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Introduction

Auditing is the examination of books of accounts and related documents of an organization by a
competent and unbiased person in order to correctly estimate their accuracy, completeness and
regularity. Based on this definition, following are the main features of auditing:

a) Auditing is done not just in business organizations, but also in non-business entities, like
schools, university, college, NGO etc.

b) Auditing involves examination of books of accounts. An auditor checks the books of accounts
based on vouchers and other documents.

c) An auditor should be competent (have essential qualifications) and unbiased.

d) Auditing may be done at any point of time, but usually it is done at the end of financial year.

e) The main purpose of auditing is to know whether the books of accounts are complete and
show the true and fair picture of the business organization.

Scope of Auditing

Scope of an audit means the limitations beyond which an auditor can’t pursue his work. By determining
the scope of audit, auditor can plan his work efficiently. Scope of audit helps the auditor in knowing
exactly what he has to do.
Scope of audit has to be determined according to the organization whose books of accounts are to be
audited:

a. Scope of Private Audit

b. Scope of Statutory Audit

c. Scope of Government Audit

These are explained as under:

a. Scope of Private Audit: Private audit includes audit of those organizations which don’t need
to get their accounts audited from legal point of view, for example, sole proprietorship and
partnership. Here, the scope of audit would be decided by the mutual agreement of auditor
and client. In case of sole proprietorship, scope of audit is defined by the owner. In case of
partnership, scope of audit is determined by the partnership deed. (Partnership deed is a
document stipulating all the terms and conditions of the partnership.) If partnership deed
doesn’t specify the scope of audit, then the scope would be decided by the partners and the
auditor mutually.



b. Scope of Statutory Audit: Statutory audit is one which is mandated by the law. In other words,
statutory audit is the audit of organizations for which it is compulsory to get their accounts
audited, for example, companies, public trusts, banks, insurance companies etc. As per the
Companies Act, 2013, all companies are required to get their accounts audited. However,
companies act doesn’t clearly depict the scope of audit, like how many transactions should be
checked and all. So, in case of statutory audit, an auditor has to decide what should be the
scope of statutory audit. While deciding the scope, an auditor should keep in mind the
objective of auditing. One important thing is that responsibility for complete authenticity
would be of auditor only, even if he doesn’t examine the books in detail.

c. Scope of Government Audit: Government has various departments and corporations under
it, whose accounts need to be audited. For this purpose, President appoints Comptroller and
Auditor General of India (CAG). CAG upon examining the accounts presents his report to the
President of India and then that is tabled in Parliament. In India, CAG have the right to examine
the books of accounts of Central government, State Governments and other government
institutions under Art 149 of Indian Constitution.

Objectives of Auditing

Following are the main objectives of auditing:
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Main Objective of Auditing:

The main objective of auditing is to know the correctness, fairness and truthfulness of the accounts.
Auditing helps us to know that whether the accounts present true and fair picture of the business or
not. If a businessman wants to sell his business, he may show his financial position better than the
actual position. On the other hand, to save tax liability, a businessman may show his position lower
than the actual. In both the cases, accounts will not show true position of business. Auditing helps
determine the completeness, accuracy and truthfulness of business.




Secondary Objectives of Auditing:

The objectives which help in attaining the main object are known as Subsidiary objectives:

1.

Detection of Errors: Errors are the mistakes committed due to lack of knowledge or due to
negligence. The basic feature of error is that it is unintentional. Following are the main types
of errors in the books of accounts:

a. Errors of Omission: When a transaction is omitted (not entered) in books of accounts
altogether. These errors don't affect Trial Balance.

b. Errors of Commission: When a transaction is recorded wrongly in books of accounts either
wholly or partially. It also includes wrong totalling, wrong posting, etc.

c. Compensatory Errors: When the effect of an error is compensated by the other error,
these are known as compensatory errors. If Radha’s Account was to be debited for Rs. 200
and Rehana’s account is to be debited for Rs. 2000, but while posting, Radha’s account
was debited for Rs. 2000 and Rehana’s account was debited for Rs. 200, then this will be a
case of compensating errors.

d. Errors of Duplication: When an entry is recorded twice in the books, it is known as errors
of duplication.

Detection of Frauds: Frauds are the mistakes which are committed intentionally. Frauds are

more difficult to identify and detect as compared to errors, because the person committing

frauds make deliberate efforts to hide frauds. Frauds may include:

a. Misappropriation of Cash

b. Misappropriation of Goods

¢. Manipulation of Accounts

Usually it is seen that lower level employees are more engaged in Misappropriation of goods
and cash, while higher level employees are found engaged in manipulation of accounts.

Prevention of Errors and Frauds: As the employees are aware that their work is going to be
examined by the auditor, employees don’t indulge in committing frauds. Also auditor, after
auditing the accounts, get to know a lot of loopholes which may result into errors and frauds,
so she/he may advise such changes in the system which may help in preventing errors and
frauds.

Other Objectives of Auditing

Following are some other objectives of auditing:

1. Moral Pressure on Employees: Employees work with more punctuality and carefully, because
they know their work is going to be audited.

2. Satisfying Government officials: In case of tax assessment, audited accounts are more
accepted than unaudited accounts. In case of court cases also, a businessman may present
his/her audited accounts as a valid proof.

3. Fulfilling Legal Requirements: For some organisations, it is legally compulsory to get their
accounts audited. For example, Companies, Insurance Organizations, Banks etc.

Types of Audits

Audit can be classified on two bases:
1. According to types of organization
2. According to practicality
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CLASSIFICATION BASED ON TYPES OF ORGANIZATIONS

1. Statutory Audit: An audit which is legally mandatory under any law is known as statutory
audit. Following organizations are required by law to the get their accounts audited:
a. Joint Stock Companies registered under Companies Act 2013 or any other act
b. Banking Companies covered under Banking Companies Act, 1949
c. Insurance Companies covered under Insurance Companies Act, 1938
d. Co-operative societies registered under various act

2. Private Audit: An audit of those organizations for which it is not mandatory to get the accounts
audited. It includes audit of sole-proprietorship and partnership firms.

3. Government Audit: The audit of Government departments and institutions are known as
Government Audit. According to Indian Constitution, President of India appoints Comptroller
and Auditor General (CAG) of India who has the responsibility of doing auditing of government
departments and institutions.

