auditor must call for an explanation.
b. Often postage and other stamps are taken with the cash on the Balance
Sheet. The auditor should confirm the balance of postage and stamps by
physical counting only.
c. He should also check the system of making payments and safety
arrangements provided for the protection of cash balance.
d. In case of cash is maintained at the local branches and the auditor is unable
to pay a visit to the branch, he may ask the branch manager to deposit the
balance of cash in the bank on the Balance Sheet date.

13. Prepaid Expenses
i.
The auditor should verify the receipts for pre-payments, i.e., expenses
paid during the period for future financial periods.
ii.
The amount of pre-paid expenses should be shown on the asset side of the
Balance Sheet under current assets. The auditor should assure that it has
been shown properly in the Balance Sheet.
iii. Prepaid expenses for the last accounting period should be properly
adjusted. The auditor should see the expenses paid in the last year about
the current accounting year have been properly adjusted.
iv.
The auditor should also check the adjustments made in the next year, if
possible, against the prepaid expenses made during the year.
v.
Valuation
a. The auditor should check the calculations for ascertaining the portion
of expenses belonging to the next period by reference to the contract
or other documents.
b. In respect of rent, rates and taxes, the auditor should check the
payment vouchers and satisfy that allocation to carry forward has been
made on a time basis.
c. In respect of insurance premiums, the auditor should also satisfy
himself that the carry forward allocation has been made based on the
terms of policy and the premium paid.
d. In the case of pre-paid sales commission, where the salesman is
allowed to take payments out of future earnings, the auditor should
examine the statement of sales to determine the commission earned.
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14. Goodwill: Goodwill is considered an intangible fixed asset. The value that is
shown in the Balance Sheet does not appear to be its present value, because the
present value of goodwill depends upon several factors like the financial position
of the business, earning capacity at present and its future trend etc. But in actual
practice, it is not valued at cost.
 Valuation of Goodwill
There are several methods of valuation of goodwill. However, goodwill
should not be recognised in the accounts unless it is purchased. Regarding the
valuation of goodwill, an appropriate method is to be adopted to write the cost
down out of the available profits and in this way, it should be ensured that the
capital of the business is represented by tangible assets only.


Auditor's Duty Regarding Valuation
i.
ii.



The auditor should confirm that goodwill appearing on the Balance Sheet
has not been shown more than its cost price.
The auditor should see that the goodwill is never appreciated in the books of
a company.

Verification of Goodwill: Goodwill is the excess of the price paid for a business
as a whole over the book value or the computed value or the agreed value of all
tangible assets purchased. It is not possible to be verified physically; hence
verification of goodwill means proper checking of accounting entries passed for
goodwill. Following are the duties of an auditor:i.
ii.

iii.
iv.

v.

The goodwill as recorded in the books of account should be properly
examined and the same is to be verified with the Balance Sheet.
If goodwill is created on account of purchasing a running business, the
auditor should verify it with the contract made between the client and the
vendor.
Sometimes, management intends to capitalise on the current expenditure,
which is usually high. The auditor should raise objections to this practice.
In case of goodwill once written off, but later on brought back to write off
the debit balance of profit and loss account or any capital loss, the auditor
should investigate the reasons for this and may refer to the resolutions
adopted at the Directors Meeting and the approval of the shareholders.
The auditor should ensure that as required by Accounting Standard-10 for
fixed assets, goodwill has been recorded in the books only when some
consideration in money or money has been paid for.
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15. Patent: A patent is an official document, which secures an investor the exclusive
right to make, use and sell his invention.
 Valuation of Patent
The patent is valued at cost less depreciation. Cost is the acquisition cost,
which may be purchase cost or invention cost. Also, the cost of registration of a
patent should be included in the valuation, while the renewal fees should be
charged off to revenue. Since patent suffers depreciation through effluxion of
time, it is preferable to adopt a fixed instalment method of charging depreciation
based on its legal life.


Auditor's Duty Regarding Valuation
i. The patent should be examined to see that the company concerned is
registered as the owner of the patent.
ii. It should be seen that the patent is valued at cost less depreciation. If it is
found that the commercial life of the patent is shorter than its legal life, the
depreciation should be spread over its commercial life only.



