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10 OBJECTIVES

The unitaims at familiarizing the students with the principles and methods of
2udifing and ls application in the Business Management.

T.‘I INTRODUCTION AND ORIGIN OF AUDITING

The word “audit’ is derived from the Latin word "audire” which means to hear,
4= e ancient timss, whenever the owner of the business suspecled frauds they
=== 10 =ppoint certain persons to check the accounts, Such persons sent for the
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accountants and heard whatever they had to say in connection with the accounts.
The auditing practised during the ancient times was relatively crude and confined
itself mainly to the verification of the accuracy of cash receipt and disbursements.
Such an examination was too simple and brief, largely because of he limited number
of transactions and the small amount of financial involvement.

A maijor break-through in the system and praclice of auditing was noticed
during the fiteenth cantury with the publication of the book on double entry system
of book keeping by Luca-Pacialo in Italy in 1484. The publication marked the
beginning of systematic accounting and recarding of the business tfansactions. In
his treaties, Luca-Pacialo also described 111e various dulies and responsibilities of
the auditor.

With the growth of industry and commerce during the later periods, more and
mare refinements were noticed in the system and praclice of auditing. However
auditing as il exists today can be traced back to the Greal Indusirial revalution In
Britain during the 18" century. The subsequent scale of production of goods under
the mechanized process led to a rapid increase in the requirement of capital which
ultimately led to the Joint Stock Company form of business organization with the
sub-division of ownership, and the delegation of manage rial autharity toa board of
direclors.

In these circumstances there was a need for the shareholders to be satisfied
(hat the accounts presented to them by a board of directors annually, did in fact
show a true and fair view of the financial position and eamings of the Company, It
was for {his reasan, therefore, thatthe practice developed of appointing auditors
whose duty was (g verify on behalf of he shareholders the accounls ofthe directors
and to report thereon to the shareholders, During the inillal siage, one or two
shareholders of the Company used to bo appointed as anditors lo verify the accounts
an hehalf of the shareholders. However lhese peaple had no technical qualifications
and were nol able io make elfective audil.

With the rapid increase in the number and size of the companies during the
nineteanth cantury and the growth in the interest of various outside parties in the
affairs of the company, the need was felt to ascertain the actual financial condition
and earning of an enterprise in the hands of independent experts. This ultimately
led to the emergence of a new group of professional accountants, who audit the
accounts of the business enlerprises, in an independent and unbiased manner.

In India, the professional auditing was introduced by the Indian Companies
Act of 1913. Inifially, only a person holding Government Diploma in Accou nting, could
actas an auditor. In 1932 the Indian Accountancy Board was constituted under the
Auditors Certificate Rules so as 1o give the profession a measure of autonomy.
However, from 1948, with the enactment of the Chartered Accountant's Act, the
entire management and control of professional auditing has been handed overto
the profession itself. .

1.2 DEFINITION OF AUDITING

The term "Auditing” has been defined Iin different ways by different authors.
Some of the important definilions given by the leading authors on the subject have
been reproduced below.




- According to the Spicer and Pegler, "An audit miay be said to be such an
sxamination of the books, accounts and vouchers of a busihess as will enable the
~uditer (o satlsfy himself that the Balance Sheet s properly drawn up so as togive
= true and fair view of the state of affairs of the business and whether profit and loss
sccount gives  true and fair view of the profit orloss for the financial period according
to the best of his information and explanations given to him and as shown by the
sooks and if not, in what respect he is not salisfied. The auditor assures himself
about the accuracy and authenticity of the transactions by inspecting, comparing,
chacking the vouchers supporting the transactions in the hooks of accounts and
=xamining the correspondence, minutes books of the shareholders and directors,
—emorandum of associations, arficles of association and various other records
svallable with the concem.

~ According to Montogomary, “Auditing is a systematic examination of the books
of aceounts of a business or ownier organization in order o ascertain and verify and
= export upon the facts regarding its financial operations and the result thereof™.

Lawrence R. Dicksee defines auditing as 'an examination of accounting
—enrds underiaken with a view to establishing whether thay correctly and completely
==i=ct the fransactions to which they relate. in some instances ft may be necessary
= sscertain whether the transactions themselves are supported by authority.

According to F.RM. De Paula “An audit denotes the examination of a Balance
Shi=etand Profit and Loss Account prepared by owners together with the books of
c~ounts and vouching relating thersto in such a manner that the auditor may be
=5l to satisfy himself and honestly report that in his opinion, such Balance Sheetls
aroparly drawn upsoasto exhibit a true and correct view of the state of affairs of a
particular concern accarding to the inforration and explanation given to himandas
shown by books”.

In the book “An Introduction to Indian Government Accounts and Audit”, the
Comptraller and Auditor General of India defines audit as an instrument of financial
il It acts as a safeguard on behalf of the proprietor, (whether an individual ora
aroup of persons) against extravagance, carelessness and fraud on the part of the
oroprietor agents or sepvants in the realization and utilization of his money or other
====i5 and it ensures on the prop rietor's behalf that accounts maintained truly
represents the facts and thal the expendilure has been incurred with due regularity
2 priority.

From the above definitions given by different authorilies atdifferent points of
$m= it is seen thal auditing does not confine itself only to axamire the arithmetical
accuracy of the books of acoounts, [tgoes furiher and find out whether the transactions
s=corded in the books of origin al entry are correct or not, whether they are properly
=horized and whether they are to detect fraud, to ascertain the borrowing capacity,
= ascertain the value of the unquoted show of a private company or to ascartain the
—arkat value of different assets of the company at the time of liguidation. Unlike
inwestigation, auditing is conducted tofind out whether {he balance sheetis properly

yn up and exhibits a true and fairview of the state of affairs of the concem.
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1.3 DIFFERENCE BETWEEN BOOK-KEEPING, ACCOUNTANCY ANL
AUDITING

There is a great deal of difference between book-keeping. sccount=ncy and
auditing. In the business concem, the bock keeping refers to = 2t of andemng the
business transactions in the books of original entry and ledgers. Al hese works ar
of a mechanical nature and require very little knowledge of sccouni=ncy = the
organization, these type of works are mostly done by the clerks. The work of the
accountant starts afier all the transactions are entered in e bocks of accounts | It
the job of the accountant to compila the accolnts from the bogks of scecuntsir
such a way as one is in a position to know the siate of affairs of the business. The
accountant also examines the various Implications of the accountng s=t=menis it
the management with a view to helping the management 1o draw various con-hsions
about the state of affairs of the concem and in chalking out fne futurs policy of the
organization., The work of an auditor staris after the accountant has S=hed his

| work. The auditor verifies the book enfries and the various accourss & asserts thaj

accuracy. The auditor is neither a book-keeper nor an accountant s & required o
find out whether the final accounts reflect a true and fair view of B2 =ik of 25airs o
the concern or not and to report his finding fo the sharshoidars.

Difference between Auditing and Investigation

Both auditing and investigation invalve examination of books and records
But the nature of examination is different in both cases. The imporiant paints. (s}
distinction between the two are given below.

() Object: The object of audit is {o asceriain the truthflness and =imess of the
state of affairs and resulis of operations as revealad by baiancs sheet and
profit and loss account. On the other hand, an investioation is a specialenguiry
into the profit earming capacity, financial position orany funclionsl area of the
concern with a specific purpass.

(i) Period: An audit period of an year or six months under examination. Bul
Investigation may cover several yaars, say two to four vears.

(i) Scope: The scope of audit is very wide. But the scops of investigation is
limited.

(iv) Observance of accounting principles : Inan audit the auditor has to ensure
adherence to generally accepted accounting principles and audit procedures
and disclosure requirements if any. \Whereas in Investigation, the accountant
is not at all bound by accounting and auditing principles and disclosure
requirements.

() Submission of Report : The audit report is submitied 1o the owner. But report

in case of investigation is submitted to person on whose bekalf it is being
conducted.

14 OBJECTS OF AUDITING

The basic objective of auditing has changed from time to time. During the
early days when the size of the enterprise was small, operation was simple and the




financial Involvement was very insignificant, the basic objective of auditing wasto traductian
detect the fraud, if any, committed by the emplpyees.

After the great Industrial Revolution, tHe large slzed corporate form of
organization came into picture. This snabled the promolar lo ralse larne amounting
of capital through diffusion of ownership. In the course of time the size of ths
companies also greally increased, resulting in the creation of a large number of
relatively small shareholders who had no connection with the managemenl of the
enterprise. During these years, the business enterprise because of the size, number
and the extent of financial invalvement acquired tremendous economic significance
and a number of outside parties e.g. bankers, investors, creditors, government
agencies and public in general developed great stakes in the financial wall-being of

\ the enterprise. All these developments ‘created a new awareness of the
i responsibilities of audit. It was fell that there should be an Independent opinion as
to the fairness of the financial statements provided by-a management. Keeping in
view the change in the economic significance of the enterprises from 1940 onwards
the only audit objective of the audit has been to render an opinion as regards the
truth and fairmess of the presentation in the financial stalements as prepared by the
managemenl and the objective of fraud detection has been relegated to the
backg round. However, it may be rioted here that the objective of fraud detection
cannct altagether cease to be an audit objective because of efrors and frauds exist
In the books and records, the accounting statements cannot reflect the true and fair
view of the posiion of the entarprise.

On the basis of the above discussion the objects of audit may be broadly
‘classified into two fallowing categories i.e. primary and secondary.

1.4.1 Primary

NOTES

(1) Toexamine the reliability and validity of the financial statement so as to render
an opinion on the truth and fairmess of the presentation in those statements.

1.4.2 Secondary
(2) Detection and Prevention of efrors
(3) Detection and Prevention of frauds
(1) Opinionas mg:ards financial statements

The primary objective of an auditis to express an independent opinion about
the truth and faimess of the financial state of affairs for the enterprise. According to
Section 227 of the Indian Companies Act, 1958, the auditor of a company has to
give his opinion (a) whether the Balance Sheel af{he company gives a frue and fair
view of the financial position at lhe end of the financial year and (ly) whether the
profit and loss account gives a frue and fair view of the profit or loss for that financial
year,

In order to give his opinlon about the Company, an audllor has to examine the
various books of accounts, statements and ofher records avallable atthe unit. He
snould exarnine the nature of the transactions and ils authenticity. In his endeavour,
he has to take the help of the employees of the organization and its internal control




Auditing and other checking system. However, it must be emphasized here that the opinion
to be expressed by the auditor must be an independent opinion. He should not
allow himself to be influenced by the opinions expressed by other parties like the
employees, shareholders, governmentor other interested parties.

2  Detection and Prevention of Errors

An accounting error may be defined as unintentional mis-statement or mis-
description in the books of accounts by the employees or ofher officars of the
enterprise, An error Is generally taken to be indecent. However when itis deliberately
made, it acquires the character of fraud It is therefore necessary that the auditor
must pay particular attention to every sitor, whatever innocence itmay appear o be
int the first sight,

Errors may be broadly classified into four types (g) Clerical errors (b) Errors
of Principle (c) Compensating errors (d) Errors of duplication.

{a) Clerical Errors

Clerical errors are committad in posting, tetaling and balancing, Such errors
may be grouped under two heads, (i) Errors of Omission (i) Errors of Commissien.

NOTES

The efrors of omission oceur, when a transaction has not been recorded in the
books of account either wholly or partially. Some of the examples of the first type of
error may be omission to enter the invoices in the purchase daybook, the omission
of sales from the sales daybook, the nen-provision of interest, rent, salaries and
other outstanding dues. These types of errors are difficult to detect as they will not
affect the irial balance, However verifying the original vouchers of the purchases
and sales etc. which detect this type of arror.

ifthe omission has been made partially i.e. only one aspect of the purchases
or sales have been entered in the books, then it will affect the trial balance and the
omission will be gasily detected.

Errors of Commission refers to wrong positing, additions, or calculations either
in the books of original entry ar In the subsidiary books, When any error is committed
in the orlginal books of entry e.g. in the purchase book or sales book, the error does
. | not affect the trial balance which will bie difficult to detect, However when a transaction
is wrongly posted in the ledger or posted to the wrong side in the ledger, such errors
can be easily detected because of the non-agreement of the trial balance. Errors
committed while totaling the balarices in the ledger accounts or while entering the
ledger balances in the trial balance would also be reflected in the disagreement of
the trial balance and would not bedifficult to detect.

(b) ErrorofPrinciples

An error of principle arises when the generally accepted accounting principles
are not observad While recording the transactions in the books of account. This may
be largely due fo the lack of sufficient knowledge of the accaunting principles on the
part of the book-keeping clerks. The error might also be deliberate and committed
with the Intention of overstating or understating the profitand losses of the enferprise.
Some of the important examples of the errors of principle are wrong allocation of
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expanditure between capital and revenue, valuation of assets against the generally Introduction
s=cepted accounting principles ignoring questions of outstanding assets and
S=bilities, Inadequate provision In respect of depreciation and doubtiul debt, taking
==4it from unearned profits and treating real llabilities as contingent liabilities.

Most of the errors of principle do not affect the trial balance, However they
afi=ct the profit or the loss of the concern. Itis therefore very Important for the auditor
o pay particular attention towards this type of error. The task of detecting thess
types of errors has assumed greaier importance in these days, when it has been
ansarved that in a majerity of the cases, these errors are committed by the top
management deliberately with a fraudulent intention. These are not disclosed by
the trial balance or in the course of routine checking. The auditor has to make &
s=arching enquiry and apply his independent mind and common sense in detecting
thair errors.

(e} CompensatingErrors

Acompensating error is one which has the effect of compensating or offsetting
whether whally or partially the effects of the other errors. As a result of this error,
there may appear to be no difference between the two sides of the trial balance
aiving an imprassion that every transaction has been recovered properly in the books
of accounts. However in reality a number of errors might have been hidden in the
baoks of accounts. An example of this errar has been illustrated below. Tom's account
was to be credited for Rs.5000 but was credited for Rg, 500 while Dick's account
which was to be credited for R$.500 but was credited for Rs,5000. Similarly the
under easting of one account may be counier balanced by an over casting of another
account to the same extent.

These types of errors are mast difficult to detect since none of them will affect
the frial balance. A complete and exhaustive scrutiny and examination of vouchers
in their entry to the original books of accounts and su bsequent postings in the ledger
would detect these errors. In most cases because of the limited lime the auditor
depends upon test checks. However if the suditor comes across any such error, he
may have togofora gatalled scrutiny of all transactions.

(d) Errorof Duplication

An erfor of duplication arises when the same transaction is recorded twice
and hence posted twice in the ledger accounts. This may happen because of the
fallure on the part of the book keeping clerk to distinctly mark the vouchers already

‘enterad in the books of original entry or because of the confusion caused by the

invoices or vouchers recelved in duplicate. Since the errors of duplication are not
raflacted in the trial balance, [t may be difficult to detect. Careful vouching is the only
answer for location of errors. '

Certain Common procedure for Detaction of Errors

Even though itis not the duty of the auditor to locate an error, nonetheless he
has to locate the error in order to report the truth and fairness of the accounting
statements. Some of the comman steps normally taken to detect the errors areto :
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() Checkand racheck the total of trial balance.

(i)  Find out whether the balance of all ledger accounts have: been transferred fo
the trial balance.

(iii) Check up, on the basis of the nature of certain accou.iis which will always
have either debit or credit balances, whether these have either debit or credit
halances, whether these have been posted to the correct side of the trial
balance.

(v} Check the lotals of the ledger accounts.

(v} Find out whether all the entries of the original books of accounts have been
properly posted and also check up the totals of the books.

(vi) Check up the opening balance of the ledger accounts brought up from the
previous year.

(vil) Iflhe errors are still not located, then the difference may be due to the following:

a. Where the difference it the trial balance is divisible by 8 then it is likely that
there may be riisplacement of figures, say 12 for21, 24 for 42,36 fer 63 and
s0 on.

b. Theerrorofa round sum like 10 or 1000 is often due to mistake in totaling.
Detection and Prevention of Frauds

Fraud refers to false representation in the books of accounts made intertionally
to defraud some body. Detections of fraud Is considered to be one of the important
duties of an auditor. As a matter of fact, originally audit was conducted mainly with a
view to detecting fraud whenever it was suspecled.

A fraud may be committed in any of the following ways.
(i)  Misappropriation or embezzlement of cash.
(ii}y Misappropriation of goods.
(iif)y Fraudulent manipulation of accounts.
(iv) Windowdressing.
() Misappropriation or Embezziement of Cash

The possibility of misappropriation or embezzlement of cash s relatively higher
in a big organization when it is difficult to have direclt control over those persons
who are dealing with cash or cash fransactions. Cash may be misappropriated in
any of the following ways: -

(@) Omitting to enter any cash which has been received.
(b) Entering less amount than what has been received.

(c) Making fictitious entries on the paymentside of the cash book that has been
actually paid. '

In order to discover fraud under (a) and (b) ahove, the auditor should check
the debit side of the cash book with the rough cash book, salesman'’s report,

.



counterfoils of the receipt books, agent's return and thelr original records while the  Intreductian
frauds under (c) and (d) can be discoverad by reference to the vouchers. wage
sheets, salary book, invoices etc. However the best way of checking the fraud Is to
prevent it. This is possible only when there is an automatic internal check system
within the organization under which the receipt and payment of cash of one clerk is
‘automatically checked by another clerk. NOTES

(i) Misappropriation of Goods :

Misappropriation of goods may be commiitted by way of recording purchases
of longer quantities than are actually received or entering sales of larger quantities
than are actually supplied and appropriating the balance quantities in cash for

, personal gain. This type of fraud is very difficult to detect especially when the goods
are less and are of higher value. Proper method of keeping accounts In respect of
purchase and sales, stock taking, stricter check on Incoming and outgoing goods
and periodic comparison of gross profit percentage to sales would help to avoid
misappropriation of goods.

(i) Fraudulent Manipulation of Accounts :

Fraud by means of manipulation of accounts is most commonly done by seniar
Iavel officers of the organization like directors, or managers or other board level
officials. The fraud is committed by making false entry in the books of accounts or
altering, removing or desiroying the true entries or omitting to enter a true entryin
ihe books of accounts. Since the fraud is caused by higher level officers, it is very
difficult to detect it. The fraud is committed either to over state the profit orunderstate
the profit.

The- profit Is over stated so (hat the directors can get higher amount of
commission, higher amount of dividend if they hold shares can dispose the shares
in the market at a higher price and can assure the shareholders (hat every thing is
well in the orgnisation.

On the other hand profitis understated to purchase the shares in tha market at
a lower price, to reduce or avoid the payment of income tax and to give wrong
mpressionabout the company to the compstitors,

Some examples of fraudulent manipulation of accounts are no n-provision of
depreciation or providing less or more depreciation, undervaluation or over-valuation
of assets and liabilities, showing fictitious sales and purchases, ulilization of secret
reserve for paying profit without disclosing the fact ete.

(fv) Window Dressing :

Window dressing is the practice of arranging the various assets and liabilities
in the Balance Shest with the objective of presenting a pariicular financial picture
which does not truly represent the normal financial position of the business. Window
dressing Is done by recording sales and income of the following year in the current
year, recording goods sent on "sale on retumn” basis as regular sale or treatment of
~ normal revenue expenditure as deferred revenue expenditure,

Like detecting the falsification of account, window-dressing Is also difficult to
delect becauses It is committed by some top level officers with a particular objective.
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Auditing In allthese types of situations, the auditor should be very careful. He should conduct
the routine checking and vouching most carefully and make s2arching, tactful and
intelligaentinquiries.

Qualification of an Audi:or
NOTES Basic Qualification :

To be auditor, a person must be Chartered Accountant within the meaning of
the Chartered Accountants Act of 1949, He must have the examination conducted
by the Institule of Chartered Accountants of India or England. He must also secure a
certificate to take up public practice of acuountancy.

Since the auditor within ai; srganization has to perform a variety of functions,
he should also possess cartain other qualities 1o be more effective in his profession.
The qualities may be broadly grouped into professional qualities and general
qualities.

Professional Qualities :

Under the professional qualities the auditor is expected to possess sufficient
knowledge of accounting and its varlous principles, knowledge of the accounts of
the partioular business under credit and the various laws affecting the business and
the knowledge ofits production system. The auditor should aiso be quite familiar
with the financial management and marketing management.

General Qualities :

Besides the professional qualities, the auditor Is also expected to possess
same general qualities like honesty and integrity, tactfulness, vigilance, responsibility,
obligation, ability to communicate effectively and lastly common sense.

The qualities of an auditor has been spelt out in a number of judaments of
different judges.

In the Kingston Cotton Mills Case, Lord Justice Lopes stated that an auditor is
notbound to be a detective on approach to his work with suspicion or with foregoing
canclusion that there is something wrong. He is a watch dog but nota blood hound.
He: is justified in believing tried servant of the company, and is entitled to rely upon
their representations provided he takes reasonable care.

In the London Oil Storage Co. Ltd. Cass, Justice Albertson stated that the
auditor is not bound to assume when he comes to do his duty that he is dealing with
fraudulent and dishonest peaple. If the clrcumstance of suspiclon arises it is his
duly to prescribe them to the bottom.

SELF TEST -1

1. Define Auditing State the difference between Book Keeping, Accountancy
and Auditing. .

What s Investigation ? How does aud iting differ from investigation 7

Whatis the Primary and Secondary objecls of Auditing ?

State and give examples of different types of errors and frauds.

What is the qualification of an auditor 2
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1.5 TYFES OF AUDIT tntroductinn

Auditing refers to an independent review or examination of the books of account
and other records of an arganization by a professionally qualified person in order to
ascertain whether the financial statements have been prepared on the basis of the
generally acceptad accounting principles and whether they reflect the true and fair
view of the financial state of affairs of the concem. The auditing as stated above is
an independent auditing dons by an external agency. However sometimes the
enterprise may appoint suitable qualified persons to conduct an internal audit within
the organization to find out the effectivenass of the information, systems control
systems and other cperating procedures. In addition special lype audit may also be
conducted fo ascertain the profits for the declaration of Interim dividend, detection
of fraud or close examination of certain aspects of the business. Within an enterprise
some audits are done only at periodical intervals which some other audits continue
without any break.

Based on the above discussion, audit may be classified as General Auditand
Special Audit. The General Audit may be further classified into Independent Audit,
Internal Audit and Government Audil. The special audit may be further classified
inte interim Audit, Cost Audit, Operational Audit, Management Audit and Performance
Audit.

On the basis of method of examination, audit can further be classified into
Continuous Audit, periodical Audit and Balance Sheet Audit,

We have examined the main feature of different types of audit and their
usefulness to the organization.

1.5.1 Independent Audit

The independent audit is conducted by professionally qualified parsons wha
are independent of arganization and do not have any interest in the organization.
According to the Section 24 of the Companies Act, 1958 only qualified Chartered
Accountants can be appointed as auditor of the company, The auditor examines
the truth and fairmess of the financial statements prepare by the accountants of the
company and gives us his own opinion it. The auditor's opinion on gives a sense of
credibility to the financial statements in the eyes of those for whom these statement
are meant e.g. owners, creditors, investors, governmental agencies and so an.

The next outstanding feature of independent audit is the independence of the
auditor, Because of the independent status of the audilor, his opirion carries weight
with all types of people, Without independence from the client enterprise, his apinion
| will suspect and will not serve the needs of those who seek to act on the basis of the
financial statements. The need for independence on the part of the company auditor
i nas aiso found recagnition in the Company Law which lays down that a person shall
nol be appointed as auditor of a company if he had any interest whalscever, whether
financial or otherwise in the company or is management.

There are two types of independent audit, (i) Statutory audit (i) Private audit.

In all these organizations, where audit is made compulsary by law, it is called
statutory audit. Statutory audit has been prescribed in the case of companies
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governed by the Companies Act, Banking Com panies underthe 8anking Regulation
Act. Electricity Supply Companies, Co-operative Sociefies, fublic and charitabl
trust registered under various religious and other Endowment Acts, Socletie
registered under the Societies Registration Act, and Corporations setup under an
Act of Parliament or State Legislature.

it may be stated here that in most of the organizations stated above the owners
shareholders or investors do notmanage the day to day affairs. Itis therefore natur;
that they should know how the affairs of the enterprise Is being managed, which on
the independent auditor can give. In all cases of statutary audit, the audit is compulsol
and the appointment, terms of contract and therights, duties and the responsibilitie
of the auditor are governad by the law,

In the cases of all those organizations, where audit is not compulsory by Ia
gven though it is opted for the various benefits flowing from it, it s called Privai
Audit. In India the sole proprietory concerns, Partnership firms, Joint Hindu fami
business etc. are not obliged under the law to get their financial statements audite
However, most of these organizations whose turnover have exceeded Rs.25 lakt
get their accounts audited because of the requirements of the Income Tax Ax
Similarly while obtaining any loan from any financial institution ar while setting tf
claims of partners in displite, or while ascertaining the going value of a concern, it
necessary to make an independent audit of the organization by a qualified chariere
accountant, who would give us own independent opinion about the manner in whit
the business transactions are maintainad and whether there is any fraud or erro

by the employees of the enterprise.