CLASSIFICATION BASED ON PRACTICALITY

1. Complete Audit: In such an audit, every transaction, entry, book, total, balance, vouchers,
deeds and documents is examined. Such an audit is compulsory for companies. It is very time
taking and hence expensive too.

2. Partial Audit: In such an audit, only a specific part of books of accounts or accounts of a
particular period are examined. For example, Audit may be done of only cash book, or may be
all transactions of October month may be done. Which part is to be audited depends upon the
specific objective of audit.

3. Continuous Audit: In continuous audit, the examination of books of accounts are examined by
the auditor throughout the year at regular or irregular intervals. This is also known as Running
Audit. Where the business is large, such an audit is helpful as it would be very difficult for the
auditor to do auditing after the accounts are fully prepared. Also, this type of auditing helps in
detecting errors as and when they occur. However, this is a time-consuming and costly
exercise. As work of auditing runs throughout the year, it causes hinderance between routine
work.
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Periodic Audit: Examination of accounts at the end of accounting year, when the accounts
have been finalized is termed as Periodic Audit. It is also known as Final Audit or Annual Audit.
This is helpful in case of small businesses. It is less expensive and doesn’t affect the routine
work negatively. However, it is not practical in case of large businesses. Also, the errors would
be detected only at the end of financial year.
Interim Audit: When the books of accounts are audited at any time during the financial year,
it is known as Interim Audit. This is usually done in following situations:

i When a company wants to declare interim audit

ii.  When a new partner is to be admitted

iii. In case of retirement of a partner

iv.  To ascertain profit or loss of the business in order to take a loan
Cash Audit: When an examination of cash transactions is done, it is known as Cash Audit. Cash
receipts and cash payments are examined in detail.
Cost Audit: Cost audit is an audit where cost accounts are examined in detail. An auditor has
to certify that the principles of cost accountancy have been followed or not. According to
Section 148 of Companies Act, it is mandatory for the companies engaged in production,
processing manufacturing, mining business etc. to maintain Cost Accounts and get the same
audited.
Management Audit: Management Audit is an audit whereby it is examined whether the
management is doing the work efficiently or not. It involves Efficiency Audit and Proprietary
Audit. Efficiency Audit is focussed on examining how efficiently the resources have been
utilised by the management, however Proprietary Audit is focussed on examining whether the
decisions taken by management were right or not. It is important to note that management
audit is voluntary and it is not compulsory to do this.
Internal Audit: An audit conducted by internal auditors of an organizations is called Internal
Audit. Internal Auditors are the persons who are in a sense permanent employee of the
organization and get salary like regular staff. Internal Auditor need not be a Chartered
Accountant.
External Audit: Examination of books of accounts by an independent and qualified Chartered
Accountant is known as External Audit. External Auditor is not an employee of the company
and hence can work with freedom.

Auditing and Investigation

Investigation is the examination of books of accounts or other aspects of business in an extra-ordinary
situation with a special purpose. Usually, investigation is done with a purpose to ascertain if there are
any frauds. It may also be conducted if a new partner wants to enter the business or acquire an on-
going business.

Following are the main points of difference between Auditing and Investigation:

a.

Routine vs Special: Auditing is done as a routine exercise, while investigation is done in extra-
ordinary situation.

Objective: The object of auditing is to know the correctness, completeness and accuracy of
the accounts, while purpose of investigation is specific and different in every situation.
Time-Period: In auditing, usually accounts of one year are examined, but in investigation
accounts of many years are examined according to the need.



On whose behalf: Auditing is usually conducted on behalf of the owner of business, but
investigation is usually conducted on behalf of some external persons, such as law agencies, a
potential buyer etc.

Necessity: Auditing is a legal necessity in many organisations, however investigation is
optional.

Scope: Auditing usually involves examination of books of accounts only, but investigation is
wider in scope as it may involve examination of other aspects as well.

Qualification: An auditor must be a Chartered Accountant, but an experienced accountant
who is not a CA can also be an investigator.

Frequency: Usually an audit is conducted on a yearly basis, but investigation is conducted only
in specific situations.

Type of Checking: Test-checking may be used in auditing, but in investigation in-depth
examination is a must.

Report: An auditor must prepare his/her report as per the specifications of relevant act, but
investigator may present his/her findings in whatever form as he/she deem:s fit.

Evidence: In auditing, only sufficient evidences are required, but in investigation, conclusive
evidences are required.

Functions of an Auditor
An auditor performs a lot of functions which are listed below:

a.

Examining financial statements: Auditor examines the financial statements of an organization
and sees if these are correct or not. This is primary function of auditor.

Internal Control Evaluation: Auditor assesses internal control mechanism that exists in an
organization. He/she examines whether the internal control system is effective or not.
Compliance check: Auditor checks whether company is following all regulations specified by
government or legal authorities.

Risk Assessment: Auditor tries to find out potential risk for the organization. He/she also
suggests the ways to mitigate the risk.

Audit Reporting: Audit report is prepared by him/her after due checking of accounts. In this
report, he/she comments on accuracy of the accounts prepared.

Advisory Role: Auditor advises a firm on how they can improve the presentation of financial
statement so that these depict more accurate picture of business.

Errors and fraud detection: It is an important duty of auditor to find out frauds and errors.
Frauds are intentional errors while errors are unintentional.

Ensuring transparency: Auditor helps in ensuring that accounts are transparent and accurate.
There is no error in them.

Auditor’s Responsibilities and Duties

Generally, detecting errors and frauds is important duty of an auditor. Additionally, auditor should also
make efforts so that errors and frauds don’t happen in future as well.

Auditor should always work with due diligence and caution. He/she should examine accounts in detail.
If he/she has any suspicion, he/she should conduct in-depth examination and should make every
possible effort to find the root cause of the matter. Thus, he/she should do work with caution,
intelligence, competence and responsibility. But even after doing all this, some errors or frauds remain
undetected, then auditor is not held liable for such errors and frauds. He/she is not liable for
undetected errors and frauds if he/she has worked with due diligence.



An auditor cannot prevent every error and fraud. The fact is that auditor puts moral pressure on
employees, but errors and frauds can be stopped only if the employees are honest and diligent. Auditor
can only give suggestions to improve the system to prevent errors and frauds, but he/she cant be held
responsible for every error and frauds if work is done properly with due diligence.

In Kingston Cotton Mills Co. case, it was held “if in absence of suspicious circumstances, the auditor is
unable to detect frauds, then he will not be held liable for the same.”