Verification of Patent
An actual patent should be physically verified by the auditor and it should be
seen that it has been duly registered. In the case of joint registration of the patent
with an individual, who might have developed the patented article, it should be
seen that a registered assignment by the individual in favour of the company has
been made. Following are the duties of an auditor:i.
ii.
iii.
iv.

The auditor should check the Patent Register to verify that it has been
properly included therein.
The auditor should also ensure that the legal life of the patent has not yet
expired.
The latest renewal certificate of the patent should also be verified by the
auditor.
The patent may also be subject to litigation about its little. A certificate from
the solicitors of the company should be obtained to ensure that it is free from
encumbrances.

16. Copyright: A copyright is the exclusive legal right to produce or reproduce some
kind of literary work. It is the legal protection provided to an author by which the
reproduction of his work by others is restricted.
 Valuation of Copyright
Generally, the value of the copyright is not fixed, as the copyright loses
its value with time. In the Balance Sheet, it is shown at cost fewer amounts written
off from time to time.
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Auditor's Duty Regarding Valuation
i. The auditor should see that the value of copyright is determined on a proper
basis including the period of copyright.
ii. It should be ensured that if any copyright does not command the sale of any
books, the same should be written off in that year.
iii. It should be confirmed that the legal life of the copyright has not expired.
iv. The auditor should see that the copyright having no commercial value has
been completely written off.



Verification of Copyright: In verifying copyright, the auditor should inspect the
agreement between the author and the publisher. If there are many copyrights
with the business of the client, the auditor should ask for a schedule thereof from
the client and verify them from the schedules.

17. Trade Marks: A trademark is a distinctive mark attached to the goods offered for
sale in the market to distinguish the same from similar goods available in the
market and also to identify them with a particular trader.


Valuation of Trade Marks
The trademark is a symbol of the organisation's prestige. The value of a
trademark may be justified by reference to its renewal fees. If the trademark is
purchased, the price paid for it is to be considered as the value of the trademark.



Auditor's Duty Regarding Valuation
i. The auditor should see that trademarks are properly valued and shown in the
Balance Sheet.
ii. If the trademark has been purchased, the auditor should also verify the
payment made to the seller against the acquisition of the trademark.
iii. The auditor should ensure that all expenses incurred in the acquisition of the
trademark have been treated as capital expenditure, and any renewal fees paid
have been treated as revenue expenditure.



Verification of Trademarks: Trademarks can be verified by examining the
assignment deed duly endorsed by the office of the register of the trademark. If
trademarks are purchased, the assignment of interest or the assignment deed
should be inspected. Following are the duties of an auditor:i.

The auditor should see that they are registered in the name of the client and is
the property of the client.
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ii.

iii.

He should also see that proper distinction between capital and revenue
expenditure is maintained. All research expenses in this connection should
also be capitalised.
In case the trademarks have been purchased from others, the auditor should
check the expenditure incurred in connection with their acquisition, e.g.,
registration fees, payments made to the vendors, etc.

18. Preliminary Expenses: The expenses incurred for the formation and
commencement of a company are usually grouped under the heading ‘Preliminary
Expenses’. These include stamp duties, registration fees, legal costs, cost of
printing, etc.
To verify preliminary expenses, the auditor should take into consideration the
following matters:
i.
ii.

iii.
iv.

v.

vi.
vii.

It should be confirmed by the auditor that no expenses other than those which are
related to the formation of a company are included under this head.
The auditor should examine the contracts relating to preliminary expenses. If
preliminary expenses incurred by the promoters have been reimbursed to them by
the company, the resolution of the Board and the power in the Articles of
Association to make such payment should be seen.
The auditor can cross-check the number of preliminary expenses with that
disclosed in the prospectus, statutory report and the Balance Sheet.
Being a fictitious asset, it should be written off as early as possible and the auditor
should verify that the balance of preliminary expenses, which has not been written
off, is shown in the Balance Sheet under the heading ‘Miscellaneous
Expenditure’.
Underwriting commission and brokerage in shares and debentures should not be
included under the head ‘preliminary expenses’. The auditor should also confirm
this aspect.
The bills and statements supporting each item of preliminary expenses should be
checked.
The auditor should also assure that proper deduction has been availed against
taxable income under the Income Tax Act, 196i.