It may further be stated here that since the private auditis not governed by al
statute, the nature and scope of the audit is determined by the contracl between i
audit and the client. However even in the case of Private audit, the auditor has
maintain his independence and should not do any thing under the influence or consid
the dictate of his client.

1.5.2 Internal Audit ;

Unlike the independent audit which Is done by Independent auditors, t
intemal audit is concluded by the employees of the organization. The internal aw
ls a managemeant control system which involves a continuous and objective apprai
of the various activities within an organization. Its objectives are (i) whether U
established management controls are adequate and an effectively maintained,
whather the various records, accounts and reports reflect the actual operatio
accurately and promptly and (jify whether sach division; department or other uni
carrying out the plans, policles and procedures for which it is responsible.

Unlike the external auditor, the scope of aperation of the Internal auditor
much wider and in many cases his operation may extend to the non-financial ar
of the organization. Even though the techniques normally employed by the exten
auditor are also used here, the internal auditor makes much detalled investigati
and appraisal of the various activities of the enterprise. This is because of t
adequate time available at his disposal and because of his thorough knowledge
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the various activities of the organization in comparison to the external auditor.
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Unlike the Independent auditor who enjoys absolute degree of independence
granted to him under the statute, the internal auditor does not enjoy the same degrea
ofindependence since he is required to function within the organization under the
direct control of the mariagement. However, the internal audit should axhibit the
highest degree of efficiency by examining and reviewing the various operational
and financial policies, rules, procedures and activities of the organization in the
best objective manner by maintaining his own honesty and integrity. If the internal

“audit system within an arganization is efficient, the job of the external auditor can be
ceased to a large extent since he can depend on internal audit, who has examined
and reviewed the business transaction in detail,

1.6.3 Government Audit:

The Government as a body incurs the largest amount of expenditure in the
economy. In a mixed economy like ours where some of the major manufacturing
activities are undertaken by the Government needs no further elaboration. The
Government audit may be broadly classified into (i) audit of Government

departments, (ii) audit of statutory corporations and (iii) audit of Government
companies.

(i)  Auditof Government Departments : The audit of the accounts of the various
government departments which are not registered as companies are done by
the Comptroller and Auditor General of India, who Is appointed by the President
of India. The Comptroller and Auditor General besides auditing the accounts
of various State and Central Government depariments, also prescribe the
various forms and other procedures in which the accounts should be
maintained. The Comptroller and Auditor General afier auditing the accounts
submits this report to the President of India in case of the Union Government,
who shall cause them to be placed before the Parliament. in the case of State
Govemment departments, the report is submitted to the Governor of the
respective States, who shall cause these to be placed before the state
Legislature,

(i) Statutory Corporation: The Statutory Corporalions are those bodies which
have been set up under the special Act of the Parliament or the State
Legislature. In'most of the cases; the Comptroller and Auditor General is
ernpowered in auditing the accounts of these Corporations, like State Financial
Corporation, Industrial Finance Carporation of India, Life Insurance Corporation
of India, where besides the Comptroller and audilor General, the Chartered
accountants are also appeinted to audit the accounts. In the later case the
Chartered Accountant submiits his report to the sharsholders in the Annual
General Body meeting and his rights, duties and responsibilities are governed
by the Companies Act, 1956.

(fii) Government Companies : The Saction 817 ofthe Campanies Act describes
a Government company as one in which at 51 per cent of the paid up share
capital is held by Central or State Government or Government companies or
corporations, The Companies Act also stipulated that the auditor of a
Government Is fo be appointed by the Company Law Board on the advice of
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the Comptraller and Auditor General of India. The rights, duties, powers and
responsibilities of the auditor of Government company is prescribed by the
Comptroller and Auditor Genaral from time to time In the different circulars
issued by it in those direction, Normally the duties of the auditor of a
government company is much wider than that of a private company. The
Govarnment auditar besides checking the various financial accounts also
examines and reviews the various non-financial activities of the company which
have the same bearing on the efficiency and productivity of the company.

The auditor of a Govemment company submits his report to Comptroller and
Auditor General, who after making necessary comment on it places the repart before
the Annual General Meeting of th= company.

1.5.4 Specific Audit:

Unlike a general audit, the scope of a specific audit is restricted in terms of
areas, event or period o be covered. The specific audit is conducted with a spegific
object and Is conducted at irregular intervals, Some of the main varieties of the
specific audit are discussed below.

1.4.5 Interim Audit ;

An interim audit s one which is conducled betwsen two annual audits. The
interim auditis not conducted every year. In those years, when the management of
the Company wants to disclose an interim dividend besides the final dividend, the
interim audit is conducted. The interim audit involves an examination and review of
the books of accounts and other records of the Company till the date of the interim
audit The interim audit, when conducted helps the statutory auditor in sarly completion
of the annual audit since a major part of the audit has already been completed by
him earlier. It may however be stated here that the statutory auditor has to take a
total picture of the financial position of the Company at the time of statutory audi
and should not lay any exira importance on the un-audited accounts and records.

1.5.6 Performance Audit :

The performance audit is a variant of the internal audit. It is mainly concerned
with ascertaining the efficiency of the various operations of the erganization. Within
an organization a variety of control systems operate in the area of cash receipls,
cash payments, store receipts, stores disbursement, preduction marketing efc. The
performance audit attempts fo find out whether the various internal cantrol activities
within an enterprise are being carried efficiently so as to achieve their objectives
The performance audit is normally done by the staff of the internal audit department
The staff conducting the performance audit submit their report to the internal audi
department which after examining and reviewing the report and passing necessan
cormments on them sends them to the higher autharities for taking necessary actions

1.5.7 Cost Audit :

The cost audit may be defined as an examination and verification of the costing
records of an enterprise in order to ascertain the correctness of the cost of the
product processes or other services provided by the organization. The cost audi
also asceriain whether the cost accounting system already installed within the
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organization s efficient and conform to the general objective of the accounting Imireducdon
system.

In India, the cost audit took an organized shape in the year 1959, when the
Institute of Cost and Works Accounts was setup in accordance with the Costand
‘Works Accountant Act passed in the Parliament In the same year. Howeverthe real

beginning In this direction was made only in 1965, when suitable amendments were
made in the Companies Act, 1956 for the provision of the cost audit.

According to Section 209 of the Companies Act, the Union Government can
direct any company engaged in production, processing, manufacturing or Mining
activities to maintain cost records ina manner prescribed in the order. Section 233
siates that if the Government so feels It may order an audit of the cost records
maintained by the company by a Cost Accountant or a Chartered Accountant. Such
an order s generally issued for the following purposes.

{i} To make a rational fixation of the selling price of products produced by
monopolies, industries of nafional importance and essential commodities in
the inlerest of the consumers :

(i)  Toascerlain the resourcas of cost difference in similar products of the Units of
the same industry. .

{iil)  To verify the accuracy of cost estimates in the case of "Cosl Plus Profit
Percentage” contractand for Ihe purpose of ascertainment of tax when it relates
lo cost.

{v) Todivide whether to grant tariff protection to an industry on the basis of cost
structure of its products.

~ The cost auditis conducted by a cost auditor who is appointed by the company
with the prior concurrence of the Central Government. The auditor submits his report
iothe Central Government with a copy to the company concerned,

Itwould be useful to state here that even though the cost audit as well as
financial audit deals with the financial aspect of all business iransactions, the cost
audit concentrates on only these items of financial expenditure which go 1o make
the cost of the product, whereas the financial audit reviews all the items of expenditure
appearing in the financial statement. The cost audit unlike the financial auditis not
compuisory. It Is done at the instance of the customers, industrial tribunal or the
government. However the financial audit is done at the instance of the shareholders
en ihe basis of the Companies Act. Another important difference batween the cost
=udit and financial audil is that the auditor conducting the financial audit gives his
Spinion as to the truth and fairess of the financial statements whereas the cost
suditoris mainly concerned with the propriety and efficiency of the transaction having
= bearing on the cost camposition of the product.

1.5.8 Management Audit :

In any form of organization the management plays an important role in the
successorfailure of the underfaking. It is said that a good manager can turn a bad
project into a good project, whereas  bad or inefficlent manager can ruin even a
S90od project. One of the limitations of the financial audit is that it examines onlythe
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Auditing financial transactions and ignores the non-financial aspects like good industrial
relations, goodwill, afficientand honest management atc. which are mare impaortant
for the success of the business. Tha management audit focuses atiention on the

assessment of the efficiency of the managementof an organization, According to

William P. Leonard, “management audit is a com prehensive and constru ctive

NOTES examination of an organization structure of a company, institutlon or branah ofa

gwammant orof any component thereofsuchas a division or dep artment and its

plans and objectives, its means of operation and its use of physical and human
resources”.

The important objectives of management auditare as follows

M To review and evaluate the actions and performance of all levals of
ranagament from top to bottom more in physical terms than infinancial terms
on the basis of predetarmlnad objectives, largets, and standards.

iy To identify specific responsibility cenires which are responsible for low
productivity and profitability.

(iiy To sugge;st a realistic course of action and result oriented motivation system
to improve the profitability and efficiency of the organization.

(W) To review and evaluate the managemranuechniques and other control system
within the arganization with the object of making them mare efficient in the
light of the needs of the grganization and of {he economy.

The management auditor is no rrvally appointed by the owners/ shareholders
of the organization. However now-a-days when a number of large industrial units
are approaching the government of gwemmental agencles for increase amount of
resource either due to sickness short term financial stringency, the management
audit is also directed in those organization by the government on the concerned
financlal institutions.

Since management is the key o success of any enterprise, the management
“qudit, if properly conducted by qualified and axperienr:ed auditors, can serve as an
axcellent control device and a tool to assess management performance in the light
of the pre-dete mined targets and established etandards.

The ever changing sacio-economic conditions whefe the Government is
undertaking more and more developmentrole by directly entering into the field of
industry and bu siness, (he need for'a management audit of the government
deparimenticonceins has assumed more importance. Necessary steps should be
takan to make p_erludic—aud‘lt of the management aspects of the Government
organization 1o make them more afficient and productive. On the basis of the methods
of examination the au dit has been classified inte continuous audit, periodic audit
arid Balance Sheet audit.

1.5.9 Continuous Audit

Acontinuous audit s one where the auditing staff are engaged pontinuously
throughout the year towards examin atlon and verlification of the accounts of the
husiness concern. The confinuous engagement may mean that auditing work is
done at regular intervals either monthly of hi-monthly of quarterly throughout the
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. year. Al the end of the year, the auditor checks the Profit and Loss Account and

Introdu ction

Balance Sheet and gives his own certificate. The continuous auditinvalvesthatgo

on to make the final accounts of the concemn.
The continuous audit is most suitable in case where the final accounts are to

be presented immediately after the close of the financial year as seen in the case of |

mosi of the financial institutions. In case of the organizations where the number of
business transactions are very large or where the internal check system is not very
sound, the continuous audit system is most suitable to verify the truth and fairmess of
the final statements of the affairs.

The econtinuous audit because of it's detailed and exhaustive system of
examination of the accounts of the organization, offers some important benefits to
the organization. The errors and breach are reflscted after early date and the
possibility of their non detection is reduced to the minimum, The continuous
examination makes possible the presentation of accaunts Immediately after the
and of the financial year. In a system of continuaus audlt, the auditor can plan the
work systematically because of the adequate time at his disposal. The continuous
audit also acts as a moral check on the staff or the client who are ever alert and up-
to-date with their books, because of the continuous presence of the audilor.

In spite of all these benefits, the greatest demerit of continuous audit is the
prohibitive cost it involves. Because of the continuous nature of his work the auditor
normally charges higher fees. Because of the frequent visit by the auditor, there
may also be interruption in the work of the client as the auditor may requisition
differant books of accounts for his verifications. In the case of continuous aldil, itis
possible that the figures in the books of account which has already been audited by
the auditor in his last visit, may be altered by a dishonest clerk and the fraud may
thus be perpetrated.

1.5.10 Periodic Audit

The Pericdic audit is also known as final audit or complete audit. Under this
method of auditing, the audit work is taken up at close of the financial or trading
period when all the accounts have been balanced and a Trading and Profit and
Loss Account and Balance Sheet has been presented. In case of perlodic audit,
work is completed in one continuous sesslon after the end of the year. The auditor
visits the client, gets hold of all books of accounts and checks and verify all the

accounts, from the beginning to the end of {he year.

Since under the periodic audit, the entire audit work is dane with a short petiod

oftime, itis not possible to have detailed examination of all accounting entries as

were possible in case of continuous audit, It has also been seen that the auditor
might have a number of clients whose financial year might be the same. In that

£ass, the audit work of all the clients might not be finished in time. The possibility of

=n error or fraud being not detected is comparatively higher in case of periodic
audit than in case of continuous audit.

However in spite of all these shﬂrtc_um'l'ngs. the periodic audit has some
moortant advantages over continuous audit. Under the periodic audit itis very difficult
o tamper the figures, because the audit work is completed in one sitting of the
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auditor. The audit needs to maintain a big establishment for the purpose of auditir
work. In the srriall organization, where the number of lransactions are not very larg
the periodic audit can be suitably and safely employed, so that there will be les
audit fees, no dislocation in day-to-day work of the staff and thers would not be ar
frequent alternation amoeng the audit staff maintaining the accounts.

1.5.11 Balance Sheet Audit :

The balance sheet audit is of recent origin in the field of auditing and foun;
mare popularity in some of the advanced countries like U.S A and Canada, Unde
the balance sheet audit, the aydit is concerned only with the items appearing in thi
balance sheet such as capita! reserves and the assets of the business.

Under the traditional system of auditing, the audit work starts with the books o
primary entry and following the sequence of the order in which the entries are made
ends with the Balance Sheet. This procedure of audit can be salisfactorily appliec
in case of small and medium sized organizations where the volume of transactions

system or automation of records js adopted, which ensures arithmetic accuracy of
the accounts, a detailed auditis quite unproductive, unnecessary and expensive.
The existence of adequate and sophisticated systems of internal control make the
exhaustive checking of the entries less important and enarmous volume of
transactions make it impossible to complete the audit-work in a reasonable time, if
a detailed examination is made all the entries in the books of accounts.

Under the balance sheetaudit, greater emphasis is laid on the verification of
the assets and [iahilities appearing In the balance sheet and only secondary
importance is given to the examination of the othar entries and voucher. However it
may be stated here that even though the balance shest audit concentrates on al|
items of the Balance Sheet. it cannot completely neglect the owner of the business

SELF TEST -2

What is Auditing ? How many types of audit are there 7 Explain.

2. Whatis Government Audit Give the delails of Gove mment Audit.
3.  Distinguish between Internal Auditand Intemal Check system.

4. Whatisinterim audit? What are the benefits of Interim Audit 7

5. Write short notes on -

(i) Performance Audit,

(ii) Cost Audit.

(iif) Independence Audit




1.6 COMMENCEMENT OF A NEW AU DIT Introduction

An auditor is primarily appointed to examinee the transactions recorded in
he books of account. The transactions take place under particular situations. camied
out and recorded by a particular set af people, recorded in a particular manner,
Therefore a knowledge of the nature of the business, the situation in which the NOTES .
{ iransactions have been made and recorded and the manner of reading have a
| relevance lo the examination of the fransactions. Before commencement of the
examination of the boaks of account in which the fransactions have been recorded
itis advisable for the auditor to gain a knowledge about the situation of the business
undertaking. ' -

On undertaking a new audit, the first task of the auditor should be to see that
his appointment is In order. Then he should try to ascertain the precise nature and
[ scope of his dulies. In case of an audit under stalure, L.e. Company audit, this question
does not arise as his powers and duties have been clearly defined in the stature.
But In other cases, i.e. Sole trade 'S, parinership firms, etc. the line between
accountancy work and audit work proper, however, is some times so uncertain in
the minds of clients that it is advisable for the auditor to ascertain exaclly what his
client requires, and to take care that this is formulated in writing, especially were the
auditis nottobea complete one. Otherwise, the auditar will, later on, be held liable
forwhich was neverentrusted to bim and which he never performed and he will find
I himseif in a fenceless position. Therefore, in other words, if he is engaged to do
some accounting work, this should be specifically stated in the agreement listing

the specific accountancy services to be undertake by him.

At obtaining this information the next step should be to ascertain the precise
nature of the business carried an by his client and the situation in which it s
iransacted. He should iry to familiarize with the peculiar nature of the business and
its technical details so that he may be able to put intelligent questions ta his client
staff. He should know the exact nature and type of goods dealt with or produced, the
different raw materials and the oufput of finished goods, the mode of transportation
of the raw material to differant work sops, the location of the stores, the manner of
storing the goods and its easy accessibility, the average number of workers
employed in the workshop etc. He should do well to goto the factory or workshop
and gain a first hand knowledge on these things, If there are any technical features
with which he is not familiar and which calls for glucidation, he should obtain
information and acquairt himsalf with them without hesitation even by discu ssing
things with the workers, as no audit can be thoraugh and effective, unless the auditor
has grasped the peculiar nature of business and the meaning of the transactions
recorded. He should select representative transactions of each class to go through
in order to infimately acquaint himse!f with the pracedure and acquire the necessary
xnowledge. '

The auditor should then make a careful examination of the system of accounting
employed. Where there Is a definite system of internal check in operation, the auditor
should ask for a written statement regarding itas he hasto depend onitin deciding
e extent of detall checking to be done, He should study lhese systems and find out
their strength and weaknesses with a view lo determining the ground to be covered
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by his investigations and to decide for himself to what extent hie can safely rely or
the internal check already existing and limit the extent of his de:ziled chacking. Ifhe
finds any weak spots in the system of account-keeping orin the system of interna
check inexistence, he should, of course, devote specizi stt=ntion to these and shoulc
seek to remedy the existing defects by recommendations.

He should next obtain a complets list of all books used in the concam to ensure
that no book escapes his examination and that later on he Is not made liable for no
examining a book the existence of which was not known to him. The names of the
principal officials should be obtained, {ogether with particulars of the work controllec
by each, the scope of their authority and their specimen signatures. This will facilitate
in sending for the particular cfficial to explain a transaction for which he was
responsible and avoid unnecessary calling for officials who are not connected with
the transaction.

ltwould be equally necessary for him to make a careful study of the documents
which would form the very foundation of his work, such as the Parnarship Deed in
the case of a Parinership Audit, the Memorandum and Articles of Association in the
case of a company audit, the Will or the Trust Deed in the case of a Trust Audit, elc.
and take notes of relevant clauses: Ifthe accounts have been subject to prior audit,
the fate auditor's report or Internal audit repon, if any, should be seen. as it may
contain material information relevant to audit, and, if possible, parsonal discussions
with the |ate auditor should be arranged to know the reasans of his removal and any
weaknesses in the organization.

From a first general examination of the books, in conjunction with the above
information, the auditor will be in a position to formulate the principal lines on which
the audit must be conducted, and the direction of these will be determined by his
appraisal of the efficacy or otherwise of the system of internal check, He should
devote more attention to the examination of the transactions over which the system
ofinternal check is a weak one or where it lsaves gaps orfoopholes.

The clesing balance sheet of the previous year will be examined by the auditor,
the whole of the balance comprised in itshould be checked in order to make certain
that the period now under review commenced with the balances shown there in or
that the closing balances of the previous year have hasn correctly shown as the
opening balance of the year under examination.

Ifthe auditor is appointed in the place of another auditor, before accepling the
appointment, enquiry should be made as to the reasen for the change, and the
retiring auditor should ba communicated with, to ascertain whether there is any
professional reason for which the audit should not be accepted. The Professional
Codes of Conduct require that the auditor cannot accept an appointment without
taking the consent of the retiring or remaoved auditor,

Not infrequently, he would find that the additions of Ledger Accounts and the
balances broughtdown are in pencil : or it may be that the accounts are not balanced
and the balances:are not brought down. Under such circumstances he should ask
the client's staff to write all additions and balances in Ink, lo balance the books and

‘prepare the final accounts and Balance Sheet, (o file the vouchers in separate files




in arder of occurrance of the transactions, to prepare'the schedules of dabtors and fnreduction
creditors and of investments and to properly arrange legal papers, contracts, ete.
necessary for the purpose of the audit. He should also see that a separate and wel|
lit room ‘has been arranged for the purpose of his audlt whera he can keep his
papers and conduct the audit.

1.7 AUDIT PROGRAMME

After familiarizing himself with-the whole circumstancas of the business, the
suditor will be in a position to make an exhaustive list of the works to be performed
during the audit, to farmuiate the order and the principal lines on which the audit
must be conducted, that is where detailed checking Is to be done and where test
checking may be applied. This will depend on the nature and effectivenass of the
system of internal check. He will assign each work lo particular audit clerk taking
inte account the existence, knowledge and skill of the clerk concerned and allot
definite time for the completion of each work. The clerk concarned should put his
signature on it signifying the undertaking of the responsibility by him. This plan of
wark Is known as Audit Programme and is prepared in a columnar form. Full
particulars should be recorded as to the periods selected for tests, the date when
the work done and the time it took td perform. The clerk responsible for each portion
of the work, after making the necessary entries should put his signature as the work
is performed.

NOTES

On the occasion of the first audit it is not advisable to draw up a hard-and-fast
programme as the work to be done can really only be decided on as the audit
proceads. Careful note should, however, be taken of the work performed and this
will afford material for the preparation of an audit programme to be followed in the
future.

The Audit Programme comes in very useful for the purpose of supervising the
work of the auditing staff and finishing the work in time. Further, it enables the Auditor
of his responsible clerk to ascertain at any time, what portion of the work has been
done, by whom it has been done and what remains to be done to complete the
audit. It helps to maintain continuity of work even in the absence of an audit clerk. It
& mostimportant for a busy auditor having large number of engagements to control
the staff and to fix up responsibility,

1.7.1 Advantages

The following are the advantages of a well drawn-out Audit programme:-

|

lL 1. By providing an exhaustive list of the works to be done and by dividing the
work amongst the audit staff, an Audit programime ensures uniformity in the
distribution and performance of work and makes certain that all the work is
done which should be dons and that nothing has been omitied or left out.

2 Ine properly organized audit office, It is essential that the principles should be
perfectly familiar with the work performed on each audit. But a busy auditor,
who undertakes the audit of several firms at 2 fime, does not get time to go
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into details of each audit. The Audit Programme provides him with a means
immediately ascertain the progress of each audit by taking a bird's aye-vi
of the Audit Programme. From the programme he can know what portior
the work has been done and whal remains to be done to complete the audi
he finds that the remaining time Is not adequate to complete the audit, he 1
either request the client to allow him more time or modify the programme
as to complete the work in time. Thus he can exercise effective supervisi
over his staff and effectively supervise the work conducted at several concer

3.  TheAudit progiamme ensures the completion of the audit work in time. In |
event of an audit clerk-In-chaiye being away or leaving the firm, no difficL
will be experienced In carrying on that particular matter by another clerk. Fre
the Audit Programme the poinl where the work has been left by the previc
clerk can be ascertained and the new clerk will resume work from that poi
Thus continuity of work can be maintained.

4.  Asdefinite work is allocated to each clerk and his signature obtained as pr
of the same, In the event of work being left undone or errars being passed
made or frauds being not detected, the responsibility can be fixed on the cle
cgneerned. Thus the Auditor will be able to defend himself against a
negligence or wrong committed by his staff.

5. |tprovides a definite documentary record of the works done by the Auditor
the Audit. In case of dispute ora charge of negligence against him, the Audi
can defend himself by showing the Audit Programme what work he had exac
covered up and will not be liable for the work which he was neverasked to«

6. Itprovidesa definite guideline to the audit clerks, particularly the new cler]
They can know what definite work they have to perform and how and wit!
what time to perform. They will fry to stick to the programme which will increa
their efficiency.

7. W provides a useful basis for preparing fulure audit programmes for the sar
concem and for other concems.

1.7.2 Precautions

Some firms employ a standard form of audit programme to be used in
cases. Such a practice Is, however, undesirable as It discourages initiative on t
part of the auditing staff and make them lose their sense of responsibility. Besids
no two audits, even in the same line of trade, would present the same problems
solve. Therefore, audit programme of one year may not be suitable in the next ye
Mareover, in orderto make the audit effective, the order in which the work is to.
performed must be changed from year to year and concern to concern. In oth
words, no two audit programmes should be alike. Consequently, in order that t
audit may be done efficiently, it is highly necessary that the exact scheme of we
should be drafted, after carefully considering the pariicular requirements of ea
case. Each Audit Programme should be tailor-made.
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Great care, however, must be taken to ensure that the programme does not Trtraduction

become obsolete. With a view to preventing the audit work from being stereotyped

or mechanical or foo automatic in its nature, and the initiative of the clerk-in-charge

becoming stifled or lost to large extent, the clerks including the junior clerk, should

be encauraged to make suggestions for amending the programme In order to bring NOTES
aboutimprovements in the plan of work from time to time as they may deem desirable
and to make surprise checks outside the programme. Their suggestions should be
accepted whenever tis found reasonable. |t should be impressed upon the audit
clerk that the Audit Programme is only a guidance and not a rigid one. The audit
programme should be made a flexible one, and be revised and modified from time
1o time and made up-to-date in the light of the experiences gained and the changes
made in the business, The same scheme of wark should not be followed for two
successive periods. The programme should be varied by the Auditor and brought
up-to-date aftera fresh study of requirements from time lotime basing on experience
and changing circumstances.