In a nut shell, it can be said that auditor is a watchdog, but not a blood hound. He/she has the right to
assume that the employees of the organization are honest.

Qualities of An Auditor

An auditor is a person who performs the work of auditing. Following are the mains qualities of an
auditor:

a. Technical skills: An auditor must have good knowledge of accounts and accounting procedure.

b. Knowledge: An auditor must have knowledge of all relevant laws and amendments made to
them.

c. Independence: An auditor must be independent and must be able to handle all sorts of
influences.

d. Integrity: Integrity means honesty. An auditor must not misrepresent a fact or conceal a
relevant fact for any reason. He must also not disclose the secretes of business to the
competitors.

e. Objectivity: The auditor should be impartial and unbiased with respect to all matters under
review.

f. Communication abilities: An auditor must have good communication skills, so that he can
obtain relevant information from business employees and can communicate his findings
clearly to the owners.

g. Tactfulness: Auditor must be tactful so that he can obtain necessary oral and written
information from the employees of the client.

h. Common-sense: An auditor must have common sense while pursuing his work.

Advantages and Limitations of Auditing
Advantages of Auditing

Advantages of Auditing can be discussed as under:

1. General Advantages
a. Knowledge of Actual position of the business
Detection of Frauds and errors
Moral pressure on employees
Alertness among employees and management
Proper valuation of business
Increase in goodwill
Helpful in receiving compensation
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Helpful in assessment of taxes
Helpful in getting declared as insolvent

j. Helpful in formulating dividend and bonus plan
k. Availability of Valuable suggestions
2. Advantages to Sole-Proprietorship



Proof in courts
Helpful in converting business into partnership
Comparative study possible
Helpful in assessment of wealth tax
. Helpful in assessment of Income tax and sales tax
3. Advantages to Partnership firms
a. Mutual confidence among partners
b. Helpful in valuation of business
c. Peaceful settlement of accounts
4. Advantages to a Joint Stock Company
a. Confidence among shareholders in Management
b. Easy availability of investment
c. Helpful in declaration of dividends
5. Advantages to other parties
a. Helpful in settling insurance claims
b. Helpful to banks for granting loans
c. Helpful for government officials in assessing taxes
d. Helpful to a potential buyer of the business
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Limitations of Auditing
Following are the main limitations of Auditing:

Auditing is not a conclusive proof of honesty of employees
Auditing doesn’t guarantee 100 percent accuracy

Minor things are not paid attention in auditing

Certain frauds remain undetected

Auditor doesn’t understand the nature of all business transactions
Auditor merely expresses his opinion

Auditor doesn’t enjoy practical freedom
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MEANING AND DEFINITION

Before doing any work, it is essential to do planning. Planning makes it easier to complete the task on
time. Similarly, before doing the work of audit, it is important that the auditor plans his/her work.
Audit planning is a process whereby the auditor decides the entire process to be followed in the audit
work. On the basis of planning, he/she prepares an audit programme.

Audit Programme

An Audit Programme is a detailed document which includes all details of audit work systematically. It
includes information, such as which accounts and documents will be audited and when, who will be
doing what work and which methods would be adopted etc.

Following are the main objectives of preparing an audit programme:

e To complete the work within specified period

e Dividing work among the staff of auditor

e To ensure no work is left undone

e To remove duplicity of work

e To monitor the progress of work

e To fix the responsibility if any work is not done properly

There are two types of Audit Programme:

1. Standard Programme: Such a programme is used uniformly in all audits. It has a standard
format of doing the audit work. Hence, it is known as fixed or planned programme.

2. Tailor-made Programme: This is a programme prepared separately for each organisation,
keeping in mind nature of business, methods of accounting and so on. Such programmes are
more flexible as compared to Standard Audit Programme.

Following are the important components of a good audit programme:

It should be in writing.

It should be in simple and very clear language.

It should clearly divide the work among the staff members of auditor.

It should be flexible and should be made after considering the nature of business.

It should be prepared after considering all important documents and laws related to business.
The audit programme should be prepared after considering the objectives of auditing.

It should be prepared after considering previous audit reports.

A separate sub-programme should be made for each department, such as purchases, sales etc.
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Audit Notebook

Audit notebook is a book which contains important information about audit which the auditor finds
useful. Auditor prepares an audit notebook to record all those facts and figures which are important
for the audit work. An auditor prepares a different audit notebook for every organisation. This
notebook is also helpful if the auditor does the audit of the same organization again.

Following are the important points that are included in Audit Notebook:

A brief description of all legal documents related to business

A copy of audit programme

A list of accounts maintained by business

Name and contact of important officials of business

A list of important vouchers or bills that got lost

A description of all those items about which clarification is required
Total and balances of important accounts

A list of all errors and frauds that were detected

Any other information which auditor feels important for recording
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Following are the main advantages of Audit Notebook:

It clarifies any dispute between auditor and business owner

It makes the work of audit very easy.

It helps in checking the progress of audit work.

If accounts of same organization are to be audited again, then the audit notebook becomes
very useful.

5. While preparing audit report, auditor uses audit notebook to mention important findings of
the audit.
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It is important to note that Audit Notebook is a confidential document and hence Auditor must not
share it with other organizations. It is for the use of auditor only and even the businessman can not
demand it from the auditor.

Audit Files

All the audit working papers are kept into Audit Files. The purpose of preparing audit files is that the
working papers may be classified into two parts: the ones that are needed for long-term in multiple
audits and the ones that are needed for short-term in current audit. There are two types of Audit Files:
Permanent File and Current File. Permanent Audit Files contain the working papers which are needed
for long-term purpose. These contains those documents which are needed for more than one audit.
The contents of permanent audit file will include: -

Brief description and history of business.
Address of registered offices of the company
Organization chart

Copy of memorandum and article of association.
List of books of account maintained

Codes of account

Accounting system documentation

Authorities and specimen signatures
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Current Audit Files contain the working papers which are needed for only current year’s audit. These
will include the following:

Accounts

Analytical review (including forecast, budget etc)

Trial balance journal entries

Minutes

Post-balance sheet even contingencies and commitment

Share capital statutory books

General review notes and points forward including copy of management letter of representation
and certificates of directors’ emoluments.
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Audit Evidences

Auditing evidences are the information collected by the auditor during the process of audit, based on
which audit report is prepared. Examples of auditing evidence include receipts, bank statements,
payrolls etc.