19. Discount on Issue of Shares or Debentures: This refers to the expenditure or
losses essentially of revenue nature, which instead of being charged off as and
when incurred, is accumulated in an account and the balance in the account is
written off over years during which its benefit is expected to accrue to the business.
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To verify the discount on the issue of shares or debentures, the auditor should pay
attention to the following matters:
i.
ii.
iii.
iv.

v.

5.11

The auditor should confirm that it continues to appear as an asset on the right
side of the Balance Sheet as long as the discount is not written off.
If during the year, any amount has been added thereto, the auditor should ask for
the justification for the same.
Being a fictitious asset, it should be written off as early as possible. The auditor
should also confirm this aspect.
The auditor should see that the discount on the issue of shares or debentures has
been shown separately under the heading ‘Discount on Issue of Shares or
Debentures.
In issuing shares or debentures at a discount, whether the governing provisions
relating to the issue of shares and debentures have been duly complied with or
not should also be checked by the auditor.
VERIFICATION OF LIABILITIES

The verification of liabilities is of equal importance as that of an asset. The auditor
has to satisfy himself that all liabilities whether existing or contingent have been properly
determined and disclosed in the Balance Sheet. In case liabilities are overstated or
understated, the Balance Sheet shall not represent a fair view of the state of affairs of the
company. Therefore, the auditor should ensure that:
1. Liabilities shown in the Balance Sheet are payable;
2. All liabilities are properly recorded in the books;
3. The recorded liabilities are payable for the legitimate operations of the business;
and
4. The nature and extent of contingent liabilities have been disclosed in the Balance
Sheet by way of a footnote.
To apply the verification technique, we may divide the liabilities into the following three
categories:
1. Fixed or long-term liabilities, viz. share capital, debentures, long terms loan from
banks and other financial institutions etc.
2. Current liabilities, viz. sundry creditors, bills payable, bank overdraft etc.
3. Contingent liabilities, viz. disputed liability of income tax, suits pending for
damages etc.
1. Debentures
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i.

ii.

iii.

iv.

v.



The auditor should go through the Memorandum of Association and Articles
of Association of the company to determine the extent of borrowing power
of the company and also to ascertain the limitation upon the borrowing power
if any.
A prospectus must have been issued and filed with the Registrar of
Companies. The auditor should verify the prospectus to ensure that the terms
of the prospectus have been complied with.
Balances from the Register of Debenture holders will have to be extracted and
the total amount received from Debenture holders to be tallied with the total
of Debenture accounts in the general ledger.
The auditor should also examine a copy of the debenture bond to ascertain the
terms and conditions on which the debentures have been issued, the
particulars of assets charged as security and the method of redemption.
If the debentures are mortgaged debentures, the debentures trust deed should
be studied by the auditor and it should be seen that the terms and conditions
of the trust deed have been fully observed by the company.
Presentation
i.
Debentures have to be shown under the head ‘Secured Loans’.
ii.
The debentures subscribed by the directors and managers should be
shown separately.
iii.
Interest accrued and due on debentures but not paid should be included
along with debentures, but the interest accrued but not due has to be
shown under ‘current liabilities’.
iv.
The nature of security provided should also be disclosed.
v.
The terms and conditions of the redemption or conversion of the
debentures should be stated with the earliest date of redemption or
conversion.

2. Secured Long-Term Loans: A company can obtain loans from banks and other
financial institutions based on the security provided. For verification of long-term
loans, it can be classified into two broad categories:
a. Loans against security of fixed assets.
b. Loan against security of stock.
a. Loans against Security of Fixed Assets
i.

The auditor should examine the Memorandum and the Articles of Association
to see whether the company is empowered to borrow money against fixed
assets.
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ii.
iii.
iv.
v.
vi.

He should scrutinize the loan account in the ledger and the documents
relating to the fixed assets.
He should also examine the mortgage deed and find out whether the
mortgage is properly executed.
He should enquire whether the lender has a right to lend money against such
security.
The auditor should also obtain confirmation from the lender for the amount
of the loan.
He should see whether the principal amount of the loan is being repaid as
stipulated and whether interest on the loan is paid regularly as per the terms
of loans as prescribed in CARO.

b. Loans against Security of Stock
i.