1.8 AUDIT NOTE BOOK AND WORKING PAPERS

Prior to the. commencement of audit and during the progress of the audit,
apart from the Audit Programme, an auditor has to make several notes relating to
and for the purpose of the Auditin order o facilitate writing of the report at the end to
keep a convenient record of the work done to be used in future for his defence.
These notes should be hand written and should be kept in a manner so as to be
c2pable of being preserved for a long time. Separate audit notes are made for
£ach concem. It is advisable to keep these notes in a small bound book In the
nature of a diary. The book in which the auditor makes the notes is known as Audit
Not Book or Audit Memoranda. Most of the notes taken down in the Audit Note
Sock are of importance for a single audit and may net be required for the next audit.
Butsome of the notes are for permanent importance forthe auditor and may have
1o be referred to at every audit. The Audit or should, therefore, do well to maintain
o Audit Note Books for each concarn, They are : (1) Permanent Audit Note Book;
{2) Annual Audit Note Book. Matters of permanent importance which have to be
feferred o at every audit are noted down in the permanent Audit Note Book. They
are:

Names of the Principal Officers and their rasponsibilities :
Technical terms used in the business:

Accounting method followed in the business:

System of internal check in operation:

~ Provisionin the Partnership Deed, or Trust Deed or memorandum and Articles
Sfprovision of debenture bonds and important contracts testing over a number of

years.
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Association affecting the accounts and Audit;

Paints of importance also, which require to be remembered from one auditto
another, but which are not apparent on the face of the accounts, should be recorded.

On the occasion of the first audit of a business which 1s of technical nature,

and where special consideration apply, It is very convenient to ma ke explanatory

notes of all transactions of technical difficulty, so that these can be referred to by
other who may have to take up the work subsequently,

The Permanent Audit Note Book disoenses with the need for referring o the
orlginal basic documents and rulss oo the eccasion of every audit. The Auditor
should only go through the Audi Note Book and thus save his time and labour.

On the other hand, the Annual Audit Note-Beook records only matters of
Importance for the work done, various questions raised in the course of the audit,
and the explanations, informatien and instruction received from those management.
Usually, the following matters are recorded in this book -

The points which required further explanation and clarification;

%  The particulars of the missing vouchers, the duplicates of which have to be
obtained;

The mistakes and errors discovered and ad|usted;
Totals of balances of certain books of account;
Bank Reconciliation Statement;

Various guestions raised in the course of the audit, and the explanation,
information and instructions received;

v Y N W

»  Allimportant things that call for discussion with the client,
¥  Such other matter as may prove material}
»  Audit Report

Care should be taken not to overload the notes by entering therein insignificant
errors and queries. It s preferable to clear up a query and get rid of it, than to make
a note of it. Those points, however which cannot immediately be cleared up must
be noted. A new note book should be opened for every audit. This book may be of
great help to the auditor in preparing his audit report. It might prove a great value
later on, in case a suit Is filed against him for negligence, it will be a documentary
evidence in favour of the auditor even after several years by which time the auditor
might have forgatien everything relating to that particular audit, The importance of
such a Note book was emphasized In the London and General Bank case.

Besides the Audit Programme and the Audit Note Books, the appointment
letter of the Auditor containing the terms of his appointment, his correspondence
with the client and the previous auditor, schedule of debtors and creditors, replies
recelved from debfors and creditors various written statements obtained from the




s=rsons in Management, the draft Trial Balance, Pmﬂt&-Lussﬁbmunt and Balance fnreduction
Shesat used by the Auditor for the purpose of the auditare also important documents.
A3 the above documents are referred loas working papers. The audit notes as also
= working papers prove to be of considerable help when anything goes wrong
= the auditor is called upan to explain and defend his position. It may be that the
woubie arises some years after the work was parformance and if the auditor has no
=uch record, indicating what work he performed, what queries he raised and how
=nd by whom they were explained he would surely find himself ina most unenviable
=asition. In the case of Apfel Vs. Awnan Dexter Co. the case arose after 30 years of
performance of the work by the auditor and fortunately, the auditor Rad carefully
preserved all the working papers with the help of which he defended himself and
was acquitted. This emphasizes proper preservation of allthe working papers fora
lang time.

SELF TEST -3

1. What preliminary precautions must be followed before the commencemant of
anew audit ?

NOTES

2 \What is an Audit Programme ?. Discuss the advantages of a we drawn out
Audit Programme.

< What are the objectives of an Audit Programme 7 What precautions should |
you take in drawing up and working nulanﬁ.u:_iit Programme 7

4 \\hatis an Audit Note Book 2 what are ils contents?
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2.0 OBJECTIVES

After going through this lesion you will be able to

. Understand the internal Control

=  Define the Intermal Check

= Know What is Viouching and its transactions.
21 INTRODUCTION

In auditing you often come across the three terminoclogies and at times it creels
confusion as to the examining of each of them, it is essential that the exact meanings,
‘scope and objects of these three terminologies should be properly understood.
This should nol be used indiscriminate. '

2.2 INTERNAL CONTROL

internal control best regarded as anindication of the whole system of controls;
financial and otherwise, established by management in the conduct of a business
including internal check, internal audit and forms of control,

The mostimportant definition of lnternal control published by the commities of
Auditors of the CPA In 1949 stale that “Internal control comprises the plan of
organization and all of the co-ordinated method measures adopted within a business
o safeguard its assets, check the accuracy and relay of the accounting data, promote
Sperational efficiency and encourage adherence o prescribe managerial policies
o atiain the objeets, "Such a system might include budgetary control, standard costs,
seriodic operaling reports, statislical analysis and to disseminate there of gaining
programme designed fo help employees in meeting their responsibilities and internal
‘2udit staff {o provide additional assurance to the management as to the adequacy
‘outlines, procedures and the exteritto which they are being effectively carried oul.

Itwould thus state that internal control is much broader term and includes within
%S scope not only internal check and internal audit but all other forms of control
wnioduced for the efficient working of a concam. It pervades the entire organization
=nd covers up, financial and non financial, technical and non-technical transactions
n the organization.

The characteristics of a =atisfactory system of internal control would include:

1. All the responsibilities of the organization should be divided into a certain
number of function and the functions should be appropriately segregated from
each other.

2 Personsshould be autherized to carry out each function and record procedures
should be adequate to have reasonable control over assets, liabilities, revenues
and expenses; the record procedures should be devised as to record all
incoming and outgoings of assels, liabilities, incomes and exports.

2 Sound practices should be followed in the performance of duties and functions
of @ach organizational department.

£ There should be a degree of equality of personnel for each function
commensurate with responsibilities.
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5. No department should keep the final control records of the functions anc

activities for which the depariment Is responsinle. Forsxample, the cashle
should have no access to the ledgaraccounts.

2.3 INTERNAL CHECK

Seff Inntructioma
Masérial

Internal check was defined in a bulletin of the Amarcan Instiute of Accountsir
1936 as "Those measures ;and methods adopied within the organization itself i«
safeguard the cash and other assets of ihe organizaion as well as o check the
clerical accuracy of the book-keeping”. In the nammow sense Internal Checks are
‘measure and methods" burst into an accounting system o check the accuracy o
accounting and safeguard the assets ui the concem. In the broader sense, Interna
checks and accounting controls include the plan of crpanization itsalf and coniro
devices other than those later are purely book-kesoing i doss not, infact, constituts
a distinct system, but provides rather measures and methods that ars an integra
part of a procedure i.e. parl of a system, without involving employment of additiona
personnel.

Internal Check is besl regarded as indicating the chacks on the day-to-day
transactions which operate continuously as pari of the routine system, whereby the
work of one person is checked independently or is complemeantary to the work b
another, the object being the prevention of the aarly detection of errors and frauds
Internal check is a method of organizing the entire cperations of office, factory an
warahouse; and the duties of the respeciive siaff in such 3 manner that fraud anc
irreqularities are almost impossible without collusion betwsen two or more person:
and that errors and irregularities shall be capable of immeadiais dstection by the
automatic operation of the system. ltinvolves = subdivision of duties amongst the
existing employess in such a way that no one person is aliowed o camy through an
to record every aspect of a transaction, but at some si=g= In its performance eacl
person's work thereon comes 1o the notice of at least another person. [tis thus ver
difficult for fraud to be perpetrated without collusion betwsen the members of the
staff concemed, where thare Is an efficlent system of intemal check, Itisa kind o
division of labour amongst the existing empioyses without employing additiona
staff and associating as many employeesas possible with the parformance of each
transaction. Each transaction should pass through at least two hands and each o
them should perform his part independently. It also involves introduction of "measuires
and methods" or procedures Into the system. Forexample, in the case of receipto
cash from customers the cashier should receive it, the ledger clark should record |
in the personal Afc of the customer and a third employee shall send the receipt i
the customer, each performing his duties Independently so that errors committe
by one can easily be detected by the otherimmediataly.

Internal Check, therefore, includes such matter a2 the allocation of authorities
the division of work amongst existing employees and defining each employee"
responsibilitiss, the proper method of recording transactions and the use o
independently ascertained totals agalnst which a large number of individual entrie:
can be checked such as a Sales Ledger Control Account or Self-balancing Ledge
System. Internal checks do not make frauds impossible by any means, but wh
make it more difficult, and the chances of detection much greater, and therefore, ac




=5 a valuable moral check. It also makes sure that all facts and transactions that
affect the financial position of the undertaking are duly, accurately and promplly
recorded in the books of account, When considering or advising on the Installation
ofa system of Internal Check, the auditor should bear in mind the essentially practical
nzfure of the problem. ' .

Indevising any system of internal check, there are three matters to be specially
Borme in mind; first the person in charge to the cash should never be in charge of
2ny ledger or at least of any trade Ledger; secondly each saparate Ledger should
o2 made self-balancing, or at least should be arranged that it can be balanced
separalely; and where this Is for any reason, not altogether practicable, itis absolutely
essential that those Ledgers which are not checked in detall should be so arranged
thatthey may be collectively, balanced separately from those ledgers that are; :thirdly,
whsre the frade Ledgers are numerous and are not checked in detail by the auditor,
ine clerks in charge should be changed about frequently, so that if there be any
regularity it may be impossible for it to remain long undetected without Implicating
tha whole staff.

24 [INTERNAL AUDIT

Large undertakings commonly have an internal audit department under the
cenirol of the Chief Accountant but independent audit throughout the year. This Intemal
auditis in complementary to professional audit.

Intemal Check should not be confused with intemal audit, for the fatter implies
2 separate staff, who may or may not have professio nal audit qualifications engaged
on continuous audit work, in addition to the customary prafessional audit. Although
¢ large concerns he Infemal Audit Department may be an integral part of the system
ofinternal Check, itis only a part, and should not, therefore. be confused with the
whole system which may operate without it: Asystem of Internal check is designed
o prevent fraud, whereas the labours of an internal auditor are directed towards
detecling fraud. The two are independent of each other though there is a great deal
ofsimilarity in the functions of the two system,

An internal audit is a review of operations and records, sometimes continuous,
underiaken within a business by specially assigned staff. The scope and objectives
of internal audit vary widely in different business and may pariicularly In large
organizations extend to any matters, which are not directly of an accounting nature.
Onaceounting mattes the main objective of an Intemal audit s fo assure management
$at the internal check and the accounting system are effective in design and
Speration. In practice, the internal auditor may often be required to repori also on
whether the system of accounting and the internal check are eco nomical. Intarnal
auditis he part of the whole system of internal control, but is not an integral part of
e internal check or the accounting system. Two essential features of an internal
Sudit are that it should operate independently of the internal check and that in no
Sircumstances should it divert any one of the responsibilities placed upon him.

On accounting matters, the functions of the internal auditor are largely the same
== those of the statutory auditor and he has to ascertain that there is (a) an effective
system of internal check to prevent or detect errors and frauds and thatis operating
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Auditing satisfactorily (b)an adequate Whﬁuﬂﬂm necessary
for preparing true and fair ammmﬂmmm zuditor and the
statutory auditor, on ‘accounting matisrs te c==rad ouf laroely by similar means,

NOTES | @ examination of the system of im=mal sk for bo soundness of principle

(b) examination and checking for accouning recosss =0 siatements;
' (c) verification of assets and fiabilifles:

(d) observation, enquiry, t:hﬂ.. making & siaScscal compETECns and such other
measures as may bejudged necSsSEY-

Although the two forms of aLdit have S Sommcn =s=met i 2= important matters
| mentioned above thare ara some fundaments SH==N0ES

2.4.1(a) Scope:

The extent of the work underﬁkmwmmaﬂﬁdemined by the
managsment whereas ihat of the statutory audior =s==e from the responsibliities
placed on him by statue.

1 itis not part of the duty of astatukﬂmﬁ'hgaewan any matters
unless specifically asked forto dose. Bt an indemna sudior, apart from examining
the books of account and helping in the pmpaaﬁeﬁhiﬂ! 2ccounts and Balance
| Sheets, helps the managementis many nm-m:ﬂ'gaﬂiaﬁ He has to'ensure
! the existence and effectiveness of a good system of mtemal check and a sound
accounting system, to ensure the adequacy of e proceduras outlined by the
management and the extentto which they afe being effecively carried out, to help
the management in matiers of budgetary control, standard costs, periodic operation
reports necessary for taking correct policy decisions, stafistical analysis to find out
the weak sports in management and fo remove them, arrangement of training
% programmes for the employees, etc. He helpsin sEmination of wastages and losses
of all kinds and inefficiency In carmying out operations-and ensures adherance 1o
prescribed manage ral palicies, i-e. plans and estimaies, 10 aitain the objectives of
fhe organization. In other words he acis as an imporant part and parcel of the
management., Those non-acco unting functions of the internal auditor i.e.
management auditis outside the scope of statulary ~udit. The internal auditor acts
as (he walch-dog of the management

2.4.2 (b) Approach :

The internal auditor’s approach is with view to ensuring thatthe accounting
gystem is efficient, s0 that the accounting infofmation presented tamanag emen
throughout the period is accurate and discloses matarial facts. The statutory auditor’s
approach, however, s governed by his duty 1 safisfy himselfthatthe accounts 1o b
presented to the sh are-holders show a true-and fair view of the profitor loss for th
financial period and of the state of the company's affairs at the end of the period.
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2.4.3 (c) Responsibility :
The internal auditor's respo nsibility is'due to the management, whereas the

~ shlutoryauditoris responsible directly to the share-halders, It follows that the internal

auditor being a servant of the company, does not have the independence of siatis
which the statutory auditor possesses,

2.4.4 (d) Qualifications :

The internal auditor may or may not ossEss professional qualification and
may not be a member of the Institute of Ch artered Accountants of India, whereas

the statutory auditor must be a Charlared"ﬁ;r;uaunll'ént within the meaning of the -

Chartered Accountants of India Act, 1949, i '
25 THE AUDITOR AND THE INTERNAL CHECK & INTERNAL AUDIT

In a large business, where thera is a staff of soma members engaged upon
the books, it is quite a simple matter to orgenize a system of internal check that may
relieve the auditor of a considerable amount of detail checking and thus limit hig
investigation behind the books themselves fo occasional tests. Also large
undertakings commonly have an internal audit department which carries out a
continuous audit thraugh outthe year and the internal audit s complementary {o the
professional audit. It has to be remembered ta rminal checks are having no
guarantes against fraud, they merely reduce the chances occurrence of errors and
frauds and enharnce the chances of their detection. The question therefore, is |o
what extent should an auditor rely u pon the systern of infernal check and in auditin
operation and limit the areas of his investigation ?

Where the business is a small one, the book-keeper has generally control
over the books of accounis and anything like an intemal check is lacking, it ill
necessary for the auditor lo Vverify the whole of the transactions with the original
recorded call the whole of the postings, check all tha costs, and tally the books.
Evenin case ofa large business, where the books have notbeen properly maintained

and not agreed and there Is tack of efficient control even if a system of internal

check is in operation, the auditor must necessary check a substantial portion of the
transactions, if not the whole due to want of time. In a Jarge business, however,
where the auditor finds a sound system of internal check being arranged , he need
nat necessarily examine all the entries. He can in that case do away with a
considerable amount of detalled checking by curtalling ticking and casting, and
restrict the rest of the work to certain periods he may select. If in the course of those
tests no irregularities are closed, he may safely take it that the rest of the work is
=qually correct. On the other hand each tests indicate the existence of several errors
atlead to the slightest suspicion of fraud must necessarily extend the scope of his
mvestigation and if necessary, must check evaryday.

The soundness of the system of Internal Chack and the manner in which it is
carried out are, thersfore, matters of fundamental importance to the auditor. These
are determined to a large extent the amount of examination of detail which the auditor
consider it necessary to undertake. The Auditor should exa mine the whole system
afinternal control before embarking on the routine work of the audit and satisfy
himself that his system has been actually carried out as originally designed, and
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sections of the work should be fully at uoeNpecs=a Smes Hsshouid pay specia
attention to any weak points In the system oy checking Res= 2 there haphazard al
random. His endeavour should bs to 52 fhe sy==— = suoh thal every transaction
is properly recorded in the financials iots, that hare s no possdiity of itams being
omitted or altered purposely or accidenialy and that oo fraucsient entries can be
made). If the system stands the test and prove to b = eferent one, anauditor may
relay there upontoa conisiderable extant 25 ragarde= \=o= part of the audit worl
and thus will have morg'time to devote his afisnSon &= the mors important paris ©
the audit. If the system Is weak, the sudioenas o be forced 55 spend much valuable
time of matters of refatively nﬁnﬁkmuﬁrawm::mmumugh ched!
in every direction whera any discrepancy mich Kave arsen Fhesyslem isso bat
that no reliance are to be placed ypon & oy e Aucieor, then the whole of th
transactions must be checked, regardisss ofie asmacent system of internal checl
in force. The Auditor must decide for himself = extent towhich he feels justificatio

volume of detail check to be done by the suditor but doss notreduce his responsibilit
and liability. The judgment of auditor shall depend oF R skl intelligence an
experience and the nature of basis of tha system of sccounting, the reputation of th
employees for their integrity, the sysi=m ofintemal check 2nd the manner in which
is being carried the circumstances ofths parbicuiarcase. Heshouldbe careful n
merely to rely on these laid down forintema contol, Bt s=ssfy himselfby due enqui
that they are rigidly forced.

Since whare the auditor is satisfied that the intemal auditor has adequate
covered the part of which would othenwiss g0, he may be ableto reduce the exte
of his examination detail. He may be able to rely fo 3 larpe extent on the intern
auditin determining whether system of intemal check is operating satisfactorily ar
is assessing the general religbllity sccounting records. He may also derive mu
assistance from the internal auditor's knowisdge of fie accounting system as
technical knowledge of the business parficuiarm connection with stocks in-trad
the physical existence of fixed assefs, depreciation charges, ascertainment
liabilities and the risks of fraud or misappropriation. Ha should, therefore exami
the internal audit programme and reporis In ofder (o sas what ground has be:
covered what parts have arisen, how they have been deall with and generally
satisfy himself the internal audit has been thorough and sfficient. Itis for the audi
to decide whether at what extent consistently with hiis statutory responsibilities,
can rely on the work of internal auditor in order to reduce the extent of his o
examination in detail, His decision depends on his judgment on the facts of ea
case, having regard in particulario
(a) Extentand effiiency of the internal audit in order to assess fhese matters

should examine the internal audit programmes, working papers and repc
and such tests as he thinks fit for the work done by the internal auditor.

(b) Theexperience and qualifications of the Chief Internal Auditorand his sta

Salfe hastruetiom!
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(€) Autharity interested in the chiefinternal auditor and the level of management Tnternal Check Systemt

towhich Indirectly r&apnns'bla

The auditor cannot in any circumstances divert himself of tha raspnnafbiliﬁea
&id on him. i

2.8 TEST CHECK

NOTES

In a large business, it may not be possible on the pat of the audit to do a
detailed checking of all the transactions within the limited time allowed to him to
core late the audit and give the reporl. In such a case, he usually does away with a
considerable count of detailed checking by curtailing ticking and casting and restricts
fhe routine. In work certain periods he may select haphazard at random, and thus
will have more time to devote attention to the more important parts of the audit, such
as verification and valuation of assess and labilities. If in the course of the
examination of these selected transactions no Irregularities are disclosed, he takes
it for granted that the rest of the work is equally correct. This mathod of investigation
s known as “Test Checking' and now-a-days has become a commaon method,

- There are accasions where such shori-cuts may be restored without incurring
any risks. For Instance where there happen to be several properties and the Rent
Rolis have been properly maintained, the auditor may satisfy himself as to the
correctness of the lotal rents shown as received in the financlal ledger by reconciling
the fact with the resulls as Indicated by the Rent Rolls or the Tenants Registers in the
following way. To the total rents recelvable during the period under audit as
ascertained from the Rent Rolls the arrear of rent brought over from the previous
y=ar should be added. If the total of the rent remaining unpaid at the close of the
current period, as arrived al from the Rent Rolls is deducted from the above, the
falance must represent the rents actually received during the period as shown by
e rent Alc in the financial ledger. This will of course be subject toany rents that may
fave been written off as bad and irrecoverable under proper authority where the
Hent Rolls; or Rent Registers are maintained on a sound and reliable basis the
auditor can thus save himself from necessary trouble of checking every entry in
respect of rents. As a precautionary measure, however, he may supplement this
work by a detailed checking of the rent bills. Rent Roll the cash book and the Rent A/
cforany odd peried he likes, say two or three months so as o satisfy himself as to
the correctness of the records. He would however, open himself to serioustisks if
he fries to apply such test checks in a business where there is lack of proper
organization or control, and absence of any effective system of internal check.

Test Check' undoubtedly reduces the work of the auditor, bul doss nolreduce
7 lizhility, rather it increases his risks. He cannot escape liability for negligence on
duties by merely stating that he adopted ‘test checking’ and the particular transaction
Srough which fraud had been perpetrated had not been examined by him. He must
Sersfare, be careful in adopting shortcuts.

To the intelligent auditor, who hae grasped his system thoroughly it is generally
practicable to dispense with remembering portion of mechanized checking. To what

=xient this can be done with safely must always remain a question for each auditor's-
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own intelligence and experience to answas. 2nd S may &= acded that probably h
must take the risk.of any consequence Balmsy &ss

In deciding upon the poriion of the eniies 1o be sxamined as iests, the audils
should find out in what sections these S any Sesihood of an nagulanty or a seriou
discrepancy existing. For instance, if on enauiy he Snds Sat the handling an
recording of cash receipts and payments is Subi=ctas 1o 3 sound control, but th
incomings and outgoings of goods have not besn proper afiended to, he shoul
most minutely scrutinize the original voucher and records ralaling purchases an
sale, and restrict the checking of the record of c2sh receints and payments a la
percentage of tests.

For test checking iransactiuns should be seleci=d hese and thers, haphazar
at random. Care must be then to se< Ihat ey 2= reoreseniative transaction
Transactions should be so select=d 25 %o cover Fans=cions of every descriptiol
l.e. of different nature, of every season of ihe y=ar (but season as well as slac
season), of every account, of every boox and of evssy employes. Alarge number
entries of the first and the last monih of the ye2rshouid be checked, Innocase te
check should be applied on the cash book The methad of selection of transactior

for test checking should vary from yeario yess

SELF TEST -4

1. Whatis Internal Check 7 What ars iisobectves 7

2. 'Whatis Internal Control 7 Is it different from Intzmal Check 7 If so, in'whi
ways?

3. What are the difference between intemal audiior and statutory auditor 7

How does the systems of Intemal check and Intemal Audit help nauditor
When can an auditor rely upon these systems? Whal pracautions should |
take before relying upon these sysisms?

5. Whatdo you understand by. “Test Chacks™? State the circumstances und

which testchecking to be done safely. What precautions should the audit
{ake before resorting to shortcul.

6. Whatdoyou understand by ‘Working Papers? Describe the importance
proper preservation of records and werking papers by an audit citing ca:
examples:

7. What general steps would you suggest to make an internal check sysle
effective ?

2.7 AUDIT OF CASH TRANSACTIONS

The Cash Book is considered o be the most impariant of all the subsidia
Books. All the transactions of a business ultimately become cash transactions a
find a place in the Cash Book and secondly, cash is the easiest of all the assets |
misappropriation. Therefore, the examination of the Cash Book s usually taken
first by a audit or in almost all cases. The ohjectives of voughing lhe Cash Book 2
o ensure:
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1. Thatall receipts and payments are duly accounted for :

2.  Thatall such receipts and payments are entered un der their appmpﬂat& heads
of accounts;

3. Thatall payments are made for some benefits received by the concern and
that no unauthorized or fraudulent payment is made:

4. Theclosing cash and bank balances ars cemmectly arrived at and that the actual
balances in hand are in agreement with the balances thus arrived at.