Following are the main characteristics of a good evidence:

1. Sufficiency: Evidence should be sufficient to draw conclusion. For example, only bank balance
is not a sufficient proof of company’s financial position.

2. Reliability: Reliability means the evidences should be trustworthy.

3. Source: The source of evidence can be obtained directly from the company or from the outside
source. The source should be authentic.

4. Nature: Evidence can be oral or written. Written evidence is more reliable and authentic.

Relevance: Evidence should be relevant to the scope of audit.

6. Originality: Original documents are more trustworthy than copied documents.

b

Method or Procedure of Audit Work

The method adopted by an auditor depends upon a lot of factors. Some of these factors are related to
organization whose accounts are to be audited, such as size of business, accounting system used,
objective of audit, efficiency of internal control and so on. Some other factors are related to auditor,
such as the efficiency of auditor, her experience and competence.

There are three methods of checking:

Methods of
Audit Work

J

Test Overall
Checking Check

Routine

Checking




Routine Checking: The daily examination of books of accounts is known as Routine Checking.
It includes checking that all the transactions are posted in Ledger accounts correctly, verifying
the totals and sub-totals of accounts, balances of accounts and so on. During routine checking,
the checker uses a number of small symbols, such as ticks. Different symbols are used for
different tasks. For example, one symbol may be used to note that totals have been checked,
other symbol may suggest that entries need to be rechecked.

Following are the main advantages of Routine Checking:

a. It detects the arithmetical accuracy of accounts.

b. It ensures that all the transactions are posted in ledger accounts correctly.

c. It helpsin detecting errors and frauds at the initial level.

d. Final accounts can be easily audited if good routine checking is followed.

Following are the main disadvantages of Routine Checking:

a. Sometimes routine checking is done carelessly, so it becomes futile.
People doing Routine checking are not much qualified. So they are generally not able to
locate deep errors.

c. There is a possibility of change in figures after routine checking is done.

Thus, routine checking involves checking the books of accounts regularly. Main advantage of
routine checking is that it helps in detecting frauds and errors at the initial level. Thus it can
save business from big losses. However, because of its routine nature, sometimes employees
take it very casual and don’t pay proper attention to that. In short, to make routine checking
successful, it is important that the routine checking work is done under the supervision of an
able and efficient person.

Test Checking: In case of test checking, all transactions are not examined in detail. Rather, only
some transactions are chosen and these selected transactions are examined in detail. If these
selected transactions are found to be true, then it is assumed that the remaining transactions
are also correct. The transactions should be selected very carefully. These transactions should
represent all the transactions. Those transactions must be selected where possibility of errors
and frauds are highest. Adequate number of transactions should be taken for test checking. In
other words, number of transactions should not be very less.

Following are the main advantages of test checking:

a. Itis time saving technique, because not all transactions are to be examined.

b. Itis helpful in auditing the accounts of big businesses where there are a lot of transactions.
c. If selected transactions are identified properly, then the results are quite reliable.

d. Auditor can complete the audit work easily and early.

Following are the main disadvantages of test-checking:

a. Frauds and errors may remain undetected because all transactions are not examined.

b. Employees may become careless as they think that their entire work is not going to be
audited.

c. The auditor’s report remains doubtful, because of non-checking of all transactions.

It is important to note that if after doing test checking, auditor doesn’t find any error or fraud,
it doesn’t absolve him of his accountability. Auditor is responsible for detection of all errors
and frauds. He cant simply escape his accountability by stating that he has not examined these
transactions.



In order to make test checking successful, the auditor should consider following points:

e Representative transactions should be selected.

e Transactions should be selected in such a way that work of all employees are examined in

sample.

e Transactions of different periods should be selected and not just of one month.

e Selected transactions should be examined thoroughly.

e Opening and closing months entries must be examined, as there are more chances of
errors and frauds in these months.

e From year to year, different transactions should be selected.

Overall Check: In case of overall check, a comprehensive examination of accounts is done. This
is done to identify and detect all the errors which were not detected during the routine
checking. This is helpful as it helps in detecting errors and frauds comprehensively. However,
this method is very costly and time consuming. It is very difficult to apply in big businesses.

Following diagram explains the procedure of auditing:

Planning the Audit
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Internal Check: Meaning and Definition

Internal Check is an arrangement whereby a transaction is recorded by different individuals in such a
way that the work of one employee is automatically checked by the other. Thus, in internal check
system, one person records one aspect of a transaction and another person records other aspect of
transaction. Thus the work of employees gets checked automatically. Internal check is a part of overall
internal control system. Internal check is related to the job allocation aspect of control system. Internal
check is an inbuilt check in the accounting process itself.

An excellent example of internal check is to be seen at the time of cashing of a cheque at any bank.
The cheque is produced at the counter where the clerk issues a token and enters the token-number
on the back of the cheque and in the token book. The cheque is then passed on to the ledger clerk
who verifies the credit balance in the account of the customer and makes the debit entry therein for
the amount of the cheque. The cheque is then sent to an officer who compares the signature on the
cheque with the specimen signature of the client and passes it for payment. The cheque is then sent
to the cashier who makes the payment against the token and records it in his cash register.

Objectives of Internal Check

Internal check in an organization serves the following purposes:

1. It helpsin arranging the duties in such a way that work of one person is automatically checked
by another or work of one person is complementary to another and there is no duplication of
work.

The work is divided in such a way that no transaction is left unrecorded.

It ensures the reliability and accuracy of information provided by accounting system.

It reduces the chances of errors and frauds as there is automatic checking.

It helps in reducing misappropriation of goods.

It helps in fixation of responsibility as there is a clear division of work.

It helps in increasing the efficiency of accounting staff as the work is divided among individuals
according to their capacity and qualification.

8. It helps in exercising moral influence on employees.
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Essentials/ Principles of an effective internal check system

An effective internal check system is one where frauds and errors are detected at the earliest.
Following are the main principles of an effective internal check system:

a. Authority duties and responsibilities of each member of the staff should be clearly defined
b. Division of work should be based on the capacity and capability of each individual member.
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There should be no over-lapping or duplication of work at any level.

Division of work should be so designed that no single individual is allowed to perform any work
single-handed from beginning to end.