The auditor should inspect the receipts of the go-down keeper if the loan has
been taken against the go-down keeper's receipts.
If the stocks are at the dock or in a bonded warehouse, the dock warrant or the
warehouse certificate duly endorsed in favour of the lender should also be
examined,
The auditor should see that the rent for the warehouse has been paid by the
client regularly. If it has not been paid, adequate provision should have to be
maintained for the purpose.
He should also obtain a certificate from the lender showing particulars of
securities deposited and confirm that the same has been correctly disclosed and
duly registered with the Registrar of Companies and recorded in the Register
of Charges.
The auditor should verify the authority under which the loan has been raised.
In the case of a company, only the Board of Directors is empowered to raise a
loan or borrow from a bank.
He should also confirm that the restraint as contained in Section 293 of the
Companies Act as regards the maximum amount of loan that a company can
raise has not been contravened.

ii.

iii.

iv.

v.

vi.

3. Sundry Creditors
i.

ii.

The auditor will verify creditors more or less on similar lines as in the case of
sundry debtors. He should make a statement of the balance of the trade
creditors duly signed by the authorised official and these balances should be
verified with the purchase ledger balances.
He may also obtain confirmatory statements from the creditors.
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iii.

iv.

v.
vi.
vii.
viii.

He should also examine the invoices as sent by the suppliers. He should carry
out test checking of purchases made during the year, particularly those made
at the close of the year.
If debts have not been paid for a long time, he should enquire into the
situation in detail. Sometimes, it is seen that instead of paying the creditors,
the amount might have been misappropriated by the officials.
If the client maintains provision in respect of discount on creditors, he should
check the same concerning the creditor's account.
The purchase ledger should also be checked by the auditor with the books of
original entry, invoices, credit notes etc.
For any purchase returns, he should examine the ‘Return Outward Book’ and
verify them with the help of credit notes as sent by the suppliers.
The auditor should pay special attention to the entries made either at the
beginning or at the end of the year to check the fictitious entries in this respect.

4. Bills Payable
i.
ii.

iii.
iv.
v.
vi.

The auditor should get a statement of bills payable and compare it with the
Bills Payable Book and Bills Payable Account.
For the bills, which have been met after the date of the Balance Sheet but
before the date of audit, he should examine the Cash Book and Bank Pass
Book.
The bills payable already paid should be checked from the cash book and the
auditor should examine the returned bills payable.
He should also ensure that the bills which have been paid are not recorded as
outstanding.
He should get a confirmation in respect of amounts due on the bills accepted
by the client that are held by them.
He should reconcile the total of the bills payable outstanding at the end of the
year with the balance in the Bills Payable Account.

5. Bank Overdraft
i.
ii.
iii.

The auditor should examine the overdraft agreement with the bank to ascertain
the terms and conditions of overdraft and the maximum limit thereon.
The Memorandum of Association in the case of a company should be examined
to ascertain the borrowing powers of the company and any limitations thereon.
The auditor should verify the minutes of the Board Meeting to assure that the
bank overdraft borrowing is being authorised by the board.
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iv.

If the client is a company and if the overdraft is against any security, the auditor
should see whether the charge created was registered with the Registrar of
Companies, if required.
The auditor should also obtain the confirmation certificate from the bank in
respect of the amount of overdraft at the close of the year.
The auditor should also check whether interest on the overdraft has been duly
accounted for.
The auditor should also confirm that the amount overdrawn is within the
maximum limit sanctioned by the bank,
It is to be seen whether any security was offered for the overdraft in terms of
the agreement, depending on which the overdraft is to be classified as secured
or unsecured.

v.
vi.
vii.
viii.

6. Provision for Taxation
i.

ii.
iii.

iv.
v.

vi.

The auditor should ascertain the tax liability and check the computation of the
assessable profit and loss account. Thus, adjustments affecting taxable profit
must be carefully scrutinised.
He should also go through a past completed assessment to know what sort of
adjustments was made in the past.
He should also check the amount of advance tax paid and the calculations
thereof. Advance tax is required to be verified to provide the liability of future
taxation.
If an income tax return has already been filed before the date of audit, the
auditor should also check the copy of the income tax return.
The auditor should ensure the amount of overall provision on the date of the
Balance Sheet is adequate having regard to the figure of provision of the year,
the advance tax paid, past provision made and assessment orders in respect
thereof received up to the date of audit, pending appeals and refunds, if any.
He should also obtain a certificate from the tax practitioner regarding the
amount of tax payable.