Before commencing the audit of the cash transactions of a business; it is
mostimportant that the auditor should make himselffamilizr with the system of internal
chack In operations on all kinds of cash transactions, recelpts and payments since
majority of frauds arise directly in connection with'cash.

The duties of the cashier must be ascertained particularly as to whether he is
n charge of any ledgers or books of original prime entry other than the cash book,
i the cashier has access to ledger books or other subsidiary books he can easily
amit a few receipts or enter few fraudulent payments and misappropriale eash. In
t=rgs concemns usually the cashier is kept confined to the cash book and this is
=cilitated by the large number of employees. Butin a small business, where the
sumber of employees is very limited a wide division of work may not be possible
==d the cashier may have to be kept in charge of other boaks of account in addition
5 the cash Book. In such cases, the oppartunities for the concealment of fraud by
= cashier are considerably large. The auditor should also ascertain ifthe cashler
~ pesiorms any transaction other than maintenance uf the Cash Book. In such cases
==should be extremely careful,

Wouching the Recelpts side of the Cash Book

Receipts ocourring on the left hand side of the Cash Book, as they do, naturally
=t receive the atlention of the auditor. Vouching of recsipts is more difficult than
= vouching of payments; since only indirect evidence can, as a rule, be obtained.

The system of internal check should be carefully enquired into by the auditor,
=d he should direct special attention to any part he considers weak or inadequate.
= oroer to ascertain that the system is properly carried out, he should test each
$oman of the check In operation and if discrepancles are found he should carry his
ex==nation further, if the transactions he has examined are in‘order and do not
2= r== to any suspicion he is entitled to assume that the remaining transactions
== be safely passed. Theauditor should ascertain if the daily Cash Receipis are
5=t r=corded from day to day in a Cash Diary. Ifthis is so, he should check the daily

,ﬂ of such Cash Diary and compare the record therein with the entries in the
S==h Scok, On the other hand, if a rough cash Book Is maintained, such a book
S5ouid be tested exhaustively with the Cash Book proper to make sure that the
=== i the two books are identical and that the daily or periodical balances tally.
.M raceived are entered in the rough Cash Book but misappropriated by

= =r and not entered in the Cash Book proper, the auditor might be held
fhemﬂed to detect the fraud to his omission to examing the records available
= B=ld inthe case 'Pendlebury’ Itd. Vs Ellis Green Co. (1938).
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The auditor should enquire what rule, If any, exists as tothe depositing of dall
cash receipts inta the bank account, and whether the same hat. been strictly adhere
to. The clerk responsible for taking monay fo the bank should net have any connectio
with other cash transactions.

It should be noted that a loose system of acknowledging money recsived alway
gives scope for fraud, Itis, of course, impossible to eradicate it entirely in all chance
of fraud, but much may be done. A special form of counter foil Receipt Book shoul
be used to acknowledge every receipt. The receipts should be printed wit
consecutive numibers. Areceipt should be given from this book for every single iter
of cash received by somebody other than ine cashier and the sartal number of suc
recelptshould be entered in (= Cash Book against each entry, In a special golum
provided for the purpose for ready réference. Such a method facilitates referenc
and renders the auditor's work easy. In any case, whers there is an adequats intem
organization in regard to cash transactions, the auditor must fesl considerably relive
that there would not be much chance for extensive leakage in this direction. Th
dates of the counterfoils should always be compared with the Cash Book entries
prevent temporary misappropriation of receipts, Where practicable, it is n
desirable that the clerk who writes up the Cash Book, should not be the one wi
receives the money or acknowledges the recsipt. He should note the dates ar
other particulars correctly. The receipt for two accounts paid together should t
acknowledged on two separate forms. Defalcations have frequently arisen
remained undetected from a neglect of this pracaution. Dividends and compositior
in Bankruptcies ete. will inevitably be accompanied by a2 specific form or receipt

Some firms follow the practice of sending out, along with the cheques the
specially printed Recelpt Forms for acknowledgements and return by the payee
In such a case, it is highly desirable that the firm receiving the remittance shou
also send its own receipt preferably from & Counterfoll receipt Book and marke
“Confirmatory Receipt', giving reference to the chaqus. This will present the recelvi
from omitting to account for any of such recelpts.

Where Counterfoil Recelpt books are used for acknowledging all amour
raceived, the following points should be borna in'mind white vouching :-

(1) Thatall unused books are kept ‘under lockand key' and the issuing of ne
books is controlled by some respensible official. No newbook should be issu
before the book under use Is completely exhausted to prevent a few unus
forms being left out in cne book and later on and to misappropriate sor
receipts. Before issue the Book should be certified as to the number of forr
it contains.

{2) Thatthe dates, amounts, serial numbers of the receipts and names of {
remitter on the counterfoils agree with the entries in the cash book.

(3) Thatspoilt receipt forms are not destroyed, but are attached to the counterit
and inltialed as cancelled by some ane in authority, Similarly both the parts
the cancelled receipts should be there and if any forms has been left out unus
the same should be cancelled to prevent any fraudulent use.
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{4) Thatthe formsare consecutively numbered and no number is missing. The Interal Chack System

receipt form and the counterfoil should bear the same number.

(5) Thatthe discounts allowed to debtors and customers accord with the usual
terms of credit. In case discount has been allowed al a special rate the same
should be sanctioned by duly authorized officials.

The Important sources from which cash is received are :

(1) Cash Sale of goods,

{(2) Remittances by customers in settlement of their accounts;
(3) Collections made through the Travelling Agents;

(4) Miscellaneous sources, such as dividend, rent, etc.

The system of internal check on receipt from the different sources would vary
from each other. They should be as follows: -

2.7.1 Cash Sales

There should be carefully planned system of control over cash sales In retail
business and large cash stores failing which-defalcations will be rampant, Such
concams must equip themselves with cash Registers, with secret total attachments
for additions and devices for tabtlating the sale of each salesman and each
department.

in large stores extensive cash sales take place daily and large number of

shop assistance are employed to make sales, a system that has been found to

work most satisfactorily is as follows:

(1) Eachsalesassistantis identified by an alphabet or a number, and is supplied
with a Sales Memo Book containing three sets of 50 to 100 sheets numbered
consecutively, Each book would bear the alphabet or number of assistants
using It and would be accompanied by a carban sheet. The Issue of the books
for use should be strictly controlled to prevent frauds.

2) Sales Memo Book used by different departments should be printed on different
coloured papers, so as to facilifate analysis of the sales uf each depariment
separately.

13} Assuch sale takes place, the assistant enters up the details in the Sales Memo
Book supplied to him and prepares three copigs of the cash memo with the

help of the carbon sheets, The book is then presented to some senior assistant:

who after checking the correctness of the entries in the memo, initials the
same as proof of chacking il.

4} The assistant retains one copy of the memo in the book for his reference and
hands over two copies to thecustomer. The assistant should neither receive
cash from the customer nor deth.rerma-g oads to him.

S The cashier is usually seated in the central position of all the ﬁapartments S0
that customers from different departments will pass through him and he can
k2=p a close watch on them to prevent any customer from going out without
making payment.

NOTES
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Auditing (6) The customer goes {o the cashies. hands over the two copies of the cas
memo given to him by the sales sssstant and fenders s amount stated there
to the cashier.

(7). The cashier chacks up the comaciness of the entries in tha two copies of th
cash memo, retains one copy and k=sos = same In 2 fila for his referance
He then writes 'Cash Paid’ on the othes copy wish tha halp of a rubber stam
and hands it over lo the customer.

(8) Inthe meantime the goods musiiave besnsesiiolie gate-keeper, Custorme
will producs the copy of the Mamo bearng the mark ‘Cash Paid' to the keepe
and demand the goods. On ver=oation. he g=te-s==per will hand over good
to the customer. But before cong 50 he will maks n=cessary entries in good
outward register maintained by him. The cusicemes ihen leaves the shop.

(8)  Atthe end of each day the saiss assisi=al the cashier, and the gale-keeps
will independently prepars Sales Summany Sheets for each of the departmen
from their own records. All these thres shests will now be compared with th
other by an assistant of the accounts ssction and after being lallied, presente
to Sales Manager for signature. The Mansgerwill make fow test checks befor
satisfying himself about the cometiness of the shests and putting his signatut
thereto.

(10) The fotal amount of cash sales’s hen e==sed by the Ganeral Cash Book.

(11) The cashier is not allowed to make 25y payment cut of the raceipt for cas
sales. The whole amount should in f=¢t Be c=posited inlo the bank on eve
day.

(12) The whole system is most rigidly enforced and all discrepancies a
immediately enquired intoand thus located without much delay.

While adopting the systam, nscessary modifications may be made 1o bui
the requirements of the particular business.

2.7.2 Receipls from Customers

Customers make payments in seitfements of their accounis of the gooc
previously purchased by them on cradil. Ordinanly they make remittances in cheque
They should however, be requested fo make payments by cheque drawn in favol
into the form and crossed. They should specifically be requested not to draw tr
chequesin the name of any official of the concerm. Notice should also be given'
them that no recaipt would be made unless given in the firm's printad form.

All letters received dally should be opened in the presence of some responsib
officer other than the cashier. All cheques and postal orders enclosed there in shou
immediately be crossed In the name of the firm and marked 'Not Negotiate, A
Payee”, if nol already crossed by the customer. Alist known as lnward Malil L|
should be made of all such remittances in triplicate. The remittances along with
copy of the list shouild be handed over to the cashier for entry in the Cash Book. Or
copy should be retainad for future reference and one copy sent fo the Accoun
section far posting to the ledger. At frequent intervals, somebody should, compa
Material
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®e listwith the entries in the Cash Book. The cashier should send the cheques the
nextday for collection and deposit the cash in the Bank Alc,

Special printed Receipt books with counterfolls should be used to
scknowledge all amolints recelved as described earlier. No receipt shouid be given
oninvoices or statements or plain papers. Each remittance should be acknowladged
separalely. The receipts for twe accounts paid together should be acknowledged
mseparate forms. If possible, the receipts should be prepared and dispatched by
some clerk other than the Cashier or the Ledger clerk or the person receiving the
remittances.

After a receipt is made out and before it Is tom off from the raceipt book, it
mustbe presented to the person authorized to sign it. Ifitis his duty to compare the
=antents with the counterfoil before signing the same he should also see that any

alteration of the:amount or the name of the counterfall before the recaipt s dispatched
to the remitter,

The receipt numbers should be given against their respective entries in the
£ash book in a special column provided for the purpose.

Wheraver the size of the business makes it possible the actual handling of
£=sh and securities and the signing of cheques should be done by a different person
from the one who writes up the Cash Boak. The cashier should notbe allowed to

make entries in any of the Ledgers or any book of original entry other than the Cash
ook,

2.7.3 Collection by Travelling Agent

Sometimes traveling agents are allowed to make collections from customers.
This system Is beset with dangers if proper precautions are not taken. The traveling
sales man must not bie allowed to meet any expenses or make any payments oul of
he collections made by him from the customers. At regular intervals they should
=ther deposit all collections in the bank to the credit of the from and rentthe amount
%o the firm along with a statement showing details of collections made by them. The
firm should pay them some maney to meet their expenses and towards theirsalary,
Sommission, elc., a separate account of which should be rendered by them to the
S, The traveling agents should be supplied with Temporary Receipt Book for use.
Witenever they make any collection, a receipt in triplicate should be made out, ohe
<oy will be retained in the book by the traveling agent one copy will be handed over
%o the customer concarned and the third copy should be sentto the firm for issue of
Canfirmatory Recelpts. On receipt of the copy sent by the traveling agents, the firm
willissue a Confirmatory Receipt. As a precautionary measures, there should be a

‘Sear modification on the Temporary Receip! that Confirmatory Receipt must follow
om the head office within a stated period, of say 10 days, and if not so received,

he fact should be intimated direct to the head office by the customer without fail,
Tha statements recelved from the book at periodical intervals should be compared
with the statements of collections received from the traveling agent. In respect of

accounts, in respectof which collection is overdue, the head office ;should send

seminders direct to the customers concerned. As a final check, periodical statement

Internal Chéck System
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Auditing of account 1o be issued to sach debtor requesting fim fointin.ate the head office
the balance owed as indicated in the stalement is not comect.

The statement of collection given wﬁmm should be prapare
with the periodical statements received actuaily ceposass &y the traveliing agen!

NOTES 28 VOUCHING THE DEBIT SIDE OF CASH BOOK

2.8.1Cash Sales

. This s the largest and most vulnerable source cf receil lfan effact system
internal check is not in operation, ne suditer 20 gu=camas that all money records
from cash sales have been actually accountsd. Missppropniations can easily tal
place courting few sales from ihe racord. Thersfors whers the auditor finds that
system of internal Is in existence of that the system in opesalion is not sound al
effective. we should discuss responsibilities 2s & the coreciness of the amo
entered in the cash baok by mal mentioning fhs sbsence cfefeciveness of asysie
of internal check in his report.

Where a sound system of internal check isin uss and auditor is satiated abe
the effectiveness and reliability of the system hs can safely apply some testir
Some of the items, particularly bigger cnes, should be picked up from the Sal
summon and compared with their respeciive cashmemos. The carreciness of |

sheset reports, calculation of thie price and the totzl in the cash memo should

checked. Some times the Goods Quiward Regisiermaintained by the gate-kee|
should also be compared with the Sales Summary Sheet o ensure that nogoc
left without accounted for, Ifin the course of these tests, no iregularities have be
R} found or not created, the auditor may safely presume that all items of sales he
. heen correctly recorded. Bul the auditor must compar= the daily sales Summ
| Sheet from the sales man, the cashier and the gats-keeperand satisfied hims
‘ that they tally with each other. Similarly, the Sales Summary mustalso be chech

e —

by the auditor to ensure that the total amount of saiss == recordad in the Cash Be
has been correctly arrived at. No tsst chacking could be applied to the cases.

I \Whare the cash memo system is not in operation but all cash sales are recon
' in Rough Cash Book, the auditor should check the daily casting of this blood 2
vouch the entries in the Cash Book wilh tha totals. However, [0 make himself f
from any liabilities, he should mention this factin the Report.

In some firms cash registers are used. They are howaver, no guarantee aga
omission of some sales. In such cases, the audiiorshould examine the cash regi
and vouch the entries in the Gash Book with this register. The author must dis
his responsibilities about omisslons of sales in some cases.

As a further check the daily sales of the year under audit should be compz
with the daily sales of the previous year and any large fall should be enquired il

2.8.2 Receipt from Debtors

\foucher of the receipls from debtors en open accaunts; i.e. those arising f
credit sales is of equal importanice. This job is notas simple as itappears to b
some firms printed counterfoil recelpts are not issued to the customers againsi

m&.[f—.ﬁn.r_mu'-rhm}
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payments made by them. The auditor cannot possibly verify the receipls in such
cases. Even where counterfoil receipts are used there are many difficulties. The
actual amount may be shown in the receiptissued {o the customer, a smalleraccount
entared in the counterfoil and the Cash Book and the differences misappropriated.
ifissue of Counlerfoil Receipt Book for use is not strictly controlled unused books
may be ulilized to misappropriate money. Besides the question of allowance, bad
debis is also there, they are not properly regulated. An amount received from a
customer might be misappropriated and shown in the books as allowance given to
@12 customer or later on may be written off as bad debls. However, where the cashier
Bas no access to any ledger account or Subsidiary Book, particularly the journal
proper, this kind of fraud would be difficult.

The auditor, therefore enquire into the system of intermnal check in force on
receipts from debtors the system of depositing such receipts into the bank, the
system of control over the use of Receipl books and above all, whether the cashier
maintains other ledger accounts or Subsidiary books. IFhe finds thal system Iz not a
r2liable one he must state the same in his repart The counter foils of the Receipt
Sooks are the documentary evidence available to the auditor for vouching the
recaipts from debtors. He shiould vouch counter foil receipts with entries in the cash
2aok thoroughly. He should see that the dates on the counterfails correspond with
hose Inthe cash book. He should check the debtor’s ledger intelligentiy to find out
any outstanding debt, He must seek explanation for the same as mere agreement
of counterfoils with cash boaok is no conclusive proof of its accuracy.

When travels are allowed to collect money from customers, the regulations in
force should be cerfain and it should be seen that they are sound and rigidly adhered
. ifthe travelers issuie counterfoil receipts, the counterfolls should be tested by the
auditor. The travelers statements, giving particulars of the amounts collected, should
250 be examined and compared with the actual receipts in Cash Book. If the traveler
s depositing the amounts In-a bank, the periodical Bank statemients should be
compared with the travelers statements.

Discount allowed to debtors is usually entered in a special column on the debit
=de of the cash Book against the receipt to which it relates. The auditor should
&scertain the terms (i.e. period of credit and rate discount) on which discount is
=lowed, and tesl a cerain number the entries to ascertain whether the discount
=%owed is in order. This is Imporiant, as defalcalions in respect of receipts may be
concezled by means of fictitious entries of discount. Where the rate of discount
&%cwed to a customer is higher than the usual rate; or wherediscount has been
=lowed even if payments has been made after the expiry of the usual term of eredit,
== auditor should demand production of authority for such special treatment without
which he should refuse to pass the item.

== must also enguire into the system of writing off a debt as irrevocable and bad
one. Generally, a debt is written off as bad by the Board of Directors, in the case of
& company, and by the pariners in the gase of firm. The auditor must examine the

“#=solutions treating a debt as bad one. He should also examine all the
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correSpondence and steps taken to recover the debt before viriting off the sar

bad in order to satisfy hlmsaﬁ_ﬂ-lat all pogsible steps had beer taken before tre
the debt as irrevocable. !

Overand above these checks, the auditor should, with the help of his owr
unaided by the employess of the firm, prepare extract copies of personal acc

Sl
Material

ofthe debtors from the Deblors Ledger, and with the permission of the clients
these to the debtors with a request to confirm the-entries therein or the objes

Srroneous entries are there, and to send them direct to him. From the ohjectic
any, he can detect defalcations.

2.8.3 Hire-purchase Sales

Where money is received of the instaliment relating to goods sold on |
purchase system the amount includes partly principal and partly interest. The W
amount, therefore, should not be credited to sales account. The auditor sh
examine the agreement and find out the amount creditable to interest accoun!
should be very sure that the amount is properly divided between principal and inte

and that the amount of principal is cradited to sales and the amount of intere
interest account,

2.8.4 Consignment and Agency Sales

The amounit recelved from consignees and agents on account of sales m
by them should be verified with the Account Sales received from them. The auc

should see that the Account Sales are certified by some responsible officia
comrect.

2.8.5 Interest and Dividends Received

Interest may be received on deposits with banks, on investments in Governm
securities or Debentures and on loans.

In case of interest on deposits, this should be vouched with amount cred
by the bank in Pass Book belonging to the client,

The rate of interest on Securities and Debentures and dats of payment
be ascertained from the securities. The auditor should inspect the securities a
calculate the amount recsivable as interests. Where a large number ofinvestrns
is held, an Investment Ledger showing the amount of investment on each Secur
the rate of interest and the date of payment will usually be found. Such Securiti
usually carry interest at a fixed rate on its nominal value and therefore, present
difficulty for calculation. It should be seen thatthis amount has been recelved a
accounted for. The amount debited to the Cash Book can be verified from

counterfoil of the interest coupon or the covering |stter sent with the cheqt

representing the amount of interest. |f interestis collacted th rough the banker ti
nk Pass Book will reveal the amount

Forinterest on loans the auditor should examine the Loan Agreement and fir
itthe principal amount and date of the joan and the rate of interest. The amou
2celvable can now be calculated by him. The amount entered in the debit side.
‘he cash Book should be vouched with the counterfoil of the receipt given to th
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Borrower. If interest Is cutstanding this should be ascertained by writing a letter to
the borrower with permission of the client.

Dividend Is received on investment. In case of registered securities, the amount
of dividend recejved should be checked from the counterfoils of Dividend Warrants,
and in case of Bearer Securities from the counterfoils of Dividend Coupons. When
Bividend is collected through the banker, the amount can be vouched with the Bank
=ass book. The auditor should be particular to see that interest on ex-dividend
sales and cum-dividend purchases have been duly received and accounted for. If
care is not taken, this amount can be easily misappropriated, For the Bankers Sales
Note the auditor can know whether it is an ex-dividend sale and from the Bought
Naote whether it is a cum-dividend purchases. In both the cases, the nex! dividend
payable afler the sale or after the purchase of the securities is receivable by the
clieni. The audilor should therefore be very particular about receipt of the next
divitlend on ex-dividend sales and cum-dividend purchases.

2.8.6 Rents Received

! In order to vouch the income derived from the source, the auditer should inspect
e leases and agreement and note there from the name of the tenant, the rent
sayable, date of payment, provision for repairs and allowances ete. Where the client
owns a large number of houses or estates, usually a rent roll is prepared showing in

~2=iail the name of the property, the name of the tenant, date of occupation and rent

e=yable. The auditor should also examine this rentroll and see that the total amount

Sfrent that should have been raceived has been dulyaccounted for. The enterprise

= the Cash Book relating to the recsipt of rent should be verified with the counterfoil

=freceipls given to the tenants, Any deductions made by the tenant should also be

~The auditor should pay particular attenlion towards rent outstanding. Il is
Sassible that rent might have been received but misappropriated and the amount
==y be shown as outstanding. In such a case, if the outstanding amountis a heavy
=0 of s a long one, with the permission of the client, the auditor should write to the
=nanis concemed requesting them to confirm the outstanding and send the intimation
Se=ctio him. Similar precautions must be taken In respect of properties which are
sncwm as unlet or vacant for sometimes. In fact such property might not have
s=mained vacant and the rent received might bave been misappropriated. From
5= comrespondence with the previous tenant he can ascertain the date on which the
Souse was vacated by him and from the agreement with the new tenant he can
==certain the period of vacancy, if any. He should also get a list of such unlet or
w=tant property duly sfgned by a responsibie official.

LE87 Bilis Receivable

- The auditor should examine the Bills Recelvable Books to ascertain the due
=*arearbills. The proceeds of those discounted will be recsived prior to maturity,
=5 should be vouched by reference to the "How disposed off” column of the Bills
==csivable Book or Bill discounted Book, the Bank Pass Book and the rate of
S=countcharged. Those bills till maturity should be received in full on the due dates
=== should be verified from the Bills Book. If not so received they will either have
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been retired and the new blll given, which can be seen from tlie letter of request c
the drawee of renewal, or dishonoured, which can be ascertainad from the intimatio
received from the banker nctice of dishonour given fo the drewee. In any case, 2
matured bills which have not been accounted for in the Cash Book must be trace
by the auditor to prevent defalcation of moneys received. All ur,paid bills remainin
in hand should be verified with the Bills Book. Contingent Liability at the date of th
Balance Sheet should be shown at the foot of the Balance Sheet.

2.8.8 Commission

Commission is received by the client for acting as agent or consignes of som
other businessmen. In such a case, i< auditor should inspect the consignment ¢
the Agency Agreement and ascertain the rate of commission payable. From th
Account Sales rendered by the client to the Principal the total amount of sale o
which commission is payable can be ascertained. The auditor is now in a pesitio
to detarmine the total amount of commission that should have been recaived by th
client. The entry in the debit side of the Cash Book will be vouched with the amour
thus, arrived at the counterfoil of the receipt issued by the client in acknowledgmer
of the receipt of commission.

2.8.9 Sale of Investmentis

The amount received on account of the sale of investments should be vouche
with the Broker's Sold Notes which will indicate the net amount receivable. If the
have baen sold through the bank, the bank advice will provide the evidence fc
vouching. Where investments are sold cum-dividend, it should be seen that th
amaount received. is correclly appropriated between the amoun! creditable 1
Invaestment Account and the amount creditable to Interest or Dividend Account.
they are sold ex-dividend, the auditor should particularly see that the next dividen
has been received and duly accourted for, otherwise it may be misappropriater
Where any investment has been sold in respect of any earmarked funds, such a
Sinking Fund or depreciation fund etc. The whole amount received should be credite
to the particular fund investment account.

2.8.10 Sale of Fixed Assels

Old Fixed Assets such as Land and Building, Plant and Machinery, Fixtur
and Furniture, etc. may be sold either by contract or by auction, The proceeds fror
such sale should be vouched with the auctioneer’s account, if sold by auction ¢
should be proved by the production of sale contracts, correspondence, or othe
documents relating thereto. It should be seen by the auditor that the amount is credite
tothe appropriate asset account and nol to the Sales Account.

All other receipts recorded on the debit side of the cash bnak should b
vouched with the appropriate documentary evidence.