Routing of the work should be so arranged that the work performed by one individual is
automatically, and in the ordinary course, checked by another individual or department
There should be regular rotation of employees from one work-centre to another to ensure
against errors and fraud and to broaden their work experience.

Employees should be carefully selected, and properly trained for the job- to be done by each
of them.

Employees should be given clear-cut instructions, whether Oral or Written, so as to enable
them to perform their Work in an orderly and efficient manner.

At periodic intervals, employees should be required to go on leave so that any errors or fraud
committed by anyone could be detected by his substitute during the farmer’s leave period.
There should be self-balancing system of accounting providing for control of subsidiary ledgers
through an account in the general ledger.

There should be a system of perpetual inventory control providing for continuous
accountability.

Use of mechanical and electronic equipment such as cash registers, book-keeping

. machines, calculators, cheque signing machines and computers should be encouraged.

The filing of vouchers should be done systematically, whether number wise or date-wise.

The incoming mail should be opened by a responsible official who should list all the letters,
cheques and money orders received, and pass them on to the clerks concerned after securing
individual acknowledgement

Cash receipts should be daily deposited in the bank. Cash received after banking hours, and
cheques, drafts, shares and securities should be under the custody of a responsible official,
who should also not be allowed to handle the work for a long duration.

There should be an effective Control over all purchases, receipts and issue of goods.
Correspondence with debtors and creditors should be under the charge of a responsible
"person.

Major assignments like verification and valuation of stock. Sales, payment of wages, etc.
should be under strict vigilance and control.

Advantages of Internal Check
Advantages of Internal Check may be classified under two heads:

1. Advantages for Business
2. Advantages for Auditor

Following are the main advantages of Internal Check to the business:
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Proper division of work

Fixation of responsibility

Greater efficiency of the staff

Early detection of frauds and errors

Easy preparation of final accounts

Truth and accuracy of accounts can be found out
Overall efficiency in business due to reduced costs

Following are the main advantages of Internal Check to the auditor:



a. It reduces time taken to audit the books of accounts
b. It reduces the cost involved in external audit
c. There is no need of detailed examination of books of accounts.

Limitations/Disadvantages of Internal Check
Following are the main disadvantages/limitations of Internal Check:

a. The system of internal check is suitable in a big organization. The small organization cannot
afford it because it is expensive.

b. Lack of coordination among the staff may not serve the purpose.
Most of the time, an auditor believes the system to be effective; therefore, prefers test check
rather than thorough check and works carelessly.

d. Internal check does not guarantee the prevention of all errors and frauds. There always
remains a possibility of different employees joining hands to mastermind fraud.

e. Sometimes, employees don’t do their work properly, because they think it will be corrected
automatically. So errors may remain unnoticed if employees are careless.

f. Sometimes top management don’t support internal check system fully. In the absence of such
support, the system cant perform well.

Internal Control: Meaning

“Internal control is regarded as the whole system of controls, financial and otherwise established by
the management in the conduct of a business including internal check, internal audit and other forms
of control.” Thus, internal control is a wider term. It includes internal check, internal audit and more.
It is important to note that Internal control is not merely related to financial matters. It covers non-
financial matters as well.

There are two types of control under internal control: Financial Control and Administrative Control.
Financial Control includes the control of accounting data and finance related matters. Administrative
control includes matters, such as attitude of employees, relations between senior and junior etc. Both
financial and administrative controls are important in achieving the objectives of business. Both are
covered under Internal Control system of the organization. Thus, the main aim of internal control
system is to ensure that there are no wastages of any type of resources and the work is completed
efficiently and effectively so that objectives of organization can be achieved.

Elemets/Forms
of Internal
Control

Accounting Control Control Supervisory
Controls Environment Procedure Control

Based on the above diagram, following are the main elements/forms of Internal Control:

1. Accounting Controls, which include accuracy of accounting records, detection of accounting
errors and frauds, timely preparation of financial statements.

2. Control Environment, which includes effective division of work, management’s value system
and independence of Board of Directors.



Control Procedure, which include authorization and control of transactions, restricting the
access to assets and other important data etc.

Supervisory Controls, which includes critical and continuous evaluation of internal control
system.

Features of Internal Control System
Following are the main features of Internal Control System:

1.
2.

It is an overall control adopted by management.

It comprises of plans, methods and procedures for the effective control of operations of the
business.

It comprises internal check, internal audit, accounting system and administrative control.

It is established by management.

It is intended to help management to run its business smoothly.

Objectives of Internal Control System
Following are the main objectives of Internal Control System:
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To ensure that transactions are recorded in the books of accounts properly.

To verify that all transactions are carried out only on account of sanction of authority.
To ensure that management’s policies and decisions are implemented properly.

To ensure effective conduct of business.

To evaluate the performance efficiency of personnel.

To safeguard the assets of the organization.

To safeguard the interests of the organization.

To ensure reliability of the accounting records.

To ensure periodical verification of assets.

10. To assist in timely preparation of financial statements.
11. To ensure that accounts and other important data are safe from unauthorized access.

Limitations of Internal Control System
Following are the main limitations of Internal Control System:

1.

Internal Control System involves expenditure of time and money. Management’s
consideration that internal control system should be cost-effective weakens the effectiveness
of the system.

Internal control is more concerned with the transactions of routine nature, so unusual and
irregular transactions may be overlooked.

It has the potential for human error especially when a new employee is involved in the internal
control system without proper orientation.

Possible collusion may circumvent internal control system Internal Control system involves
division of duties between employees of the organization. Collusions among employees may
perpetuate the frauds within an organization.

There is always a possibility that a person responsible for exercising control may abuse his
authority e.g., embezzlement of cash by cashier, misappropriation of goods by store keeper
etc.

The changes in conditions may make the procedures ineffective and it may deteriorate the
internal control system.



7. The manipulations by the management may defeat the objectives of internal control.

Differences between Internal Check and Internal Control

S.No Basis Internal Check Internal Control

1 Meaning A system of allocation of It consists of all the methods
responsibility, division of work, | and procedures adopted to assist
and methods of recording in achieving the objective of
transactions, whereby the work | efficient conduct of business.
of an employee is checked It includes internal check and
continuously by another. internal audit.

2. Scope It operates in routine to double In internal control systems,
check every part of a transaction work of one person is
at the time of occurrence and automatically checked by
recording of the same. another.