7. Outstanding Liabilities for Expenses
i.
ii.
iii.

The auditor should ask for the list of outstanding expenses from the client
classified based on the nature of expenses.
He should verify the supporting documents evidencing the outstanding
expenses.
He should also verify the basis of estimation of outstanding expenses if they
are provided on an estimated basis.
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iv.
v.

vi.
vii.
viii.

He should check the next year's cash book to see that the usual outstanding
expenses have been paid off by the time of the audit.
He should also ensure that no outstanding expenses have been paid, which
has not been provided in the account. If paid, he should check the adjustment
entries passed for this purpose.
He should compare the list of outstanding expenses of the current year with
that of the previous year to identify any major deviations.
The auditor should also ensure that no usual outstanding expenses have been
left out to be provided.
He should also confirm that outstanding expenses have been shown under
current liabilities on the Balance Sheet.

8. Reserves and Fund: Reserves and funds are appropriations out of profits. The
directors of a company determine the number of reserves and funds to be created
taking into account the circumstances of the business. The reserve and funds are
to be shown on the liability side of the Balance Sheet with footnotes.
9. Income Received in Advance: Sometimes the firm receives some amount in
advance, which is to be received in the next year. It is treated as a liability and
should be shown on the liability side of the Balance Sheet. The auditor should
verify whether the items of income received in advance are recorded in books.
The auditor should obtain a Certified Schedule of income received in advance
and verify the same. He should ensure that income received in advance is fully
shown on the liability side of the Balance Sheet.
10. Employees Deposits: In commercial and industrial establishments, it is usual to
require the employees who deal with cash or stores to give a security deposit. It
acts as a safeguard against some possible misappropriation or pilferage on the
part of such employees. Sometimes, the employees instead of paying cash as a
security deposit endorse trustee securities in favour of the employers. In such
cases, the auditor should see whether such security is in cash or securities
deposited separately in the bank. He should see whether they are shown distinctly
on the liabilities side of the Balance Sheet. He should verify the number of
deposits by reference to the Certified Schedule received from the client.
11. Taxation Liability: Nowadays, taxation has become an important liability and
so the companies are required to make full provisions in the accounts in this
regard. The auditor should see whether the provision made therefore is sufficient
to meet the estimated liability. Usually, auditors are required to advise on the
adequacy of the liability and in such a case, they work as tax consultants.
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12. Contingent Liabilities: a contingent liability is not an actual liability, but which
will become a liability on the happening of an event in future. It may be
converted into an actual liability on an uncertain event in the future. W. B. Meigs
defines contingent liability as “the potential obligations which may in future
develop into actual liability or may dissolve without necessitating any outlay”.
Simply stated contingent liability is not an actual liability but will become a
liability on the happening of an event in the future. The examples of contingent
liabilities are:
1.
2.
3.
4.

Discounting of bills receivables,
Pending suits for damages or compensation,
Disputed liability on account of income tax, and
A guarantee is given by the bank on behalf of the company.

As per part I of schedule vi to the companies act, 1956 a footnote may be added to the
balance sheet to indicate the amount of contingent liability.
While going through the books of accounts, correspondence, minute books, bank
statements and other relevant documents, the auditor may identify the existence of
contingent liabilities of the concern. The auditor's duty in this respect would be:
i.
ii.
iii.
iv.
v.
vi.
vii.
viii.

Inspect the minutes' book of the company to identify all contingent liabilities
existing at the end of the year,
Scrutinize the lawyers' bill to ascertain unreported contingent liabilities,
Examine correspondence with the bank in respect of bills discounted but not yet
matured,
Examine bank letters to ascertain guarantees given on behalf of other companies
or individuals,
Scrutinise correspondence with suppliers, customers, lawyers etc. To ascertain
the existence of contingent liabilities,
Check the investments in the shares made by the client to identify the liabilities
on partly paid-up shares,
Find out the arrears of preference dividend on cumulative preference shares, and
Obtain a certificate from the management that the known contingent liabilities
have been included in the accounts and have been properly disclosed.
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5.12
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