Credit Side or Payments Side of the Cash Book

There must be a voucheror documentary evidence abtained for every paymen
In examining the vouchers for cash payments, the following points should b
particularly observed by the auditor :
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That the client must be mentioned as the:payer. Any voucher in the name of Taerual Cheek System

any employee ofthe underiaking should not ordinarily be acceplted as evidence
of payment.

That the payee's nameis properly stated in the Cash Book.

Thatthe date, month and the year in the receipt agree with the correspanding
entry in the Cash Book.

That the amount is properly entered in the Cash Book.

That the item of payment is duly authorized and is properly chartable against
the business and not by any of its employees.

That the amount is allocated to the correct accounti.e, revenue or capital.
That the narration in the cash book sufficiently explains the nature of each

entry.

That the signature of the payee appears to be genuine.

That every voucher of the value of Rs.20/- or more bears a revenue stamp of
Rs.0.20p.

The auditor must not pass any transaction unless it is supported by a proper

woucher. After vouching he should cancel the voucher to prevent the same being

‘eroduced in support of any transaction. Some special paymenis cannot be vouched

n the usual way; (for example, Insurance premium on a new policy) but satisfactory

‘evidence that the payment was actually made and value recelved should always be

obiained. If some vouchers are missing he should ask for production of duplicates
which he must not pass for the transactions.

Internal Check

1

2]

All payments other than those for wages and petty cash should invariably be
made {where passible) by cheque payableto order and crossed.

A proper acknowledgement should be obtained in support of every payment
and the vouchars should be consecutively numbered. All such vouchers should
be kept in a separate file in a serial order so as to facilltate verification.

The number of each voucher must appear against the respective entry or
payment in the Cash Book in special column provided for the purpose.

No cheque should be drawn for payment to a creditor for goods purchased,
unless the periodical statement received from him Is verified with the Ledger
Account and initialed as correct by the official who did the checking. Each
such statement there be passed for payment by one of the pariners, the
managing director or someone in authority.

The Cash Book should be verified with the Bank Pass Book and a
Reconciliation Statement prepared and entered in a book provided for the
purpose at least once a month. This can preferably be done by someone other
than the cashier. And discrepancy should immediately be investigated into.

NOTES
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8) Theoffice Cash Balance should be counted at regular Intervals and
with the Cash Book by some responsible official.

T)  Alicheques should be signed by ane of the pariners or some authorized
The person signing the cheque should also initial their corresg
counterfoils, and alterations, made in the cheque. The cheques sh
signed by the official concemed In his own hand and not by any other r
such as giving rubber stamps.

8)  Inlarge undertaking itis often highly desirable to have cheques counte
I.e. signed by two different officials. But no official should be given sign
advance before the chegue iz writian up nor should signatures be git
perfunctory manner, i.e. by the use of nubber. This will defeat the pur,
counter signatura.

8)  All cheque books should be kept under lock and key under the char
responsible official and issue of cheque book for use should be
controlled. A new cheque book will be Issued enly when the old one he
completely exhausted.

2.9 VOUCHING

The detection of frauds depends largely upon an intelligent and careful ve
of the payment side of the cash. In the absence of a properly working sys
internal check as described above fraud cannot altogether be avoided. The
should therefore enquire into the system of internal check on cash payment
finds any loose ends he should not only disown his responsibility, but also
suggest to the client to make the system an effactive one.

Some of the importanl items which usually appear on the credit side
Cash Book and the duties of the auditor ralating thereto are given below.

1. Wages

—

This is one ofthe mostimportant items of payment in a manufacty ring cc
Instanices of fraud in the payment of wages are among the most fraquent o
that come under the notice of the auditor. Ghost names and more than the n
actually employed may be entered into the wages being taken by dishonestw
by fargoing signatures or putting else 'thumb marks' and sharing the wage w
paying-in-clerk. Similarly, slgnatures of absence workers may be forged an
wage misappropriated. These things are extremely easy where an effective s
of internal check over recruitment of temporary workers, recording of
preparation of wage sheet and payment of wages [s non-existent. Circums
evidence is thus the best available method for the auditor, and this will cons
good system of control which renders frauid impossible. The system should
follows :- '

Temporary Recruitments

Itis the unregulated recruitment of day-to-day temporary workers that
all problems. Recruitment of temporary workers, by different depariments s

therefore, be controlled and a full record of all such récruitments be kept s
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2dding the number of such workers to the number of permanent workers, the tatal
number such workers of each day to whom wages are payable can be arrived at. All
temporary recrultment should be made by the work manager carefully examining
the requisitions made by the Foreman. Each recruitment should'be justified in writing.

Time Records

Wages are pald on twa methods : (1) Time Rate and (2) Plece Rate, most of
the cases the time rate system is used. In such a case, il is important to keep a
corect record of the time spent by each warker at work for which he is entitled to
wages. The importance of a correct time record can be explained by an example. If,
n a factory there are 1000 workers and they come one minute late and go one
minute earlier every day and in a month, the factory would lose 6000 man-hoursand
#1ihe wage rate per hour is Rs.2 the total loss In a month woulld come to a staggering
figure of Rs.12,000/-. This emphasizes for accurate recording of the time of arrival
and fime of departure of the worker fram which the exact time spent by him at work,
and therefore the amount of wages to which he is entitled can easily be worked out.
Time records are usually kept in three methods. They are -

1) Gate register System:
Z) Metal Disc System
3) Time-recording clock system :

In the last two systems the workers Is supplied with a job card showing is
name, age, address and other particulars, the workshop to which he belongs and
2 number and wage rate. Job cards are used fo have a double time record and to
prevent the worker from wasting his time by leitering or chit chatting after crossing
== factory gate but before reaching his workshop.

(Gate Register system of time keeping is generally in use in small actives where
&= number of workers does notexceed, say 2000. Names and job numbers etc,, of
e workers are printed in bound registers and the register is supplied to the gate
s=sper. Separale pages are used for each week. When the worker goes to the
=ciory he gets the time of his arrival entered in the gate register against his name
&y the gate-keeper. The time of departure Is closing time of the shift being the same
%r all workers presents no difficulty to the gate-keeper {o recard. Thus, absentee
=nd late arrivals are noted for deduction in wages.

In a factory of the medium size employing 200 to 350 workers the gate register
sysiem is unsuitable. The gate keeper ;will take lot of time to record the time of
=mval of so many workers before allowing them to enter in. In such a case, the
me=ial disc system is opted. Under this system each worker s allotted a number and
S=se numbers are inscribed on metal discs. These discs are hanged into the wall
= the fime keeping room at the factory gate. The time keeper sits there with the
“me register and a box kept near him. The time register contains the name and
=odress, rate of wage, workshop to which he belongs and job number, ete. in printed
Sam. When the worker comes for, he-enters into the time-room, picks-up his metal
2=cs and Insert the same Into the box meant for the purpose and then goes to the
werkshop. At the workshop he entire the date and time of the arrival in his job card

Interival Chock System
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NOTES workers bearing those numbers infhe Smesegisiars. Thus. the axact time of

In large business, howe sef neithar fhe Gat= Kesper Registernor Melal -
System is found appropriate whare fzrge nunber of workers are in employn
and a mechanical devica in the form of Time-7econding Ciock is used to keep
of arrival of workers. The clock is instafies 25 Bockory gate in a time-room. A

worker. When the worker comes for work he 2%=s into the time room, inserts
Job Card into the time-clock. Tha date and tirme are then sufomatically records
the job card and the card comes out ofine clock. The worker carries the card to
Foreman of the workers. If the foreman does not find any significant differe
between the time recorded on card and the actusi ime of arrival of the worker at
workshop, giving due allowanze for time Iocoverthe distance between the fac
gate and the workshop, he puts his signaturs on the card and allows the worke
start wark. In case of any significant dference in time indicating wastage of so
time on the way to the workshop by the worker, wage is deducted accordingly.

| After the start of work none is 2liowed to leava his factory without permissi
For temporary absence, the fareman IS5UES 3 Gate pass showing the name, |

number, the workshop of the worker and the time of depariure, Only on product

of this pass at the Gate the worker Is gllowed to go out or come in during work

| _ hours. On return, the worker suimenders the Gate Pass to the Foreman who recoy
the time of arrival and keeps the pass for preparation of the Wage Sheet.

Inthe workshop if the warker indulgesinacts nfindis:lpiina_jﬁr breaks tools
wasles materials or does any other punishable offence and is punished the same
noted by the Foreman on his Job Card for ded uction of his wages..

| Atthe end of the week the Gate Register or the Time-Register, the Job Car
gV s nd the used Gate passes are collected for preparation of the wage sheat a
resh registers and cards are lssued foruse.

Wages Sheet

With the Help of the aforesaid documents {he wages sheet is prepared. F
each workshop a separate wage sheet is prepared. |t is generally kept in a bou
register. The sheet contains a number of columns for entering the name, job numb
of the worker, the rale of wages per hour or per piece, the number of hours of wo
put in by the worker during the week as found out from the time record and Jc
Card, gross wages payable, deductions lo be made for fines, adva nces, cost

Seff-lstructional
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==8ons supplied ete,, net wages payable and space for signature of the worker, Internal Check System

an

he More than one clerk should be engaged to fill In the different columns of the wages

ed sheet and the columns should be checked by another one or two clerks. All the

£s <=rks engaged in the preparation and checking of the Wages Sheet should put

he S=ir signatures stating the role played by sach ofthem sothat in future if any error is

ch S=tacted responsiblility can easily be fixed. The wages sheet is then placed before NOTES

ler 5= works manager for signature. He makes a few test checks and if finds them

ox Somect, signs the sheet. Orders for payment of wages are then issued by the General

he Manager.- - :

| Payment

;ﬁ The Cashier draws a single cheque for the total amount of wages payable.

b Wages are paid by a clerk who was neither employed in the preparation of the

o wages sheel nor the cashier. At the time of payment the departmental Foreman, the

o Cashier or his representative remains present. At the time of payment the signature

e of the worker or his 'thumb mark’ is taken on the Wages Shesetin space provided for

his 9= purpose. Wages of an absentee worker is not paid to anybody else unless a

fin ﬂegrwrittan authority from the worker concerned Is produced. The wages sheet is

the hen signed by the paying clerk, the foreman and the cashier. A list of absentea

i workers and the amount of wages due o them is prepared. The amount of cash

o wiih the paying clerk must tally with the amount shown by the list. The list and the

ory unpaid amount are then handed overto the cashier.”

rto Duties of the Auditor

e _ Where the auditor finds that there is no internal check or recruitment of causal
workers, recording of time, preparation of wages sheetand payment of wages, he

iorn. Shouid disown all responsibilities relating to wages by stating this fact in his report.

job Sutwhere the system of internal check is in confarmity with the one described abave,
tion %= should apply some test checks. Wages Sheets of a few weeks may be {aken at
ting =ndom, compared with the original records and checked exhaustively; fewitems
wrds fom other wages sheets may be tested, and if no irregularity Is detecled, he may

=xe all the sheets 1o have been correctly prepared. In any case, the total of the

s of wages sheets must be checked by him. The auditor should do well to pay a surprise

i wisit at the time of payment of wages to make sure that the internal check is being
carmiad effectively. The entries on the credit side of the Cash Book should be vouched
with the wages shest.

1;:3 ‘The abject of the auditor in verifying the item of wages is to satisfy himself that
2 payments as recorded were actually made, that they were properly authorized
=nd were accurately ascertained.

2. Salaries and Commission

15: ; Usually a Salaries Book is kept showing particulars of mo nthly salaries paid

o % the employees. This should be examined by the auditor and the manthly folals

otk checked. He should see that the_ total of the Salaries Book for a particular manth

| Job =grees with the cheque drawn for the month of salarles or the entry in the Cash

\st of Column of the Cash Book and that for every payment made the signature of the

Self-Instretional
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-employee concerned has been obtained. The salaries of sectstaries, man
important officials would be fixed by the Directors, and the Board's Mint
should be consulled for the purpose. Any change in the salary list owin
appointment, or incrementin salary allowed to cerlain employeas or allowan
should be verified by the auditor by demanding production of proper auth
'should sea that necessary deductions for Pravident Fund, Income-tax elc.
advances taken or cost of rations supplied, house rent etc., have been m:
Employees’ State Insurance records should be tested with the entries in the
Books. Salaries may also be verified with the Annual Returns submite
Income-tax Department regarding the payment of Salaries.

For payment of commiszion to agents, agreements mads with ther
be inspected to ascertain the actual basis on which the commission
calculated and the arrangements, if any, regarding expenses: Usually the pe
of commission would be caleulaterd on the Net Sales, |.e. after deduction of
allowance and Bad debts, unless there Is any stipulation to the contrary
cases, itis highly desirable that a proper record be maintained of the sales
through each traveling salesman, For payments made to travelers, receip!
by them should be inspected. The commission records should be exam
some of the calculation tested.

3. Payments for Goods Purchased

All cash purchases should be vouched with the Cash Memos recei
the suppliers. As cash purchases are rarely made the auditor must satisf
that such purchases have been duly authorized. In the case of payments 1o
for goods purchased earlier on credit, the receipts from the creditors ackno
the receipts of the amounts should be sufficient for the purpesa of vouct
auditor should enquire whether periodical statements received from the
are properly checked with (he Ledger Accounts before passed for paymen
responsible official, As an added measure of check, he should, with the pe
ofthe client, send copies of personal accounts of the craditors to them with
to confirm the entries or object to them in case of errors, so thathe can

about payments made. He should also see that cash discount, if any, fc
payments has been availed of as net amounts have been paid.

4. Travelling expenses

Travelling expenses cannot, as arule, be Eubs_tantiaiadfb;y; vouche
usually admitted on the certificate of a responsible official. Where a limit
any particular case, the auditor should not pass any excess payment fo the

i

| concerned but should ask for recovery by examining the nature of the e

f_Tha auditor must satisfy himself the expenses were necessarily incurrs
lEIJSiﬂ&ES and are properly chargeable to the business, failing which he s

*| pass them. The agreements with travelers'should be inspected to ascer

the stipulations are as to traveling expensaes. All outstanding expenses ¢
provided for and the receipts of acknowledgement should be vouched:

In case of Directors, it should be noted that they are not entitled to

expenses incurred by them for attending Board mestings unless the ¢
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articles specifically allow these, or the company in general mesting authorizes such
payment.
5. Miscellaneous Expenses

Other payments for establishing expenses, such as Rent, Taxes, Insurance
Premium, Advertising, Lighting, etc. should be supported by well recognized
vouchers. While vouching these expenses, the auditor should carefully note the period
covared lo see if they would require adjustment or apportionment for the purpose of
being included in the final accounts as outstanding liabilities or payments in advance.

§. Railway Freight and Custom Duty

These accounts require careful examination as the sums involved sometimes
are vary large and special opporlunities exist for fraud in connection therewith. The

payments for railway freight, carriage and customs duty must be vouched with the |
accounts rendered by the authorities concerned. It should be seen that rebates

aliowed by transport authorities have been availed and properly brought into account,
L2. the aclual cash payment corresponds wilh the net amount payable.

7.  Petty Cash Paymenis

‘Thesa are small payments of less than Rs.20/- each but are very large in
number and afford numerous opportunities for manipulation. The auditor should not
herefore, regard them as unimportant though impaortant frauds are hardly likely to
accurin petty cash. Vouchers cannot be obiained for a large number of petiy cash
sayments and in such cases a list of such payments be made and certified by a
=sponsible official. The transactions are so numerous thal no auditor can undertake
=dalalled checking of petty cash payments and it will not be possible for auditor to
salisfy himself by the usual method of vouching that all payments are in order.

How far the auditor should vouch details of the petty expenditure is a question
10 be decided with due regard to the system In use. He must use his Judgment in
sachparticular case. [fthe Petty cash Roaok is maintained under the Imprest System
=nd is periodically i.e. monthly checked by the Cashler, it should go far towards
sabisfying the auditor that payments are justifiable. The cheques issued for Petty
S2sh by the Cashier would be vouched with the Pelty Cash Book. He should check
=t i=ast all the vouchers for a period selected by way of test or see vouchers for all
sayments, say Rs.5/- and upwards. Petty acls of pliferage almost constantly occur
=nd it is therefore, difficult to lay down any hard and fast rule for vouching in this
==s=. The auditor should see that no large amounts are pald through the Petty Cash
=nd that the Petly cashier is not allowed to receive any amounts howaver small
=xoept by way of Imprest cheques. He should check casts and cross casts and see
==t expenditure is pro perly analysed and posted 1o their correct accounts. By an
2ctuzl count he must se that the balance Unspent s in the hands of Petty cash[ar
S=yond this he should not aﬁempt to go.

Along with the Petty Cash Book, the auditor also examifies the Postage Book.
== should apply some test checks to salisfy himself about the correctness of the
Sosiage account. lt should be seen that the Foslage book has been regularly checked
&nd the balance of stamps In hand b| counted. Some entries in the Postage Book
Ehould be verified with the Letters Uespatch Reglster.

Interival Check System
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NOTES

8. Land, Buildings Purchased
1

Foryouching this item the auditor should sxamine the acreement for:
conveyance: The Titie Deeds canferring the legal title of the property on tF
the receipt showing the money paid-and the registration deed laqal charge |
i.e. registration charges, stamp duty, Lawyer's fees, eic. incurred in co
with the acquisition of the property will be wanied with the solicitor's bill
Brokerage paid should be checked with the broker's receipt. These expel
to be treated as part of the cost of property and debited to the property acc
not to any nominal account. The auditer should also refer to the minute bo
Board to see that the purchase has £2z7 sanctioned by the directors. [T the
has been purchased inan auiction, the auctioneer’s accounts would be vo

-

If the building is constructed under contract, the architect complain o
the builder's or contractors recaipt acknowledging the payment and the
with the builder will he seen. The faas paid to the architect should be ¢z
and debited to the bullding account,

9. Purchase of Plant and Machinery ; and Furniture and Fixtures

If they have been bought in an auction, the auctioneer's accounts s
verified. If they are purchased from a supplier the raceiptform the vend
sean. If these are acquired under a hire-purchase agreement, the auditor
to see the agreement in addition to the voucher; he should also see that th
paid as installment is properly allocated betwaen cost of the asset and
Carriage paid to bring the asset, erection charges of the machinery to |
working condition and other expenses incurred In connection with the asse
{reated as capital expenditure and debited to the asset account.

10. Patents and Copyrights

The menapoly right to manufaciure and sell chemical goods or m
known as patent-right which Is purchased from the inventor. Similarly the
right to publish and se!l a book is known as copyright and this is purchases
original author. Such paymenis should be verified with the contract for sal
voucher acknowledging the receipt of the purchase consideration. Legal e
such as registration charges shall be charged to the Patent or Copyright
and vouched with the agenit's accounts, Renewal expenses to get the
renewed at the expiry will be treated as revenue expenditure.

11. Payments under Hire-purchase or Deferred

Where the payments are made under any Hire-purchase or
Instaliments Agreement, the auditer should inspact the Agreement an
properapportionmentis made between principal and interests on recordin
of each installment. He should also ses thatunder no circumstance the ass
is debited with anything beyond iis present cash price. The payment a
verified with periodical statements received from the hire-trader. ||
agreement should be examined.

Se{finstructionagl
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42 Investments

Payments for the purchases of shares, securities, etc. should be vouched with
the Broker's Bought note, other's receipt and the securities themselves. Where the
mvestments are purchased and the auditor should see that the dividend paid
immediately after the purchase Is received and duly accounted for. The price paid
for the purchase should be apportioned between the cost of the securities and the

=ccrued interest and the total amount should not be deposited to the investment
-account, He should see that investments have been purchased through the resclution

of the Board, the minute book of directors should be examined.
In case of re-purchases of shares from a newly formed company, the letter of

sliotment of the shares In the name of the client and the banker's receipt, for the

mstaliments (calls) paid should be examined.

In short, correct entry in the Cash Book must be supported by documentary
avidences known as voucher which may lake lhe shape of receipts, invoices, cash
memos, counterfoils, resolutions, promotions In the Articles and Memerandum,
Frospectus and even correspondence. The auditor examine the genuineness and
correctness of these forming vouchers and the comeciness of the eniries in the
CashBook, If the audit takes place sometimes later than the closure of the books

‘25l does, the transactions recorded in the Cash Book after the closure till the date

of recording also be examined by the auditor to arrive al the correct balance. The

actual amount cash in hand should agree with the balances thus amived at.

The payments into the Bank Account and the withdrawals or payment from

-such account should also be checked with relevant documentary evidences. The

book balance as shown by the Bank pass Book should be reconciled by preparing

-3 Reconciliation statemenlt . The cheqte both pald in and drawn that are not entered

in the Pass Book at the head of accounts and which appear in the reconciliation
siatement should be traced through into Pass Book for the succeeding period.

In order that such oulstanding are bonafide transactions, If the audit takes
place sometimes after close of the financial period, and these are outstanding that
are still not through the Cash Book, it should be seen that the dates and names
agree, because it provides scope for fraud. Frauds have been covered up in the
past by producing to the auditor a dummy pass Book, and therefore, in order to
guard against this, the auditor should obtain direct from bankers a certificate of the
Balances to the books of the bank, as at the close of the financial vear af the concern
whasa accounts are being audited, and it must be seen that these balance agree
\'iTﬂHhE balances shown by the Pass Books produced. When making application fo
client’s bankers, the auditor should ask for 2 cerificate as to the all details of the
clients accounts with the bank and particulars of any bills, securities, etc, held by the
bank on behalf of the client. There have been cases in which there have been

‘accounts in to the bank of which the auditor had no knowledge.

SELF TEST - 5

1. Whatis the objective of vouching the Cash Book ? Discuss in brief the method
of vouching the items of cash receipts under different heads.

Internal Check System:
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Aucditing 2. Discuss the process of vouching e payecs side of e=<t book under diffe
heads

What is the impariance of the awdd of tosh ranssciions 7
Discuss the role of the auditos in vouching c==h ransacions.
write short noles :
I Vouching of Cash Sales.
il.  Vouching of Wage Payments.
iii.  Vouching of Petty Cash Paymenis.
v, Vouching of interesi and didend recaived.
2.10 VOUCHING OF TRADING TRANSACTIONS

In our day to day business iife, we find that plrchases and sales are f
importantilems of any business concerm Vouching of Cash Purchases and Ca
Sales has already been discuss=d in the previous chapter. In vouching the tradi
transactions, the auditor must exercise great cars inegard to purchases and cre
sales. Here the audilor is concerned with the checking of the purchase Book a
the Sales Book. The main object of vouching thes= fvo impariant books is to preve
misappropriation of goods. Below is given the procedur= of vouching of Pass Bo

Purchases Book

Purchases book is also known 2s Bought Day Book or Bought Journal
Invoice Book wherein only credit transactions of geods in which the trader deals a
recorded. Auditor should see the records only for those goods which have be:
ordered for the business and which have been receivad and accounted for

Internal Checking in Purchases

The first duties of auditor should take in Vauching the Purchase Baok is
Investigates into the system — check in forca regarding purchases. This is ve
important because without an effecting checking and control system in regard
purchase, opportunities for fraud are very genaral. Chack system has not been
operation or it is defective and not reliable that should exercise considerable ca
Inexamining the Purchase Book. As regards the internal check in force, he shou
see that the following points are observed by his client :

a)  Theirshould be proper record of all orders. These orders should be made o
in duplicate that copy of the order must be sent (o the supplier while the carbo
copyis In office.

b} Goods recaived should be recorded in the Goods Inwards Book maintaine
by the storekeeper. The auditor should check the goods with the delivery nate
sent by suppliers.

c)  ltshould be compared with the order form and the Goods Inwards Book. Th
goods in respect of quantities, qualities, weight elc. should be checked.

d)  Afterchecking the details the invoices shauld be sent to Purchasing deparimer
or Section which placed orders for goods for verification of prices, quality efc

NOTES
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€} The person in charge of the Purchase Department then passes over the
" invoices to clerk who records all particulars of the inveices in the Purchase
Book.

%  Allthe invoices should be numbered, signed and filed system atically for future
references.

Vouching of Entries In the Purchase Book and Auditor's duty

For vouching the entries in the Purchases Book the auditor will require the
woices relating to Purchases, the Goods Inward Boak and Defivery notes. He should
==k his client o arrange all the inveices serially and in the same order as that of

_=ntriss in the purchases Book. While examining the invoices the auditors should

pay special attention to the following points

1 Theinvoices are In the name of his client. Sometimes employees of the client
purchase goods through the concern in order to take the advantage of trade
discount. In such cases auditor should see that the goods are debited to the
concerned employee's personal account.

2  The date of the invoice should correspond to the period under audit,

2 Invoice Is checked by some responsible officer who is authorized to place
orders. ]

£ |nvoice relates to those goods which are dealt with by his client.

5 Tradediscount, ifany, has been deducted from the amount of the invoice and
niet amount is shown for which entry has been made.

5. Invoices relating to the purchases of capital goods should not be passed
through the Purchases Book. Such invoice should be checked with the entry
In the Purchases Book.