3. Objective Its objective is to ensure that Its object is to ensure
no one employee has exclusive adherence to management
control over any transaction or | policies, safeguarding of assets,
group of transactions and their | prevention and detection of
recording in the books. frauds and errors, accuracy and

completeness of accounting
records.

4. Point of Time | Methods of recording In internal control system,
transactions are devised where | checking is done simultaneously
work of an employee is checked | with the conduct of work. Every
continuously by correlating it transaction is checked as soon
with the work of others. as it is entered.

5. Thrust of The thrust of internal check The thrust of internal control

System system is to prevent errors. lies in fixing of responsibility
and division of work to avoid
duplication.

6. Cost Involved | It is a part of internal control The system proves to be costly
and a method of division of in case of small businesses
work, therefore does not add to | because more number of
the cost. employees are engaged.

72 Report The summary of day to day Internal control provide for
transactions work as report to built in MIS reports.
the senior.




Unit 4: Vouching and Verification of Assets and Liabilities
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Definition and Features of Vouching

Whenever a transaction is recorded in books of accounts, there is some basic documents behind them.
For example, a bill/invoice must be there for selling/purchasing. In vouching, an auditor examines
these documents in detail and ascertains whether the transactions recorded are accurate or not. Thus,
vouching is a process of checking documentary evidences to ascertain authenticity of entries entered
in books of accounts.

Following are the main features of vouching:

1.

Checking of documentary evidences: A transaction is recorded in books of accounts on the
basis of certain documents. Under vouching, these documents are checked and it is seen
whether the transactions recorded in books have any documentary evidence or not.
Ascertain authenticity of accounts: Through vouching, auditor may find out how authentic
books of accounts are. He/she may find out whether there are any bogus transactions or not.
A technique of auditing: Vouching is a technique used by auditor. An auditor uses many
techniques to find out the accuracy of accounts. Vouching is one of them.

Systematic process: Vouching is a systematic process. The process of vouching is defined step
by step and the same has to be followed by auditor.

Wider scope: Vouching has a wider scope. It includes routine checking as well. Routine
checking means checking arithmetical accuracy of accounts, i.e. to see whether accounts are
correctly balanced or not.

Two types: There are two types of vouchers: Primary Vouchers and Collateral Vouchers.
Primary vouchers are the original copy of written documents, like original invoice or bill.
Collateral vouchers are the copies of supporting documents which are not available in original.

Meaning of Verification of Assets and Liabilities

Verification is a process by which an auditor satisfies himself about the accuracy and ownership of the
assets and liabilities appearing in the Balance Sheet by inspection of the documentary evidence
available. Verification means proving the truth, or confirmation of the assets and liabilities appearing
in the Balance Sheet. Thus, verification of assets includes verifying:

1. The existence of the assets.

2.Legal ownership and possession of the assets
3.Ascertaining that the asset is free from any charge, and
4.Correct valuation.

Whereas verification of liabilities includes verifying:

1. Existence of liabilities
2. Correct valuation



3. Personal liabilities not mixed with business liabilities etc.
While conducting verification following points should be considered by the auditor:-

1. Existence: The auditor should confirm that all the assets of the company are physically existing on
the date of balance sheet.

2. Possession: The auditor has to verify that the assets are in the possession of the company on the
date of balance sheet.

3. Ownership: The auditor should confirm that the asset is legally owned by the company.
4. Charge or lien: The auditor has to verify whether the asset is subject to any charge or lien.

5. Record: The auditor should confirm that all the assets and liabilities are recorded in the books of
account and there is no omission of asset or liability.

6. Audit report: Under CARO the auditor has to report whether the management has conducted
physical verification of fixed assets and stock and the difference, if any, between the physical inventory
and the inventory as per the book.

7. Event after balance sheet date: The auditor should find out whether any event after the date of
balance sheet has affected any items of assets and liabilities.

Objectives of Verification
Following are the objects of verification of assets and liabilities

1. To show correct valuation 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 and title of the assets

4. To find out whether assets were in existence

5. To detect frauds and errors, if any.

6. To find out whether there is an adequate internal control regarding acquisition, utilisation and
disposal of assets.

7. To verify the arithmetic accuracy of the accounts

8. To ensure that the assets have been recorded properly.

Advantages/Importance of Verification of Assets and Liabilities
The verification of assets and liabilities in auditing offers several advantages, contributing to the overall
reliability and credibility of financial statements. Here are some key advantages:

1. Enhanced Accuracy: Verification ensures that information presented in accounts is true and
fair. By confirming the existence, ownership and valuation of assets and liabilities, an auditor
ensures that there is no errors or frauds in accounts.

2. Showing real profits or loss: It is necessary to value assets properly, otherwise the true profits
or loss may not be known. Therefore, verification is important as it helps in finding out true
value of assets and liabilities.



3. Increase goodwill: If a company gets its accounts audited and its assets and liabilities are
properly verified from time to time, then its credibility increases. People’s trust results in
increasing goodwill of the business.

4. Safety of shareholders: In any company shareholders are the persons who invest money, but
they don’t directly manage the company. The management of company is in the hands of
Board of Directors. In such a case, if verification is done timely, shareholders will feel satisfied
that their money is not being misused.

5. Easy availability of loans: A company whose assets and liabilities are verified and valued by
an independent auditor will be trusted by banks as well. Therefore, it becomes easier to get a
loan.

6. Ease in selling the business: If a business is to be sold in future, the verified assets and
liabilities help in getting a fair price.

7. Easy to claim insurance: If any loss occurs due to any reason to the assets and liabilities of a
business, then insurance claim becomes easier if assets are properly verified.

Procedure of Verification of assets

The verification of assets in auditing involves a series of procedures to confirm the existence,
ownership, and valuation of various types of assets. The specific procedures can vary depending on
the nature of the assets and the industry in which the audited entity operates. Here's a general outline
of the procedures involved in verifying assets during an audit:

1. Planning and Risk Assessment:
e Understand the business and industry to identify the types of assets held by the entity.
e Assess the risk of material misstatements in asset accounts.
e Develop an audit plan that outlines the procedures to be performed.
2. Understanding Internal Controls:
e Evaluate the effectiveness of internal controls related to asset management.

e Assess whether internal controls provide reasonable assurance about the reliability of
financial reporting.

3. Physical Inspection:

e Physically inspect tangible assets, such as inventory, equipment, and property, to
confirm their existence and condition.

e For inventory, perform a physical count and reconcile it to the recorded amounts in
the financial statements.