7 Name of the creditor in the invoice should be checked with the entry in the
Purchases Book.

&  Heshould compare a few invoices ;with the Goods Inward Book in order to
ensure that the goods have actually been recelved. Such test check would
present the inclusion of fictitious invoice or submission of duplicate invoices,

The auditor should pay special attention to the fact that the management has

not inflated profits by not showing all the invoices relating to the purchases of goods.

To check this, in particular, the auditor should compare the entries in the Purchases
Saok with the entries in the Goods Inward Book during the |ast few weeks. He has

to ensure that entry has been made both in the Purchases Bock as well as the

Siock Book. In order to ensure thatall Invoices have been included, the auditor, with

parmission from his client, should send for confirmatory statement of accounts from

e creditors. If these statements reveal any discrepancy, he should investigate this.

Sometimes auditory may come across Invoices marked ‘duplicate’. In that
case he should satisfy himself thal they were obtained In respect of only those
invoices which have been actually lost. The invoices which have already been
=xamined should be duly cancelled so that these cannat be shown as a documentary
avidence in support of another entry.

Tnternal Chieck System
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Auditing The auditor should chack Wotals, sub-tolals. canry forwards and a reas

NOTES | Properly ordered, received, inspected and sen duly accounted for in all the ri
Purchase Returns

Goods are returnad fo the suppliers forvarious reasons like.
a) Thegoods may notbe ofthe Kindl crdered or may be of inferior quality
b)  Theymay not have beendeliversd ntime
€) Theymay have been damaged in fransit. or
d)  Theymay othervise be unsatisfactory or defective

When such returns are VEry rare, ssparate books for returns may r
Prepared by the concern but when such ransactions are many these are ente

He should compars the Credit Notes sent by the creditors with the entr
the Purchase Retumns Book and the Goods Outward Bogk. Credit Notes are

documentary evidence. Fostings and Castings of Purchases Return Book sh
be checked with the ledgeraccounts.

Sales Book

‘Sales Book is also known as the Day Book, wherein credit sales of go

dealtin by client are recorded. The procedure of vouching of Sales Book is gi
below:

Internal Check Regarding credit Sales

The auditor should enquire-inio the intemnal check system regarding the sz
’ and see that the following points are observed by his client:

a) Wheneveran orderis received, itshould be recorded in the Order receiy
Book, giving details regarding the date of raceipl of order, the name of |
! customer, particulars about the goods. date of delivery, mode of transport e

b)  Acopyofthe orderis sentfo the dispatch department.

Sellnstrasiiona!
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d)

€)

After the goods are packed, another clerk should compare the goods so Iaternal Chack Sysige

dispatched with orders received, or a separate list prepared by him, and the
same s sent to the Counting House.

Inthe Counting House a respansible official marks the rate at which the goods
are to be charged. '

Invoice (outward) is prepared in duplicate or triplicate copies by means of
carbon papers. One copy of the invoice is sent to the invoice clerk for recording
itin the Sales Book. One copy is sent tothe customer. Another copy is sentto
the gate-keeper for record in the Goods Qutwards Book.

Somatimes orders are received through the traveling salesman. In such case
they should be given order books with triplicate coples-one copy is handed
over (o the Customer, the second copy is sent to the head office for action,
and the third copy is retained by the traveling salesman for his own reference
and record.

Vouching of Credit Sales and Auditor's Duty

While vouching the Sales Book or Sales Journal containing Credit Sales

goods, the auditor should adopt the following procedures

y 3

He should study the system of internal check in foree in the business. Ifhe is
satisfied with the internal check and control system, he may have some test
checking. If he is not satisfied with the working of the internal check system, he
should disown his responsibility of informing the higher officials.

He should see Ihatsales of capilal lems, i.e. assels should not be included in
the Sales Book.

He should see that no sale is omitted to be entered in the Sales Book. |fthis
happens, money can easily be misappropriated on receipt of the same later
as there is no other record of entry for such sales. Such frauds can ba detected
by the auditor if he compares the copies of invoices. Orders Received Book,
Goods Qutward Book, Delivery Note duly signed by the purchaser, receipls
issued by transport agencies efc.

The auditor should prepare a statement of accounts of customers and send
the:same to customers to confirm accuracy of balances. Such procedure will
reduce fraud to a greal exienl.

He should check the Casts, cross Casts and carry forward of the Sales Book
and compare them with l[edger accounts.

He should examine entries made in the Sales Book for the iast few weeks of
the year to prevent the likely fictitious entries.

Ha should also check the trade discounts and try fo find out, the reasons foran
unusually high or low rate of discount allowed lo customers.

He should see that the cancelled invoices have been checked properly and
preserved systematically for fulure references.
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8. Heshouldalso see the sales tax, insurance charges forwhich the custon
accounts are to be debited have been duly recorsad in ths accounts,

Sales Returns

Sometimes goods may be retumed by #= customers to whom thesa \
sold, for the same reasons indicated sarfies [ Purchass Retums) when such ret
are rare, separate books for retumns inward may not B2 maintainad by the client
when such transactions are sizeabis 2 secarste subsidiany book known as S
Returns Book or Sales Journalis maintainad Finternal chack system in this re:
Is satisfactory the auditor should compare *he enties in the gate Keeper's t
with those of the Stock Register slony with cofrespongences with the custarr
These are further compared with Credit Notes Ssued io customers and debit N
received from customers.

The auditor has to asceriain that some goods have aclually been retur
and that the client does niot have the fraudulent intention of misa ppropriation o
goods on the account An unususa! fime lag betwesn sale and relurn may result ir
deterioration of the quality of goods. After examining the condition of the retur
goods.only, the auditor may aliow Credit Nots o be issued in favour of oL stome
the client.

The auditor should alsa check castings and pastings of the Sales Rety
Book and the ledger accounis.

Goods Sold on Sale or Return System :

Very often goods are sold to customers on sale or return basis oron appro
In this system goods are delivered to a customer on condition that if he does
approve of the goods, he can retum them within a particular period. Insuchac
goods sold on approval basis cannot be trezted as complele sale until the custor
approves the goods. In case itis treated s sales and shown in the accounts, it
inflate profit. The auditor must ses If there is such goods until approval, it wil
deducted from sale a debtors. !

The auditor should instruct his client to prepare a list or schedule of such go«
in the hands of customers, and if such fransactions are numerous, he should insts
his client to have a separate subsidiary book far such goods in order to cle:
distinguish between sale and sale on approval.

The auditor should vouch siich goods sold on approval with the agreemen
correspondence with customer, invoices etc. These goods are 1o be such in |
Balance Sheet at cost or market price whichever is lower, as the 'Goods
customers’. Provision for damages fo these goads, if any, should also be made

Goods Sent on Consignment

Afrader having large establishment may decide to appaint agents or consigr
at different places for effecting sale of goods. Goods which are sent on consignm
to different places be sold by the consignee at the instruction and risk of |
consignor, cannot be treated as sales until thess are actually sold by the consign

Such goods shall be created as stock with the agent. Where the number

L = -
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consignments is large consignment ledger having aceounts for each individual
consignment should be maintained. Each individual consignment will be debited
With cost of goods and expenses incurred by the consignor and cansignes.

The auditor should check the entries in consignment account with the
tonsignment note, account sale, vouchers for éxpenses and cash book. The
agreaments with the consignees for terms and conditions are always ta be looked
to. Entries for sale proceeds, expenses incurred by the consignee, his commission,
&ic. shall be vouched with the help of account sale sent by the consignee.

Atthe date of the Balance Sheet any goods remaining unsold shall be shown

inthe Balance Sheet as Stock on Consignment and suich goods are to be valued at-

2 cost plus proportionate expenses incurred by the consignor or consignee till it
reaches the godown of the go down by the Consignee. If marked price of such
goods has fallen, then these goods should be valued at market prices.

Where the consignee is paid delcredere Commission, the auditar, should see
that bad debts, if any, are met by the consignee and not by his client. In case goods
have been invoiced at sale price, he should see that proper unloading has been
made in this respect, so Ihat goods are shown at cost price only. The auditor should
insfruct his client to make proper allowance for goods damaged in transit,

Packages and Empties

In some cases customers are supplied with containers and packages i.e. bags,
Srafts cans and jars ete. which the customers have to return to the suppliers. The
auditor should see that an effective system exists to record such packages and

2mpties. Generally a memorandum system is adopted. Under this system the
=ustomer Is debited with the cost of such packages and credited where they are
refurned. The cost of empties is notincluded in sales. They are entered in the Sales

Return Book under a separate column called as ‘packages and Empties’. They
should also be recorded by the Gate Keeperin the ‘Empties Returns Inward Book'.

Atthe date of the Balance Sheeta list of empties not returned by customers
should be prepared and the value of such empties should be recorded in a separate
ook known as 'Emplies and Packages on hand' at cost price less depreciation.

Some suppliers like gas companies maintain separate acoounts for each of
the containers. Afixed amount is taken as deposil from such customer and amount
received is credited lo these separale accounts. Ifa customer refuses to return the
containers his deposit amount should be adjusted accordingly,

Auditor has fo ensure that proper provision is made for depreciation in respect
of Empties and Packages in hand and with customers.

Sale Under Hire Purchase Agreement

In order to increase sales of costly items, traders allow hire purchase facility to
customers in respect of which systern the price may be paid by the purchasers in a
number of installments. Technically, there a difference between a sale under
msiallment system and a sale on hire purchase basis. Under the Instaliments payment
system, ownership or title in the goods passes immediately at the time of the contract

Furernal Cleck System
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and on payment of the first instaliment Unm'ﬂemhaﬁr-ﬂwe basis title in t
goods is not passed yntil the lastinstaliment has bean paid. Thus under the hir
purchase system goods can be recovered f any insisliment is not paid.

m'-'f'ﬂ.‘f-fﬂﬂf#ﬂ*"’"ﬂf
Material

still depends upon the naturs of ransactions of an enterprise. Journal is used to

record all the item which cannot be passed through any subsidiary books. The
following transaction are generally recorged through tha journal ;

Qpening entries

Closing entries

Adjusting entries

Entries for the issues and aliotment of shares ang debentures,
Entries for making calls on shares and deb=n fures,

Entries for the forfeiture of shares and the reissija of forfeited shares.
Enlries relating to consignment and dishonour of bilis,

Entries for the acquisition of Various assats and liabilities

There are greater chances of fraud in Fespeciof journal entries. Hence the
auditor should be careful whiie veuching journal fransactions which are of varieg
nature. He should see that narration isgiven afiersach eniry for clear understanding.

Documentary eviderice for vouching the journals will depend upon the natyre
transactions.

BND O A N oA

Closing entries are passed atthe end of accounting perfod when final accoun

are prepared. Balance in the nominal accounts are transferred o Profit and L
Account. The auditor should see that these accounts have been properly valued.




. Adjusting entries In respect of prepaid or outstanding expenses and incomes fnternal Check System

are often made al the end of the accounting period. Also provision for doubtful debts,

denreciation, reserves etc. are passed through the journal entries. Auditar should

liy carefully check these items with the relevant accounts. He should see that proper
csiribution is made between revenue and Capital transactions.

ar
to Entries for the issue of shares, their allotment, forfeiture, re-issue, etc. should e
is be vouched with the copies of allotment letters, Shareholders Registers and Minutes
od Books. Likewise entries in respect of transactions relating to other activities should
ch Be youched with original records, minutes book of Board meetings. The auditor
he should pass the entries anly after he is fully satisfied with documentary evidences.
:g Bought Ledger
Ita Individual creditors from whom goods are purchased on Credit will show Credit
balances. The accounts all sum Creditors are shown in oneledger account, known
25 Bought Ledger or Purchase Ledger. When credit purchases of goods take place,
these are recorded in the books of original entries i.e. Purchases Book or Purchases
iles Journal,
Alis ) The opening balance of Bought Ledgeris vouched with the closing balance of
ook Sought Ledger of previous year. The auditor should vouch Bought Ledger account
g%0 with Purchases Journal, Purchases Return Book, Bills Payable Book, allowances
the aliowed by creditors, Cash Book, Schedule of Creditors and statement of accounts
r=ceived from Creditors. For entries of special nature, (he journal may be referred
%o by the auditor. The auditor should cast the accounts in the Bought Ledger with the
talances as shown in the schedule of Creditors.

If the ledgers are maintained on self-balancing System, the lotal balance of
the total schedule Creditors should agree with the balance shown in the comesponding
creditor's Ledger account in the General Ledger.

Sometimes the schedule of creditor's balance as revealed by the books of
account does not tally in the statements received from creditars. This may be-dueto
the fact that goads sent by such creditors might be in transit and might not have
teen received by the client by the time the book were closed or the schedule of
craditors was prepared. The auditor should see that such books are not included in

athe Siock Book or Purchasas Book. Sometimes the Schedule of Craditors balance of
aried Me statement of accounts received from creditors does not tally due to dispule in
ding. some accounts. The auditor instructs his client to make provision for such contingent
ire of =3bllities and if provision has been made but found to be inadequate, further provision
should be made.
lance Sometime bought Ledger may show a debit balance instead of the normal
e to credit balance. This may be return of goods to creditors for which payment might
tactor have already been made, This may be for advance payment made lo creditors
2gainst which goods have not been received. The auditor should ascertain about
e authenticity of such debit balance and if he is satisfied about it, such balance
aunts should be shown on the assel side of the balance sheet rather than shown as
| Loss deduction from Sundry Creditors.
ued. '
Selflnstructional
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Sales Ledger

Individual debtors to whom gacds se= soks on Ce=citwil show balances. T
accounts of all such deblor= 2re showe & o= L=ss=r =ccount, known as Sa
Ledger or Sold Ledger or deblors Ladoss When ot s2ie= nfgoods take pla
these are recarded in the books of cricealeniry 1= Sales Journal,
The opening balancs of %L#hmﬂdﬂthe closing balancs

Sales Ledger of previous year THe: Szles Ledger acco

customers, Cash Book, Schaduls of Defrs and sistement of accounts recei
from debtors. For entries of spacsl = == suseor should refer to the journaly
narration. The auditmshasﬂtﬁ&ﬂ'ﬂﬂ'ﬁﬁﬁﬂasmdger with the balan
as shown in the schedule of gsbiors.

If the ledgers are mamiamnss o e S=F B=zncng System the auditor she
see that the total of the balance m = schedue of debiors as ascertained

each ledger agrees with the oisl Esance asshoan in Debtor's Ledger Adjustr
Accounts in the General Ledger.

Sometimes the Schedule of Debiars balance s ravealed by the book
account does not tally with the Statesment received from debiors. The auditor sh
ascertain the reasons forthe sams. One of the fundamental duties of an audit
to see that proper provision has besn made by the clent for bad and doubtful de
If such, provision is inadequate accossing & his opinson, the auditor should ins
his client to raise the same or the report the same in his report if his client does
agree for the same.

If the auditor ﬁnds;thatlhemhahanﬁde credit halancein the Sales Ler
this should not be deducted from sundry oebioss, rather shown on the liabilities
under the heading 'Advance againsi Goods on Order’.

The auditor should be careful about the amount of bad debts written off
possible that after the amount has besn written off itis subsequently receivec
misappropriated. To check fhis type of fraud, auditor should see that the bad ¢
are written off only afler they have besn properiy sanctionad by some respon
officer. "

Total Accounts and Sectional Balancing

In big business concerms where there are large number of transactions,
be difficult fo prove the accuracy of the balances of Bought Ledger and sales Le
To facilitate this ‘Total Debtors’ and Total Creditors’ accounts are usually prep
The ‘Total Deblors' and Total Graditors' accounts will contain all the ftems appe
on the Debit side and Cradil side of the accounts in the Sales and Purch

Ledgers.

Ifthe concem maintains the ledgers on the self-balancing system the chs
of errors and frauds decrease substantially. The auditor in such a case should
a fewtest checks and if he finds that there is no misiake in the transactions exan
he may presume that rest of the transactions might be alright. But if anything

wrong because of test check adopted by him, the audifor remains respansib

Self-instructional
Material
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|2
2.

Purchases of goods are made either on Cash or on Credil.

The auditor should vouch the cradit purchases with purchases requisition or
arders indents, Invoices, Gate Keepers' Goods Inward Book, Delivery Notes,
Stock Register, Statement of Accounts from Creditors etc.

credit sales can be vouched with orders, received, invoices outward, Gate
Keepers' outward Book, delivery Notes, Stock register, statement of Accounts
from debtors efc.

journal proper may be used for all those enfries which are not recorded inany

of the subsidiary books. Such journal can be vouched by the auditor by referfing

to the nature of transaction.

Auditor has to pay special attention o paculiar items like Goods Sold on Sale
or Retumn, Goods sent on Consignment, Packages and Empties, Sale under
Hire Purchases-Agreement etc.

While vouching Bought ledger the auditor should examine Purchases Journal,
purchase Return Book, Bills Payable Book, Allowances, Cash Book, Schedule
of Creditors and statement of Accounts received from Creditors.

The auditor should vouch Sales Ledger with Sales Joumnal, Sales retum Book,
Bills Receivable Book, allowances to customers, Cash Book, Schedule of
Debtors and Statement of Accounts received from debtors.

Where number of transactions is very large, total debtors account and total
creditors account are prepared to avoid difficulties. If Self-balancing ledger
system is followed by the concern, the auditor may rely on test check system.

Model Questions

1.
2.

a0 oTow b oW

Explain the points you shall consider as an auditor while auditing Credit Sales.

Suggest a system of internal check as regards credit Purchase and discuss
the duty of an auditer in vouching credit Purchase.

Forwhat purpose is the journal used ? How it is audited?
As an auditor how do you vouch the following :

Sales Return

Goods sold on Hire Purchase Agreement

Goods sold on Sale or Return basis

Purchase retum ?

\What is meant by Bought Ledger ? As an auditor how would you vouch Bought
Ledger and sales Ledger ? ‘

2.11 VOUCHING OF IMPERSONAL LEDGERS

Introduction

In the previous chapters, the duties of the Auditor in relation to the examination

of Cash Transactions and Personal Ledgers have been elaborated. Now it is

Trrrermal! Check Spsfem
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proposed to deal with the impersonal isdges 2nd e dusies of th= auditor in Vouc
the transactions in the imparsonal ledoer whsh af=c= 5= Prcfitand Loss acc
and the Balance Sheet of a concem.

Ledger Accounts may be divided primaniy mio two cia=ses | Personal
Impersonal.

Persanal accounis record dealings wih persons from whom goods
purchased or to whom the goods are scid. Such Sansactions are recorded i
Bought Ledger and Sales Ledger respectively. However a cartain numbs
personal accounts are maintained in the immersonal ledger such as Partner’s C:
accounts, Loan Accounts, and Cune=i coounis elc

Impersonal Accounts record such business ransactions which affec
business and not persons. Thess acoounts are diviced into two type —Nomina
Real. Nominal Account reiates io these aspecss wihich affedt (i) Profitand
Account and (ii) Income and Expenditure Account. Real Accounts are conge
only with the assets. So the impersenat Lecgers should conlain both nomina
real accounis.

The term impersonal ledger is not always ussd. Impersonal ledger is
called general ledger or nominal legger. [ the acocounis in the ledger are not e
it is natural that profit and loss account and the balance sheet cannot exhibit 2
and fair view of the state of affairs of 2 concem. As a result the auditor will s
false report. Spicer and Paglers have rightly mentionsd thal 'one of the commi
methods of concealing manipulations in personal accounts being to ma
corresponding fictitious entry inan impearsonal account’.

Itis the main duty of the auditor to examine the impersonal ledgers thoro
and detect frauds. The auditor must examine and vouch the following exhausti

i}  Pasting from subsidiary books tothe impersonal ledger.

i)  Posting from cash book to impersonal ledger.

iii)y Castsofthe various books of prime entry.

iv) Totals in their respective accounts in the impersonal ledger.

v)  Posting form ledger.

vi)  Parliculars recorded in the Cash Book.

vii) Posting of Balances of the impersonal ledgers to this trial balance.
viil) Adjusting entries in their respective accounts.

Outstanding Assets and Liabilities

The audit of the outstanding assets and liabilities in the impersonal le
needs greater attention of the audiior. A schedule of all outstanding assets
liabilities for the period In question should have bsen maintainad in a book c
outstanding memorandum Book.

All adjusting entries must be passed through the jounal to arrive at the
or loss correctly. However the Memorandum Book shall be of immense help |
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auditor if it is properly maintained and duly certified by a responsible officer. But this

zannot relive an auditor of his greater responsibility to check them in examining
such bpoks. It is through his experienced and expected knowledge that non-existence
and suppression of certain outstanding liabilities by way of manipulation can be
detected by the auditor.

Outstanding Assetls
Outstanding assets are broadly divided in the three categoaries.
a) Income Receivable
b) Prepaid Expenses
g) Deferred Revenue Expenditure
income Receivable

Income receivable is an amount which has accrued to the business concern
but has not been received. Accrued means the concern is legally entitled to receive
the income. The following categories of Income are said to be acerued but not
feceived.

1. RentReceivable : Rent might have been accrued but the tenant might not
have paid it.

2 Dlvidend Receivable : The Company might have declared dividends on the
shares but the shareholders might not have received them.

3. Interest Receivable : The debtor might not have deposited the last installment
of interest on the day of closing the accounts.

4. Commission, Royalty, Taxes Claimed, Rebates receivable :

~Incomes on commission, royalty, bates etc. might have accrued ormight have
Been due but it has not been received at the date of closing the accounts. The

auditor must pay full attention to see that such incomes receivable, due or acerued

are duly taken into account in arriving at correct profit or loss. Incomes receivable
which are doubtful in nature should not be credited to the profit or loss account.

‘Sufficient provisions should be made for doubtful debls, repairs, irecoverable arrears

while taking incomes receivable into account.
Prapaid Expenses

Johnson defines ‘Prepaid expenses as unconsumed services'. There are
carfain expenditures which a business concern is bound to ineur but necessarily for
fhe period under audit. Such expenses are called prepaid expenses. The amount
50 paid relating to the period subsequent to the date of balance sheet should be
carried forward. Such expenditures are working capital. They should be excluded
from the profit and loss account but be shown in the balance sheet as assels.
Examples of prepaid expensas are.

Insured Premium Paid In Advance

Insurance premiums are generally payable in advance and considerable

account is paid in case of large business. The proportionate expenditure on

Fnternnl Check System
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insurance for the period shouls HW“ loss accountand
portion subsequent to the date of Gosing Scoounts should &€ calculated and sho
as prepaid expenses as an asset inhe tonce shest

Rents, Rate etc. Paid in Advance

Sometimes rents and raﬁa&pa;ﬁim Where such expen
are considered as current asssis and 'ghf.mﬁng'appurﬁnnmant of s

expenditure, the prepaid shouid b= placsd on the assst side of the bala
sheet.

Advertising
Payment of advertising mass i acvance shal be appartioned for any pe

subsequent o the date of Balance Sheet 2nd shoukd be camed forward and sh

as an outstanding assel in the Balancs Shest Sk of adverfising materials s
as posters samples, boards efc. should be vakeed 2t cost and cammied forward a
asset with provision for deprecaiicn.

Prepaid Commission

The salesmen commission 2gens == soenetimes allowed to over
cammissian on future eamings. Care should be tsken by the auditor to find o

prepaid commission which should be properly adjusted in the Profit and
Accounts and be carried forward asin the Batance Shest.
Prapaid Interest and Discount

Sarelimes interast and discount 2/ paid not for the accounting perio
for a period subsequent to the dale of Bzlance Sheet. Such prepaid interes
discount are not the expenditure of the accounting period and hence shou
carried forward and shown as an assatin the Balance sheet.

Deferred Revenue Expenditure

There are certain cases of expenditures which are primarily of revenuer
but the benefit derived outof itis spread over a number of years. Such expend
are conveniently termed as deferred expendiiure. :

Following expenditures come under deferred Revenue Expenditure:
1)  Heavyexpenditure of advertisement.
2) Development expenditure in the case of mines and plantation,
3) Researchexpenditure.
4)  Experimental expenditurs.
5)  Alternation to plantand heavy repairs expenditures,
6) Discounton issue of debentures.

The whole of such expenditure should notbe debited to profit and loss a
Only a portion charged and the unwritten portion of deferred revenue expe
\would be shown on the assets side of the Balance Sheet.
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Advertisement

Abnormal heavy expenditure on advertisement is incurred to popularize a new
atticle or a new establishment. Such expenditure is capitalized and spread overa
reasonable period. Only that portion of expenditure which is written off for the
accounting period should be charged to profit and loss accou nt and the Balance
shall be shown as an asset until it is completely written off.

Preliminary Expenses

With the farmation of a company heavy preliminary expenditure is incurred for
promotional steps in the forms of rent, rates, salaries, wages, licenses fees, elc.
and fhe amount should be written off over a short period of years. Current
expenditures incurred after revenua eaming stage shall be charged to Profitand
L oss Account.

Alternation to plant and heavy Repair Expenditure

In order to improve or modernize plants and machinery heavy expenditure
may be incurred, The expenditure must be carried forward and written off over a
short period of years.
Research Expenditure

Heavy expenditure Is incurred on research, the benefit of which is spread over
2 number of years in future. So the expenditure should be sharad over a short period

of years and the unwritten portion should be carried forward and shown in the Balance:

Sheset as an assel.
Outstanding Liabilities

Itis the duty of an auditor to see that all liabililies current or outstanding have
been brought to books of accounts. Otherwise actual profit or loss cannot be
sscertained. If the outstanding liabilities are not included Inthe profit and loss account
naturally dividend to shareholders may be paid, out of capital. In such case the
auditor shall be held personally responsible for negligence of duty and be asked to
compensate as was held in the case Web Minister Road Construction and
Engineering Company Limited, 1932.

The auditor should get a certificate from the responsible officer concerned

that all outstanding liabilities have been brought info the account and there is nothing

\eft out. However the auditor is advised scrutinize normal accounts like wages,
salaries, interest, discount, taxes etc. and ascertain whether all expenses incurred
during the accounting period are accounted for or not. Some of the outstanding
¥abilities may include.

{1l Unearnedincome
1) Unpaid expenses
Unearned Income

Income might have been received but not earned or due and not applicable
2= income for the current year under audit. This income is genuinaly not incame bul
= 2 liahility. Such income shall not be credited to the Profit and Loss Account but
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shall be shown as a liability in the Balance Shest. The auditor can exan
related vouchers and find out the profit relevant to the period.

Unpaid Expenditure

Expenditures which are due or accrued bul have not been cleared ar
unpaid expenditures. These expendiluras must be included in the Profita
Account and shown in the balance Sheet as liabilities. Some of the
expenditures are :

(i) Wagesand Salaries

(iiy Freightand Carriages.

(iif) Purchases.

(iv) Rent Rates, Taxes, Electricity, water elc.
{v) AuditFees.

(vi) Travelers' and agenis' commission.

{vii} Interestonloan anddebis.

Wages and Salarles

Wages and salaries are generally paid on the 1* day of the following
when accounts are closed on the last daie of the said month. Sa ltis natural
account say notinclude such expenditures. The auditor should asceriain tf
outstanding wages and salaries are adjustad in Profit and Loss Account anc
in the Balance Sheet as liability,

Freight and Carriages

The forwarding and clearing Agent does not send the Freight and C
charges. Commission, in lime so as to be included in the current year's expe
Itis the duty of the auditor to verify that such expenditures are really being «
to the Profit and Loss Accaunt and shown as Oulstanding liabilities in the E
Sheet.

Rent, Rates, Taxes, Electricity, Water, Telephone el

The bills for Rents, rates, Taxes, Electricity, Water etc. come much late
period. Such expenditures are due and must be included in the Profit ar
Account to ascertain the true profit or loss and should be shown as liabilitis
Balance Sheet.

Commission

Commission Is paid on the sala submitted by the agent and salesman.
cases, calculation of commission payable to them takes lime and may t
after account period is closed. Sometimes the agents are allowed 1
commission in advance or to deduct their commission from the sale procee:
these cases proper account on commission should be calculated and ch
not brought to the books of the account. The Profit and Loss Account sh
debited for commission for the period and outstanding amount should be sl
the Balance Sheet.
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Purchase

At the close of year the goods may be purchased and relative invoices may
notbe received in time. A schedule of such purchases may be prepared and credited
10 outstanding liabilities account thus debiting the purchase account, Such
outstanding liability should properly be accounted for.

Audit Fees

Audit fees are paid afier the audit is over. But audit on the Balanca Sheet shall
ba aver much later than the day of closing the accounts. However the audit fees are
one of the normal expenditures and should be included in the profitand loss account
and shown as liability in the Balance Sheet.

Interest on loan and debis

The Interast on loan and Debis if not paid on or before the date of the balance
sheet should be calculated from agreement and verified. Such outstanding interest
shall be debited to Profit and Loss Account and shown as Liabllity in the Balance
Sheet.

Contingent Liabilities

A contingent liability is one which may or may not become a liability an the
happening or non-happening of an event in future. Prof. W.B. Meigs defines
contingent liability ‘a potential liability which either will develop into a full-fledged
liability or will be eliminated entirely by a subsequent event’. A contingent liability
may or may nol necessitate the payment of money.

Contingent liabilities may be of two kinds :
1) Aliability involving an ultimate loss.

iy Aliability in the acquisition of an asset of corresponding value.
Liability Involving Ultimate Loss
In case of litigation, guarantee by the company In raising loan and over-drafis,

speculated transaction, forward contract the company may have to suffer a loss

which could not have been determined.
'Liabil:’t}r in the Acquisition of an Assel of Corresponding Value

In case of a writ the client may get the decree for acquiring an asset for which
an asset of corresponding value may have fo be acquired.

The other kinds of contingent liabilities are discounting of bills of exchange

-and damages for breach of contract, infringement of a patent, copy rights ete.

The auditer will have to observe the rules prescribed in part one of Schedule
VI of Companies Act regarding contingent liabilities. The auditor should mention
the following notes.

I} The liabilities in respect of which a provision has been made in the Balance
Sheet.

iy  The liabilities in respect of which no provision has been made in the Balance
Sheet but a note has been given at the fool of the Balance Sheet.
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Contingent Assets :

The Companies Act reguires contingent isSies 1o te mentioned in
Balance Sheet but remains.silent abotst the ssci=r=iion of confingent assets. T
contingent assets includs refund of taxss anc ocian fe=s, the legal aclion
infringement of copy right, and uncafied sh=re copiial of & company eic. itis the d
of an auditor to presant this fact at ihe fool note of s Belance sheel,

Allocation of Expenditure Between Capital and Revenue :
Capital Expenditure

Capital expenditures are Incisred 7 ecquining ass=s for the purpose of eam
income of increasing the earming capachy of the busness All such expenditun
which are in the nature of increasing thesarming canaciy or mcraasing the life of
asset or acquiring a valusble fght of purchasing a new property are cap
expenditures. The example of capial sxpendiures are purchase of moderniz
machines; construction of sheds, purchase of kemies o replace horse, cal
development of planiation, copy nohiseic.

Revenue Expenditures :

Revenue expenditure is that expenditrs which is incurred in carrying
business and in maintaining the capi=!l ass=t or fo mainiain the revenue earn
capacity of the businass.

Revenue expenditures may be cizssied into four categories :

i)  Expenditures for conduct and adminsirasion of business of goods like Salari
Rent, Taxes, Postages, Elecincitysic.

iy Expenditure in distribution of goods Sk= Commission traveling expens
Samples, efc.

iy Expenditure in maintaining the value and iife of an asset, ordinary repa
lubrication.

vy Expenditure inearning revenus-purchas= of goods for resale.

Distinction Between capital and Revenue Expenditure :

There may be expenses which cannol be properly allocated between cap
and revenue expenditures and wrong allecation will lead to the preparation ¢
wrong Profit and Loss accaunt which may result in declaration of dividend paya
out of capital. Consequently the directors will be held responsible forsuch jlle
payment. \Wages in the ordinary course of business are revenue expenditures
wages paid in the installation of machine or erection on building shall be a cap
expenditure. So in the latter case instead of charging to profit and Loss Account
machinery account should be debited and the general wages accourit should
credited so that the Profitand Loss Account shall not be unduly burdened with st
huge expenditure. Similarly expendituras on repairs, Installation of new machint
carriage paid for new machinery, interest paid during construction of work; le
charges paid in purchase of a building need proper allocation and will be conside
as capital expenditure; whereas carriage expanses cr interest on debentures sl
be classified as revenue expenditure and charged o Profitand Loss Account,
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siassified as capital expendilure he should satisfy.himsellto the factwhaihar such
ezpendilures ara alther—

B Foracquinng fined assels o
5 Foringreasing theearming capacily of the axidling assals of
W Improving the life of the existing assels

ILis e duly of he auditor (o get a carliicate flam A responsible olficerio the
=fiecl (hal proper allocation of expendiiure batween capilal and revante hag bean
macle

SUMMARY
1. Ledgars accounis may be divided primarily into lwo ciasses: personal and
imparsonal.

2 Impersonal ledger contains whole of accounts affocting composition of rading,
Prafit and Loss Account and all acsounls representing assels and liabilities
other ihan those contained In the personal ledger.

2 Care should be taken by the atditor te ensure ihe inclusion of outstanding
liabilities and assets.

Oulstanding liabilities include unearned income and unpaid expenses.

-

5 Qutstanding assels include incomea receivable, piupaid axpenses and deferred
Revenue Expenditure.

5 \Wrong allocation of capital and revenue gxpandiures shall afiecl the
preparation of a carrect Profiland Loss account and the Balance Sheel.

7  Capital expenditures are for the increasing of earning capacily of the business,
or for acquiring new assels for exira income,

8. Revenueexpendituresareincured lo maintain revenue earminy capacity of
the business.

3. Contingentliabilities are dependent on the happening of {ulure evenl, ltisa
possible future liability.

SELF TEST -7

1 \Whatis meant by outstanding assel and outstanding liabilities 7 Explain the
duties of the auditor with regard thereto,

2 Explain the meaning of deferred revanue expenditure. Give example and
describe the auditor's duty with regard to this item of expenditure.

3.  What are the contingent liabilities? What are the reguirements as per
Companies Act with regard lo contingent liability while preparing a Balance
Sheet?

4 Distinguish between capital expenditure and revenue expenditure and indicate
why this distinction is important 7
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212 VERIFICATION OF RESERVES ANC PROVISIONS

pelween capital and revenue 7

i \Wagesfof creation of abeisng.
i RepairsioPlant and MachinsTy,
i, Renewsals of ficensss,

v, [Heavy Adverlisement Skpenses.

The Companies Acl, 1955 has cloarly defmed fessne, Provision an

Liabilities. (See Clause— 7. Pailt = i Schedule V1)

Reserve &

The term reserve shall not inciude any amount written off of refained by way
providing for de preciation, renewals of damanution 0 yalue or retained by way
providing forany known liabiiity.

Provision :

Provision has been defined asany amount written off of retained by wa)
providing for depreciation, ranevmﬁafw in value of asseis or retained
way of providing any knigwri liability of which {he ameount cannot be determined v
substantial accuracy.

Capital Reserve :

Butthe expression “Capi resermve’ =hall not include any amount regar
as free fﬂrdistr?huliunthmughﬂ'ra p‘qﬁ;aﬁmmmm the expression Teve
reserve’ shall mean any reserve other than capiizl reserve.

Soitis very clear that the term ressrve shouid be used to describe the am
sel aside oul of profils and other surpiuses which ara not designed to mee!
liability ar contingency. The amount is retained inthe husiness as partof the ¢a

The term provision s used to describe amount set aside out of profits to
specific liabilities and any diminuficn in the vaiue of assels.

Duty of an Auditor in Respect of Reserve

The adeguacy of otherwise of amounts gt aside form profitto reseny
matter of little impartance to the auditor. Buthe may he called upon to advise
the amount o set aside to reserve. Furthef his opinion may be sought as
nature of investment of the reserve.

If there s need of additional working capital which can be fruitfully empic
the business then it is spund to retain such resene inside the business. I
cases instead of taking & loan and paying interest, it is better to utilize the
since this will result in higher return 1o the undertaking.

But if the reserve cannot be fruitfully employad inside the business it

to invest such amount outside which will mean 2 source of considerable st

ﬂ:w-mmma
Material

\Where the reserve is invested outside the business it is called resenve

—
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Kinds of Reserve :

There are five classes of reserves (a) General reserve (b) Sinking fund (c)
Reserve Fund (d) Capital Reserve (e) Secret Reserve (f) Specific Reserve.

General Reserve :

General reserve is also called revenue reserve. This reserve Is created by
setting aside a sum out of profit to provide additional working cap ital in the business
or to equalize dividend or to meet any kind of unknown contingency. Itis created
strictly out of profits only.

Sinking Fund :

Sinking fund Is a kind of reserve. The purpose of creating a sinking fund is to
reduce liability like repayment of a loan or redemption of venlures, to replace an
wasling assets i.e. mines, quarries, to replace depreciating assels, to renew a lease.

The sinking fund is created out of funds by debiting Profit and Loss appreciation
account if the purpase of the fund is to provide for repayment or redemption of
liability whereas it Is chargeable to Profit and Loss account If the purpose Is
replacement of assets. In case of repayment of liabilities the sinking fund must be
created out of Profits anly but in case of replacemeant of an asset the profitand loss
account must be debited with the amount, whether there is profit or loss. Altemnatively
an endowment policy may be taken and the insurance company will pay on maturity
an amount sufficient fo meet the requirement. Sinking fund amount must be invesled
every year in gilt edged securities. The amount to be set outside annually to meet
the lass or replacing the wasting assets after a particular period can be known from
the compound interest annuity tables.

The duties of an auditor with regard 1o audit of sinking fund is that he can
ensure for creation of a sinking fund in a Company if itis 1aid down by the Articles of
Association or the debenture trust deed.

Reserve Fund :

Reserve should not be confused with reserve fund, Reserve Is synonymous
with general reserve. If the reserve amount is invested outside the business in gilt
edged securities so as to be readily realizable, itis called reserve fund.

Capital Reserve :

A Capital reserve is one which is created out of profit. This reserve cannot be
legally distributed amongst the shareholders. Itis created to mesl ca pital losses.
The capital reserve is crealed out of profit of capital nalure, some examples of
which are given below :

1. Appreciation in the value of assel.

Sale of the fixed asset at a price higher than the book value.
Premiums on isste of shares and debentures.

Profit of an exceptional nature.

Profitin purchase of new business.

I S S
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Auditing 6 profits prior to incorporation of a limited company
7. Surplus in the share forfeiture account.

The capital reserve may be ulilized (1) 'n issue-of bonus share (2) In v
fictitious assets like good will, preliminary exponsses Sic.

NOTES Auditors duty in connection with capital reserve:

Itis the duty of an auditor to se=thal the amoun Fansferred 10 3 capital res
account Is really the surplus capital over sesets and lishilties, and capital re
has been utilized according to the Ariicle of Assaciation. Capilal reserve m
distinctly shown in the balance Shest. 219 should be distinguished from re!
reserve account. Capital resource be distnbuted a= divilend (a) if it is permit
the Articles of Association (b} the surplus is realized (c) the surplus remain
revaluation of assels,

Specific reserve :

' The specific reserve of provision amounts 1o s=tiing areserve tomeeta
contingency or liabllity at a future date. The sum must be set aside if busir
running ata loss. This has been discussad st length undsr provisions.
Secret Reserve !

Secret reserve has been defined as any resanve which is not shown
face of the balance sheet. This reserve is not mentioned ary where in th
account. This reserve is created by the following ways
' 1.  Under-valuing the assets,

2. By providing extra amount in resenve than necessary lo meet bad and d
debts.

By providing excessiva depreciation.

By inclusion of fictitious liabilities.

By over-valuing the liabilities.

By charging capital expenditure to revenus expenditure.
By showing contingent liability as real liability.

A secret resenve is created to meet extraordinary Ioss or to suppress th
of business prosperity without disclosing to the shareholders or public
competitors. The other purposes of creating secrel reserve is Io equalize ¢
rates in the event of loss.

Objections to creation of secretreserve :
* | 1.  Serious allegations are made in the creation of secrel reserve on the T

N mRw

grounds
h (@)  Thebalance sheetdoes notexhibit true and fair view of the

affairs of the company.

I (b) The shareholders who are owners of the company do not |
legitimate share of profits.

Selfdnstructional
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(c) The directors manipulate, misapprapriate and Indulge in speculative
transactions al the cos! of the shareholders’ interest,

(eh The company gets less amounl from insurance company in case of
the fire because of undcr valuation of assels.

(d) The directars conceal their inefficiency and negligence and in case of
loss they draw out fram secrel reserve.

Secret Reserve and Companies Act :

The Companies Act has prohibited the creation of secrel reserve In all kinds
of companies except banking insurance, finance and electricity companies.

Duties of an auditor in connection with the secret-reserve :

in order to give a clear report on Profit and loss Account and Balance Sheet
the auditor is to ses that nothing has been cohcealed in the repert. The auditor shall
have to disclose the creation of secret reserve in case of Banking, Insurance
Companies etc. The auditor should enquire the honesty of the purpose far creating
cacrel reserve, IT he finds that the intention is very clear and honest he may mention
that the value of assets is understated since the auditors' respansibility’s to certify a
Balance Sheet that it represents true and fair view of state of affairs of the company
is prohibited io create a secret reserve.

Provision :

A Provision Is made where loss is anticipated but the amount is unascertained.
The expected loss contingency is known and specific reserve is made to meet such
Eability at a fulure date. Soitis a charge against revenue, the profit and loss account
being debited and provision account being credited.

The provisions are made with the following objectives : - (a) to meet a known
loss (b) to meet an expected contingency (c) to meetan outstanding liability.

Provision for Maintenance :

Provision for maintenancs comes undera known loss. Ifthe cost of maintenance
like repairs, renewals of parts vary from year to year it is desirable to create a
provision for maintenance.

Provision for Bad Debts :

Itis the duty of the auditor to ascertain whether any of the individual balances
represent debis which are unrecoverable or of a doubtful nature that some provisions
for possible loss should be made. Butitis not his duty to make provisions. He has
no powers to do so, But if he finds that the provisions are insufficient; he can make
areference in his report.

Provision for Discount :

Provision for providing cash discount on outstanding creditors may be made.
it should be charged against the period inwhich the use of money is received, The
auditor should however consult arficles, minute books, and orders of the directors.
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Audting Provision for Depreciation @

Provision for depreciation is amustse thatihe original capital invested int
assals can be recouped lo substituls the new assais in place of an old one whi
has become valueless, by reasons of wear and tear or effluxion of time

NOTES obsolescence or exhaustion. The depreciation fund may be invested either in {
business of outside the business in gilt edged secunties according to the merit
SUMMARY
1. Reserveisthe paa't which has been set aside to meelt a known or unkno

contingency liabiiity, demunition in ths value of asset.
2. Aprovision is made wheis 2 loss &7 contingency is anti cipated but must
created irrespective of a profit orioss in the business.
3. Reserve fund is a resamne which = st cutside the business in gilt edg
gecurities.
4. The auditor's duty in respect of different Kinds of resarves are very Intrigu
and typical. He should follow the guidelines given by the Companies Act.
5 Secretreserveisa reserve which is notapparenton the face of the Bala
Sheet. ILis called hidden ressrve or innerrssaive of internal reserve.
MODEL QUESTIONS
1. \Whatdo you understand by the following and what are the duties of an au
in respect of terms
a. Reservefund
b. Resernve
c. Depreciation fund
d. Capital reserve
e. Sinking fund
2 Whatdo you understand by secret resenve ? howare they created in the b
of limited companies ? What are the duties of an auditor in this matter ?
3. \What is differance between resenve and provision ?
4 Showihe difference between reserve and reserve fund and suggest whe
reserve fund should be invesied in outside securities 7
Verification and Valuation of Assets
There is no need to emphasize the point that any part of the audit proc:
carried out with a view to correctly ascertaining, as far as possible the fin
position of the business concern, Be it checking or vouching, all are meant f
same purpose. Similarly, the verifica lion and valuation of assets and liak
appearing in the Balance Sheet form a very important part of the audit proces
the duties of the auditor there to is of maximum care and caution. The auditor th
checking or vouching of books of accounts can determine the arithmetical acc
of transactions and thereby he confines himself to what have been mentioned
Self Instruictionisl
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hooks of accounts and their correctness. The vouching of books would only tell that
a particular asset oughtto exist but it cannot provg whetherine assetreally exists or
in the possession of the concerm at the date of Balance Sheet. Possibility is not
ruled outso far as a piece of assst might have been acquired, but subseq uently it
might have been disposed of damaged, pledged or misappropriated. So the fact
that there is an enfry regarding the purchase ofan seset and its entry is correcily
recorded is not the conclusive proof that the asset s =till In the possession of the
concern at the date of Balance Sheet. It is like this situation which calls for the
verification of the assels.

Verification of assets literally means providing er confirming the existence of
a thing and henceitis "an enquiry into the value, ownership and fitle, existence and
possession, the presence of any charge on the assets”. The auditor can do justice
to his processional requirements, if he, apart farm vouching, underiakes a physical
verification of assets to find out that the assets which ought to have exisled as per
the vouching, do exist. If he skips this process of auditing, he fails in his duty and
liable for the damages as decided in London Oil Storage Company Ltd. Vs. Hasluck
& Co. (1804).

Basic Principles of Verification ,
From the foregaing discussion, you might have made an idea as {o the meaning

ofverification and its necessity. The auditor, while carrying out verification of assels

must keep the following peints uppermost in his mind.

3) The assels appearing in the Balance Sheet do really exist al the date of
Ralance Sheet. To ascertainit, if possible he musl make a physical inspection
of the assets.

b) Compare the concemed ledger accounts with the Balance Sheel. It would
reveal if, in fact, the transactions pertaining the assels have been comectly
taken to the Balance Sheel.

¢) The assels were acquired for business and clearly stated so in the Balance
Shest.

d) Values ofthe assets mentioned in the Balance Sheetare correctly ascertained.
g) Theassetsarefree from any charges or encumbrances.

i  Ownership of the assets lies with concern,

g) Theasselsare appropriately maintained and presernved.

Valuation of Assets :

\/aluation, as a matter of fact, is & par of the verification process. Since
verification implies not enly an enquiry to the existence of assets hut also to their
values. Auditing shall fail in its purpese to present a fair picture of concern's financial
affairs if assets and liabilities are ot properly valued, since an under or overvaluation
thereof would either depress or inflate profis.

It has been judicially held that an auditor is nota valuer, ashe s presumed to
lack in the technical knowledge necessary to determine the values of assels shown
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inthe Balance Ehaat.#.sa.maﬂegrﬂl practics, he vahaioh of essets is made by the
management, and that leaves Bnss ge =2} g .t {o manipulate the
values of the asselsin aﬂharwaﬁhmm:ﬁﬁaudhuﬂs duty bound to

give an nonest report tothe Wﬁhﬁaﬁﬁl snancial affairs of the firm,

ha can hardly afford m_ammmmmwm vy the management.
No doubt, he is entitled to rely on valuaiion made by persons having necessary
tschnical knowledge but nunsﬂﬁbﬁitmdﬂﬂi nirmsaif that the basis adopted
by the management for uaiuahnn"ﬁ'éwﬂqﬁmﬁ fad gone this much, then he
is supposed to have given an honest report on the Salance Sheet, The students
should bear in mind that the Balance sheast i not a valuation siatement and the

auditor does not guarantee ypon it £t the assats 212 shown in {heir estimated
realizable values, if they'amﬂﬁmeiﬁ'ﬁahl ian, from the auditor's duly

point view, implies the q:ﬁﬁca! aﬂnmaﬁm_ﬁﬂit&:ﬁng of the determined vallies o
the assets by the auditor on he pasis of genarally sccepted conventions ant
accounting principies. The audilar, thereiore, shouid 3e 1he following steps in thi
matter of valuation.

g) Getal information in this respect

b) Make a critical examination of valuss detarmined by the managemeant.

c) Enquire the basis on which valusfionismade and ifsuch basisisin accordant
with the established accounting copventions and principles.

d) Makean enquiry ifthere S any changeinthe has‘:sfa‘ulwed from the pravio
years and raasonsthere of.

g) Solicitthe help nftachnically qualified persons far the valuation of any particu
aeset, ifhe feelsihe necessity of it

fy  Finally, he makes his own judgment with regard to the values of the asselk

Difference between verification and yaluation

The students must have marked that there exists a difference betw
verification and yaluation. In orderto understand it properly, the points of difiere
are separately given below:

a) \erification s broadar auditing process of which valuation is-a part. Bri
verification includes valuatian.

p) Valuation is not a part of the auditar's duty. It has been judicially heid o
Kingston Cotton Mill Co. Lid. (1896) case that heis not avaluer. On the con
verification ls an important part of the auditing process and forms a2 P

auditor's duty. Any negligence thereof makes him liable for damages.

c) Determined values of assels are not necessarily their realizable values,
are offered for sale. Valuation is fairly properiftne aseats are valued UPX
basis of {heir worth as a going concerm. ‘

d) valuation can hardly be exactin view of the chargesinthe market price
assets and due to arbitrary rate of depreciation. But this problem do
arise in the case of verification of assels.
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Verification and Valuation of Fixed Assets :

Verification does not offer that much of difficulty as the valuation does. The
auditor, in order to verify the existence of assets, should inspect them on the date of
Balance Sheet, but for the fixed assets his task Is comparatively easy. The fixed
assels are those of permanent value with which business Is carried on and which
are acquired and held for the purpose of earning income and not for resale. Fixed
assets are mainly land, buildings, plant and machineries elc.