4. Vouching:

e Select a sample of transactions from the asset accounts and trace them back to
supporting documents, such as invoices, purchase orders, and contracts.

e Ensure that transactions are properly authorized, recorded, and classified.

5. Confirmation:



e Obtain external confirmations from third parties, such as banks, to verify the existence
and ownership of financial assets like cash and bank balances.

e Confirm the balances of accounts receivable with customers to validate the amounts
recorded in the financial statements.

6. Documentation Review:

e Review relevant documentation, such as deeds, titles, and leases, to confirm
ownership and valuation of property and equipment.

e Examine loan agreements and contracts to verify the terms and conditions of liabilities
related to assets.

7. Analytical Procedures:
e Perform analytical procedures to assess the reasonableness of asset balances.
e Compare current-year balances to prior-year balances and industry benchmarks.
8. Testing Depreciation and Amortization:
e Verify the accuracy of depreciation and amortization calculations for long-term assets.

e Ensure that the methods used are consistent with accounting policies and generally
accepted accounting principles (GAAP).

9. Review Disclosures:

e Review the disclosures in the financial statements related to assets, ensuring that they
comply with applicable accounting standards.

e Confirm that any impairments or write-downs are appropriately disclosed.
10. Subsequent Events:

e Consider any events or transactions occurring after the balance sheet date that may
affect the valuation or existence of assets.

11. Reporting:

e Summarize the findings and conclusions from the verification procedures in the
auditor's report.

e If there are material misstatements or exceptions, report them in accordance with
auditing standards.

Throughout the verification process, auditors gather sufficient and appropriate audit evidence to
support their opinion on the fairness of the presentation of assets in the financial statements. The
procedures are designed to provide reasonable assurance that the financial statements are free from
material misstatements related to assets.

It should be noted that in case of different types of assets, different method of verification is used.



Procedure Used in Verification of Liabilities

The verification of liabilities in auditing involves a series of procedures aimed at confirming the
accuracy, completeness, and validity of the recorded liabilities in an entity's financial statements.
Here's a general outline of the procedures involved in verifying liabilities during an audit:

1. Planning and Risk Assessment:

e Understand the nature of the entity's operations and identify the types of liabilities it
may have.

e Assess the risk of material misstatements in liability accounts.
e Develop an audit plan outlining the procedures to be performed.
2. Understanding Internal Controls:
e Evaluate the effectiveness of internal controls related to liability management.

e Assess whether internal controls provide reasonable assurance about the reliability of
financial reporting with respect to liabilities.

3. Vouching and Tracing:

e Vouch selected transactions from liability accounts back to supporting documents,
such as invoices, contracts, and loan agreements. This ensures proper authorization
and recording.

e Trace from supporting documents to the entries in the general ledger to confirm
completeness.

4. Confirmation:

e Send confirmation requests to external parties, such as lenders or suppliers, to
independently verify the details of recorded liabilities. This may include confirmation
of outstanding loan balances or the terms of payment agreements.

5. Documentation Review:

e Review relevant documentation, such as loan agreements, contracts, and legal
documents, to confirm the terms, conditions, and amounts of recorded liabilities.

e Ensure that any covenants or restrictions associated with liabilities are considered.
6. Analytical Procedures:

e Perform analytical procedures to assess the reasonableness of liability balances. This
may involve comparing current-year balances to prior-year balances, industry
benchmarks, or other relevant benchmarks.

7. Review of Disclosures:

e Review the disclosures related to liabilities in the financial statements to ensure
compliance with accounting standards. Verify that all significant liabilities are
appropriately disclosed.

8. Legal Confirmation:



e Confirm legal obligations and liabilities by communicating with legal counsel or
obtaining legal opinions, particularly for contingent liabilities or legal claims.

9. Testing Accruals:

e For accrued liabilities, such as accrued expenses or salaries, verify the accuracy of the
calculations and ensure that they are consistent with accounting policies.

10. Subsequent Events Review:

e Consider any events or transactions occurring after the balance sheet date that may
impact the valuation or existence of liabilities.

11. Comparative Analysis:

e Compare recorded balances of liabilities with external benchmarks, industry averages,
or other relevant financial data to identify any anomalies.

12. Review of Agreements:

e Examine agreements and contracts to verify the terms, conditions, and obligations
associated with recorded liabilities.

13. Testing of Internal Controls:

e Test the operation of internal controls related to the recognition and measurement of
liabilities to ensure they are functioning effectively.

14. Risk Assessment Procedures:

e Consider any identified risks related to liabilities and perform additional procedures
as necessary to address those risks.

By performing these verification procedures, auditors aim to obtain sufficient and appropriate audit
evidence to support their conclusions about the accuracy and completeness of liabilities presented in
the financial statements. The procedures may be tailored based on the specific characteristics and risks
associated with the liabilities being audited.
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Meaning of Audit Report

An audit report is like a report card for a company's finances. When a group of experts
(auditors) examine a company's financial statements, they write a detailed document called an
audit report. This report tells everyone if the company's financial information is accurate and
if it follows the rules. An audit report is a formal communication that outlines the findings and
conclusions of an audit engagement.

Salient Features of an audit report

The salient features of an audit report include key characteristics that make it comprehensive,
informative, and reliable.
The features of audit report are as follows:
e Statement of facts collected by auditor.
e Serves as medium to convey auditor's opinion.
e Final product of audit.
e Based on facts and information relating to company.
e Essential for shareholders.
e Report may be short or long.
e May be clear/qualified/foul report.
e May be in the form of letter or mere statement.
e Duly signed by auditor and attached to balance sheet.

Objective/Purpose of Audit report

The auditor's report serves several important purposes or objectives, providing valuable information
to various stakeholders. Here are the main purposes:

1. Expressing an Opinion: The primary objective of the auditor's report is to express an opinion
on the fairness of the financial statements.

2. Assuring Credibility: An audit report shows how far the accounts maintained are true and fair.
This creates credibility in the minds of stakeholders.

3. Compliance with Auditing Standards: The report ensures that the audit was conducted in
accordance with generally accepted auditing standards (GAAS) or other applicable auditing
standards. This compliance is essential for maintaining consistency and quality in the audit
process.

4. Transparency and Accountability: By detailing the scope of the audit, the auditor's report
promotes transparency. It clarifies the responsibilities of both the auditors and the



management, holding each party accountable for their respective roles in the financial
reporting process.

Highlighting Key Information: The report may include paragraphs to draw attention to specific
issues or uncertainties that users should be aware of. This helps stakeholders focus on critical
aspects of the financial statements.

Facilitating Informed Decision-Making: Users of financial statements, such as investors,
lenders, and regulatory bodies, rely on the auditor's report to make informed decisions. A clear
and reliable report contributes to better decision-making by providing confidence in the
financial information.

Promoting Market Efficiency: A credible auditor's report contributes to the overall efficiency
of financial markets. Investors and other market participants are more likely to trust and act
upon financial information that has been independently verified.

Meeting Regulatory Requirements: The report often fulfils legal and regulatory requirements,
ensuring that the auditors meet their obligations to report on the financial statements of
companies subject to audit.

In summary, the auditor's report serves as a critical communication tool, providing stakeholders with
the necessary assurance and information to assess the reliability and credibility of an entity's financial
statements.

Types of Audit Reports

There are several types of audit reports, each conveying a different message about the financial
statements of a company. The types of audit reports include:

1.

Unqualified Opinion: This is the most favourable type of audit report. It indicates that the
financial statements are presented fairly in all material respects in accordance with the
applicable financial reporting framework. No significant issues or concerns were found during
the audit.

Qualified Opinion: A qualified audit report is a type of report issued by auditors when they
have concerns about certain aspects of a company's financial statements. It indicates that
overall the financial statements are presented fairly, but there are specific issues that need
attention or clarification. A qualified audit report is like saying, "The company's financial
statements are mostly okay, but there are a few areas where we have some concerns."

Disclaimer of Opinion: A disclaimer of opinion occurs when the auditor is unable to form an
opinion on the financial statements due to significant limitations on the scope of the audit.
This might happen when the auditor cannot obtain sufficient evidence to support their
opinion.

Adverse Opinion: An adverse opinion is the most critical type of audit report. An adverse
opinion in an audit report is a serious and negative assessment made by auditors regarding a
company's financial statements. It indicates that, in the auditors' view, the financial statements
do not present a true and fair view of the company's financial position and performance.

Emphasis of Matter Opinion: This type of opinion is used when auditors want to draw
attention to a matter disclosed in the financial statements. It does not change the overall
opinion but highlights a particular aspect that users should be aware of.



6. Going Concern Opinion: Auditors include a going concern opinion when there is substantial
doubt about the entity's ability to continue operating in the foreseeable future. This is a crucial
consideration for stakeholders as it raises concerns about the company's financial health.

7. Report on Specific Elements, Accounts, or Items: In some cases, auditors may issue a report
specifically addressing particular elements, accounts, or items in the financial statements
rather than providing an opinion on the financial statements as a whole.

These different types of audit reports help communicate the auditor's findings and opinions to users
of the financial statements, allowing them to assess the reliability and integrity of the information
presented by the audited entity.

Format of audit report

1. Title:

e The report usually starts with a title that includes the term "Independent" to
emphasize the auditor's impartiality.

2. Addressee:

e Specifies to whom the report is addressed, often the company's shareholders, board
of directors, or regulatory authorities.

3. Introductory Paragraph:

e States the financial statements audited and outlines the responsibilities of both the
auditors and the management.

4. Scope Paragraph:

e Describes the nature and extent of the audit work performed, including reference to
auditing standards followed.

5. Opinion Paragraph:

e Expresses the auditor's opinion on whether the financial statements are presented
fairly in all material respects. The opinion can be Unqualified, Qualified, Disclaimer, or
Adverse.

6. Basis for Opinion:

e Describes the audit procedures conducted to form the opinion, reassuring users that
the audit was conducted in accordance with relevant auditing standards.

7. Emphasis of Matter/Other Matter Paragraphs:

e Highlights specific matters that are considered important for users' understanding,
such as significant uncertainties or events.

8. Date:

e Specifies the date when the report is issued. This is crucial for users to know the point
in time to which the audit opinion applies.

9. Auditor's Address:



e Provides contact information for the auditing firm or individual auditor, allowing users
to reach out for further clarification.

10. Comparative Information:

e If applicable, the report addresses comparative information from the prior period,
discussing changes and assessing consistency.

11. Going Concern Assumption:

e Addresses whether there is substantial doubt about the entity's ability to continue as
a going concern. If relevant, the report includes a paragraph expressing a qualified or
adverse opinion.

12. Auditor's Signature and Title:

e Thereportis typically signed by the auditing firm or the individual auditor responsible
for the engagement. The title indicates the level of responsibility within the auditing
firm.

These features collectively provide a comprehensive and transparent overview of the audit process,
the auditor's findings, and their opinion on the fairness of the financial statements. The report serves
as a crucial tool for stakeholders to assess the reliability and credibility of a company's financial
information.

Format of an Audit Report

Format of an Audit Report
[Independent Auditor's Letterhead]
[Date]
[Addressee — Typically addressed to the Board of Directors or Shareholders of the Company]
[Opening Salutation]

[Paragraph 1: Introductory Paragraph]

We have audited the financial statements of [Company Name], which comprise the balance sheet
as of [Date], and the income statement, statement of changes in equity, and cash flow statement for
the year then ended. Management is responsible for the preparation and fair presentation of these
financial statements.

[Paragraph 2: Auditor's Responsibility]

Our responsibility is to express an opinion on these financial statements based on our audit. We
conducted our audit in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free from material misstatement.

[Paragraph 3: Basis for Opinion]



An audit involves performing procedures to obtain audit evidence about the amounts and
disclosures in the financial statements. The procedures selected depend on the auditor's judgment,
including the assessment of the risks of material misstatement of the financial statements, whether
due to fraud or error.

[Paragraph 4: Auditor's Opinion]

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of [Company Name] as of [Date], and the results of its operations and its cash
flows for the year then ended in accordance with [applicable financial reporting framework].

[Paragraph 5: Emphasis of Matter/Other Matter]
[If applicable, include any emphasis of matter or other matter paragraphs to draw attention to
specific issues or events.]

[Paragraph 6: Additional Information]
[Include any additional information or disclosures as required.]

[Paragraph 7: Auditor's Signature and Title]
[Name of Audit Firm or Auditor]
[Signature]

[Date]

[Closing Salutation]

[Contact Information of the Auditor or Audit Firm]