Fixed assets are shown in the Balance Sheet at their cost i e. prices at which
they were acquired, and the total of provisions made to dale for depreciation Is
shown as deduction there from. Rate of depreciation is calculated on the basis of
effective life of the asset so that cost is equitably spread overits life span, and the
profit and loss account of each accounting peried is charged with proper portion of
the cost. The method of exhibition of fixed assets al their cost minus depreciation
at a fixed rate of percentage has encountered criticisms in the recent past because
of fluctuating purchasing power of money. It has resulted in the fixed assels appearing
in the Balance Sheet al their values far less than their current replacement values
and this further results in the inadequate provision out of profits for replacing assets.
Thus the shareholdars do not get a true picture of the present value of the assels of
their Company. .

From the above discussion, the student must have noticed that there exists a
controversy as to the prudence of showing the fixed assets at their ariginal cost and
depreciation thereon or at their replacement costs. Although thera is a strong view
in favour of charging depreciation on fixed assets in their replacement cosis, he
professional bodies recommend that provision for dep reclation should continue to
be miade on the basis of historical cost. The opinion of the Institute of Chartered
Accountants in England and Wales in this regard is as follows :

“Eor the balance sheet purpose, fixed assets should not, in general, be written
up on the basis of estimated replacement costs, especially in the absence of a
measure of stability in the price level”.

But in view of the persisting inflation which is a global phenomenon, it is
financially prudent to take to account the replacement cost of the assets and make
necessary provision for it. It is suggested, therefore, that any amount kept separate
to finance replacement atincreased costs of the assets should not be ireatedas a
provision which must be made before the profit of the year isarrived at, butasa
transfer to a reserve. This should be treated as specific capital reserve for the
enhanced cost of the replacement of the assets. And ordinarily this is notavailable
for distribution of dividend.

Verification of Fixed Assets :
1. Land and buildings :

For the purpase of verification of land and buildings the auditor should call for
the title deeds of the land and buildings shown In the bocks of accounts to ascertain
the nature of ownershipL.e. free hold or lease hold. He should examine the deeds,
but however he is not responsible of the validity of the titles. It is adequate for the
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e o o= land and bulldings are

verification purpose. ifhe ﬁnﬁﬂlﬂm
the client's name. Butiobe mMW1 the client's solici
as to the validity of the fitle dﬁﬁm o 2asdings under audit.

if the property has besn g=" oo o= £= 5tle deed must be W

WM to that effect fromh

l mortgage. The auditar in fhat == =
if the building isin e cousse of constecson, Be —siould verify the debi
< cariificate and

patance of the assel acw.ﬁ'ibjaspaﬂ - e arTTEt
coniracior's receipts. I the mammmﬂﬁhﬁﬂd&em's own men
must obtain certificale froma responsiue oEc=t ssiohewial sxpanditure incu
{o date, raw mate Hial consumed, was=s g B ara=d to the account. Hen
ensure that noirrelevant mmmﬂh &
inthe case of teasahuﬂh'daﬂlhﬂlgﬁ =+ &= possession of the clier
should inspect the [eas= diozso==n = cflzase with regard b
payments of ground rent, insurance ooV for are duly complied
Besides, he should se€ lﬁﬂ'a&mﬁuﬂpﬁimﬂ'ﬂpﬂﬁﬁinmned for acql
it haye been capitalized-
. Sometimes, i150 happaﬁﬂﬂtﬂﬁai might have given land on leas
§ ground rent during the pariod of leas

a right to receive from lesses 2 8°0E=
auditor in this case should axamins e ess= As=ed and lerms therein. He
the penod have duly accounted for.

check thatthe rents received GuRES
Ereghold property shouldappear e Baznce Sheet at cost and acco
depreciations should bechargad. Thase 500 dincully for fand to show as its
cosl, since there is no question of whﬂﬂ for it. Buildings, the value of v
likely to go up, may pe shown attherenhanced value butitis notthe usualp
It is suggested ihat land and buildings chould be shown separatel
Balance Sheet, since buildings have the provisions for depreciation and 1

does not have s0.
The.audilor shou

adeqtiate insurance COVE

|d also se= thatthers is
by the clientor by the les

buildings and the pramises_réguiafl? paid either

building is leased out.
Further, the auditor mustseethatifany \and and or buiiding have b
outduring the year, the sale P have besnduly accourted for.

2. Plantand Machinery «
4 machineries by physical ins|

fication of all plantan
east. the auditor should malk

Although veri
desirable, it is not always feasible. Atl
should satisfy himself

inspection and in the process of vouching, he

existance by com paring the plant register. He should vouch the purchas
and machinery with invoices and receipls and must see that all expendil
ragard have been ital expenditure. similarty. if any machir
sold during the year, he should ses thatany profitor |oss on the accoul
duly dealt with, When any machine is scrapped. he must satisfy b
appropriate antries are passed in the books of accounts.

L

- —



2in
itor

vith

fted
the
.he
ed
st

ithe
vith.

ring

with
The
ould

ngly
jinal
chis
tice,
i the
land

rthe
if the

soid

anis
idom
their
plant
nthis
been
been
f that

The Plant Register will show the cost of each machine purchased and the faternal Check Systent

amount accounted for its depreciation. When the auditor vouches the enfries in the
financial books relating to the purchase of machinery he should also vouch and
compare the corresponding entries in the Plant Register.

The expenses incurred for the installation of plant and machinery should be
capitalized. But reinstallation cost should not be capitalized if it is not conclusively
shawn thal the reinstaliation results in increasing its yielding capacity. Repairs or
replacement of paris of machinery should not be capitalized.

Sometimes plant is revalued for insurance purpose. The auditor should
sxaming the valuation and make enguiry to ascertain the case where revaluation of
the plant is less than its book value.

Last, he should see thatthere is adequale insurance cover for the plantand
machinery.

3,  Furniture, Fittings and Fixtures :
Many firms maintain Furniture Registers recording all such assets, But there

are some firms which maintain Furniture Register only for the costly furniture. In that

event, items recorded in the Register should be dealt with separately, not merged
with General Furniture and fittings Account. It would facilitate the comparison of
their costs and depreciation there to as shown in the Reglster with balance of
corresponding accounts at the date of Balance Sheet.

The auditor should verify them with the help of invoices received form the
vendors. Any expenditure on their procurement should be capitalized. Any sale,
addition, replacement or scrap during the year should be thoroughly examined. He
should also examine the system in vogue, to check pilferage of items. If a Stock
Register is maintained in the firm, he should inspect it.

4. Motor Vehicles :

~ Ifthefirm has a fleet of vehicles, itis advisable to maintain a register similar to
plant register. The assets should be verified with the help of the invoices from the
suppliers. The auditor should examine the registration book of each vehicle to

~ascertain the ownership of the firm. He should note down registration numbers of
the vehicles and description from the registration books to check them with the

particulars mentioned in the Vehicles' register. He should also examine that the

vahicles have beeninsured.

5. Patents and Copyrights :

The auditor should vouch their assets with the help of documents under which °

patents and copyright have been obtained. He should see that renewal fees have

‘been regularly paid, and receipts there to have been obtained so as to ensure
.continuance of these rights and these renewal fees have been charged to revenue

account, Where the firm has a number of patents or copyrights, he should demand
a schedule of these duly certified by an officer ofthe firm.
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6. Loose Tools:

The verification of locse or sma Sk By pessonal inspection is not alway
possible. Besides, these are ofen puschiesas Suvne the year and many of them ar
used and wasted. They have low ss=n of 5= 200 low unt of cost. The auditor, whil
vouching them, should see ihal hers saie= 3 sy==m of periodic stock taking ¢
small books to prevent pifferase. He=houls S=mand = Bst of tools which have bee
wasted during the year and focks miich 252l 5e no more i Use,

7. Pafterns and Drawings :

These are procured by fhe S 22 2 o Usesly the expenses thereto ar
charged to the revenue ascount Bat & comsgsrabls =mouni has been spent on the
acquisition, it is advisable o lemporanly cesi=se Sem. The auditor should examin
the vouchers relating to them fowey Sess asscte

8. Goodwill:

Goodwill is an intangiie 35528 =02 =0 =coount relating to it appears in th
books of accounts, where firm fias ecse=s ¥ on payment by way of purchasing th
business frorm some othes firn. The asar shoud voush it by examining the purchas
agreement wherein the prce of ool il havs been specifically mentioned. |
the absence of spacific menton 658 gace § o= be ascarfained by finding out th
difference between the total srice p=d for 1he besiness acquired and the boo
value of the net assets taken over. Goocwl sually appears in the Balance Sheet z
its purchase price or at purchase pros les< any amount writlen off, Since goodwi
does nol depreciate, il is not necessary ko prowde Iis dapreciation.

2.13 VALUATION OF FIXED ASSETS
1. Land and Building :

Land unlike bulldings s nof susiect to depreciafion and hence is shown in th
Balance Sheet at cost. |t is always vaued at cost. although ifs value is subject
fluctuation, because such fuciuation does not affect its earning capacity,

But buildings should be veiued 2t e cos! plus any capital expenditure incurres
for them by way of addition or 2liesation less the depreciation at a determined rate
The auditar should ses that expenditurs on fitings and fixtures are not added to th:
building's value and also the value of fand on which building stands is not added
while charging depreciation, He should furiher see that repairs to the buildings ar:
notadded to the value.

2. Plant and Machinery :

In the matter of valuation of machinery the orginal value and the depreciatet
value are taken into consideratien. it is not proper to base valuation on thei
replacement value. The auditor should see that adequate provision for the
depreciation has been provided for, but at what rate depreciation should be charge:

—

is the lookout of the management. if the auditor fesls that provision for depreciatior

is inadequate, he can mention it in his report. Further if any machinery has bees
acquired on hire purchase orinstallment basis, he should see thal depreciation =
charged on its original cost, naton the amount of installments so far paid.
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3. Furniture, Fittings and Fixtures :

Here the valuation is alse made taking into consideration their original costs
and depreciation so far. Furniture and fittings are subject to greater wear and tear
and hence auditor should see that adeguate provision for depreciation has been
made.

4. Motor Vehicles :

Valuation of motor vehicles should be made as it is done for plant and
machinery. Since depreciation on motor vehicles is comparatively quick, the auditor
should see that depreciation is charged at a higher rate of percentage.

5 Patents and Copyrights :

While valing the patents, the auditor should take into account its legal life.
The patent is subject to depreciation on account of (a) passing away of time, (b)
obsolescance and (c) reduced profit eaming capacity of the paiented articles. The
patents should be written off at the expiry of its legal term, but wheare patent continues
to be of value even after expiry of its term, it would be revalued and in no case its
value be written up.

Copyright has no lenger life than of patents, Usually it lasts for the life time of
the author and 50 years after his death. Since most of the copyrights do not have
any value during the greater part of their legal periods, depreciation, therefore, need
nol be based upori the enlire period of copyright, but instead copyrights should be
revalued every year and accordingly depreciation be charged.

6. SmallTools:

Smalltools are usually revalued every year, Any difference between revalued
armount and their original cost is charged to the revenue account. While revaluing
the small tools the auditor shiould see that no worn out useless pieces are included
In the valuation.

Verification and Valuation of Floating and Current Assels

Current assets are those which are acquired by the business for the purpose
of sale and subsequent conversion into cash. Such assets are stock, book debts,
invesiments ete. The current assets are valued at their original cost or market value
whichever is less at the date of Balance Sheet, Itis always advisable that the current
assets should not be valued at more than their original costs so as to avoid a situation
where their market value may fall. This methed of valuation insulates the current
assets from fluctuations in their market prices.

Briefly, we may say that in the matter of valuation of current assels, a
conservative estimate should always be followed. Soma of the current assets and
how they are verified and valued are given below:

1. Stock-in-Trade:

Stock-in-Trade is an important item of current assets. On their verification
depends the correct eslimate of the profits of the firm. And again this is an item the
value of which can be easily manipulated elther to inflate or deflate the value so as

Internal Clock Spstem

NOTES

Salf-lngructiona!
Material




Auditing to suit the management’s convenencs =08 IS = Wiy S audior should exercise
maximum caution and care fo versy B

The nature of the dufy of the =uditer &n w="F==ton of siock-in-trade has nol

been properly laid down. Views difier in s e O schoen! advocates that the

NOTES accountant should carefully ascesan Si=acouacy of mveaiones, since Cormecnes

of profit largely depends upon fhe corecness of stock-n-rade, But cthers feel tha

the auditor does not have the necsssan competency 1o do that and therefore he

should rely upon inventory cersiicats guen & i by e management. Whateve

may be the different views in $is reg=a &= == s=mans hat audifor should apph

some suitable checks at discretion & 2=—=== &= accuracy of the inventory figure:

as far as possible. In this connecaun, = fow lesal pronouncements be studied &
arrive at the correct pasmmoimmdsuaﬁmtmn of stock.

In Kingston Cotton Mills cass, 1855 Rwas held hat "t was no part of auditor’
duty to take stock”, and it Emwmmﬁ carified figures supplied i
- him by the trusted officers of the Company & 3 manager.

Bul, at present, some lesmes assocston of accounianis feel that the aforesai
dacision of 1896 is no longer valid = wiew & = changed sifuations. In Thoma
Gerrad and Sons Lid. (1967) === % === poini=d out that complete physice
verification of stocks though not shigatony for S auditor, he should do so If ther
exists scope for the reasonabisdoubis is Se comeciness of the inventory figures
The Institute of Chariered Accountsnts of Sogiand a3 Wales is of the view that a
auditor is not bound to underiaks = compi=ta shysica! examination of stocks, by
where it is practicable and if stock-s-r=d= s a matenal factor in the business, th
auditor should satisfy himsaif as & = eS=civensss of the application of the client
stock taking procedurs. The Instiuis of Chariered Accountants of India als
subscribes to the same view.

In view of the above discussion the audior should verify stock in the followin

Ways.

(i) Heshould acquaint himself walh stock records and manner of keeping them

(i) 'He should examine the procedure adopted for stock control such a
procedures of receipls and Ssues.

(iif) He should examine the soundness of the procedurs for stock taking.

(Iv) He should apply some test-checks as 10 the prices of some items of stoc
with price calalogues and price guotations.

(v) Heshould carefully examinsiosea thatno items which do not belong to th
client’s firm figure in the inventory Bst.

(vi) Heshould examine that noasset of fixed nafure such as plantand machinerie
furniture, etc. are included in five stock list.

(vi) He should obtain a cerfified stock list from a competent nfﬂner of the firm.
gompany.
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Valuation of Stocks :

To examine the valuation of stock is the next job of the auditor, and is of
considerable impartance from effective audit point of view. He should carefully
examine the values assigned to each item of stock and enquire about the basis of
valuation. If he finds that the basis of valuation has changed from the last year he
should ask for explanation to that effect.

The generally accepted basis of valuation of stock Is "cost or market price
whichever is lower". There are two methods of valuation on this basis known as (i)
the pick and choose methed, and (ii) the global method. In Pick and Choose Method,
enquiry is made to each item of stock's market price and cost and whichaver is
found less is taken for valuation, But in Global method, the aggregate cosl of all
itlems of stock and their aggregate marked price are determined and whicheveris
found less is taken for valuation purpose.

Although, the above method of valuation has heen generally accepled, the
valuation of the following goads calls for variation inthe method because of their
peculiarities.

a) Raw Materials :

Raw materials are purchased by the firm to be used in the manufacture of the
goods, These should always be valued at their original cost, irespective of the
marked price. The original cost of the raw malerials includes their invoice price and
freight changes, duty, octroi tax if any, ete, paid to bring them to the factery. Careful
attention be paid to see that no useless raw material is included in the valuation in
order to unduly inflate the valuation.

b) Goodsinprocessor Semi-finished goods :

These are the goods in the process of being converted to finished goods.
There may be some such products at the date of Balance Sheet. The same finished
goods are always valued at cost ignoring their market price. Here the cost includes
works cost only I.e. cost of raw materials plus the direct expenditures plus direct
works over head expenses. The auditor must check that expenses incurred at factory
only are include in the works cost, butno administrative expenses incurred in office
are included.

¢} Finished Goods:
Finished goods may be of two types (i) where these are purchased forresale,

(il) where these are manufactured in the firm. In the former case these should by

valued atthe original cost as in the case of raw material. Butin the later case, these
are valued at cost or at market price whichever is lower.

d) Goods on Consignment:

Unsold goods on consignment are included In the stock and are valued at
coet included invoice price of goods plus freight plus all other duties, taxes efc.,
paid and any charge incurred by the cansignor or conslgnee till the goods reach the
go down of the consignee.
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e) Plantation Products:

These are tea, mﬁg&.wmmms dealing in these preduct
rapare theirannual accounts afier e Sspos= of e producis and hence instea
of valuing these prududs.mﬂhnﬁd‘mﬁm price which is less
value them at their realizable pros
fi Wine, Timber, Riceetc.:

The peculiarity with thess prodicts ae= that ther values increase with th
passage of time, Older they 3=, —ectier thes become Hancs these are valued |
ahove their costwhich incisdes S cost =Sce plus saamienance expenses and
reasonable rate of interest on == =—curt of cane=s! biocked. But in no case, thes
should be valued at mors than ther —arket price and the auditor should pay h
special attention fo thisasee=

2. Book Debts :

For the purpose of verficason of book cebis, the auditor should examine i
schedule of debters with the ledges and Se siztements received from the debto
The Companies Act. 1855 m#ﬁmmuﬂdiﬁdnse all the secun
and unsecured debts and must Serensate good debis from the doubtful deb
The classification of debts should be asfcliows:

a) Secured debis consider=d good.
b) Unsecured debis an debiar’s personal security considerad good.
¢) Debts considered doubtiul setis or bad dsbis.

Further, the auditor shouls make seacching enquiries, il any debis are due
the directors and or any officars of = company either separately or jointly with 2
other persons: This shouid be sepasately disclossd.

3. Bills Receivable :

The auditor should verify the Sis @ t=nd with the balance of Bills Receiva
Account to find that they are in ondes. His should aiso countthem in hand. He she
also obtaln a cartificate from the Bank in respect of bills that may be with it
collaction. Besides, he shoud pay afienfion 1o bills discounted but not maturec
the date of balance Sheet. These should be shown by means of foctnoles
contingent liability. His last duly in s regard is lo see thatan adequate provis
has been made for any hills which may be of doubtful recovery.

4., Loans:

Loans should be verified with the help of loan agreements
acknowledgements from the leaness. Securities for secured loans shoule
examined by the auditor and if loans are unsacured, he should enquire aboul !
the company proposes their recovery. These lpans should be shown separe
from the ordinary sundry deblors and be shown and classified as in the cas
book debts. Similarly, the auditorshould verify if any [oans have been advanc
the directors of the firm and this shouid be again shown separately from other |
in the Balance Sheet.
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5. Investments:

These assets may consist of government securilies, debentures and share,
The auditor should inspect all securilies in the form of share cerlificales; govermnment
promissory notes or bonds, debentures etc. and should check them with lhe
Invesiment Register of any investments have baen sold since the dale of lasl Balance
Sheel, he should lrace the proceeds in Cash Book. Where investments are held by
third parties either as security or for safe cuslody, the auditor should ask for
cerificates from them. The next step for the auditors Is to vouch all receipts of
interests and dividends on account of investment.

Valuation of Investment :

Method of valuation of investments depends upon purpose for which they are
held, if they are held to eam dividends and interests far the company which'in turnis
to be distributed to the shareholders, those should be treated as fixed assets and
hence should be valued al their cost ignaring the market value. And no provision for
depreciation is made on them as is done for other assets. But where investments

are held temporarily with the object to sell them, these are treated as floating assets
and hence should be valued at cost or market price which ever is lower at the date
‘of Balance Sheet.

6. CashinHand:

Itis always advisable to verify cash in hand by actual counting on the date of
Balance Sheet. However, itis not always feasible to count them because of cash
lying at branches and with agents. In this case certificates obtained as to the amount
of cash in hand from the branches or agents should be examined, Some surprise

check after the date of Balance Sheet is desirable to ensure accuracy of cash in

hand.
7. CashatBank:

Cash at Bank is to be verified by referring to the Bank Reconciliation Statement
compared with certificate as to balances at bank obtained from the bank itself. The
atiditor should carefully examine the bank Reconciliation Statement, He should check
the receipt of deposits and withdrawals. If there is any fixed deposit, he should
obtain a certificate from the bank about it.

Verification and Valuation of Liabilities
Dear Students,

In this lessan you will find how the liabilities of the company are verified by the
auditor o ascertain their existence and extent and or that matier what books of
accounts, documents, certificates etc. are refied on by him to discharge this part of
the audit process:

Verification and Valuation of Liabilities :

_ Verification of liabiliies by the auditor is as important as that of assets in
order to ascertain correct financial position of the company. It has the same effect of
inflating or deflating financial position of the company as revealed in the balance
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sheel, depending on over or under siatemant of Estli=s_ Tre auditor lhe
has to exercise the same degres of care and caticn I verity the liabilitie
company.

The lask of valuation of liabllities of the cormpany =nol the same as fe
the auditor in the matter of valuation of sssets it s so because the personal c

common sense of director and well estabishad ==counting conventiol
practices weigh heavily when asseis are valued. Subjective considerations di
into influence valuation of asseis, though it is always discouraged. Besid
auditor's personal judgment is ofien subordinsiad and influenced by the e
apinion in respect of valuation of 2 particuiz: assat where the auditor does n
the requisite technical compelencs to value the same_ Inview of all these, v
say that the assets side of the Balancs Sheet is an expression of opinior
considered as a totalily. But same is not frue in fhe case of the liability side
Balance Sheet. Barring a few liabilifies fik= contingent lizbility, all other liabil
revealed in the Balance Shesat are based an facts noton opinions. Their vall
exact not subject to influence of the opinion or judament of the auditor or an v
of the company. In view of this the problem of valuation of liabilities does no
Only thing that the auditor should be particular about it to see that liabiliti
revealed In the Balance Sheet at their sxactamounts. He should obiain a cer
from a responsible officer as to the fact that (1} all lizbilities are shown in the B
Sheet, (ii) and they are shown atiheir corect amount.

Now the students are advised to follow how the various liabilities are vi
A. Share Capital

Ifthe auditor is verifying the capital of 2 partnarship firm, he should ex
the parinership deed and Cash Book o ascertain the share of contribu
individual pariners and the total capital of the firm,

But, if he is auditing a company, the procedure adopted Is elabora
exhaustive. He should examine fhe Memorandum of Association, Regi
Members, Cash Book, Bank Pass Book, Minutes Book. He should ascertz
total paid up capital, calls received inadvance, and in arrear, amount on fo
shares, premium or discount on issue of shares and see thal these are pr
dealt with in the appropriate books of accounts. He should also be caraful to fi
that the relevant provision of the Companies Act have been properly complie
inthe matter of share capita! transactions.

B. Debentures

The auditor must first ascertain if the company has the sariction to
debentures in referring to Memorandum of Association and Articles of Assot
He should examine books to find out if the debentures are Issued at par, at pre
or at a discount and whether it has been appropriately deali with in the bo
accounts. Ifthe debentures are issued at premium the excess amount reali
notto be distributed as dividends if this Is not specifically permittad by the A
of Assoclation, If these are issued ata discount, these should be shown at the

value in the Balance Sheet and the amount of discount should be written off as
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as possible. Again, if they are issued at par and are to be redeemed at a premium,
loss on such account should be charged to the Profitand Loss Account.

Further, if the company has issued redeemable debentures, the auditor should
examine the terms of redemption, If the company has made any profit on account of
redemption, this should be treated as capital gains. The auditor should see that all
tarms of redemption have been duly complied with.

C. Trade Creditors

Farverifying this item of liability, the auditor should obtain a schedule of creditors
to be checked with the balances in the Purchases Ledger. The balance as shown in
the schedule of creditors should tally with the balance in the Purchases Ledger. He
should check the postings of the Purchases ledger and the books of eriginal entry
be vouched with purchases, credit notes, Goods Inward Book, Goods Outward Book
atc. The balances of Purchases Ledger accounts should be checked with the
Creditor's Statements and verified as far as possible with Cash Payments made
during the subsequent period upto the date of audit. He should see that all goods
received during the year have been included in the purchases. To find out if some
invoices have not bean entared in the books, he should compare the percentage of
gross profit on turn over with what was earned in the preceding years. Ifhe has any
doubt, he should obtain statements directly from the creditors to verify them with
credit balances,

D. Bills Payable

The auditor should check the Bills Payable Book with the Bills Payable Account
and the bills paid should be vouched with the relumed bills to ascertain the payments
made for the mature bills. The balance of the Bills Payable Account should be
referring to the unpaid bills shawn in the Bills Payable Book. The Cash Beok for the
succeeding perlod should be closely examined to find out if any payments were
made or such bills which matured on the date of Balance Sheet butwere not shown
in the balance Sheel. If the auditor desires, he can obtain acknowledgement from
the drawers of the bills as to the payment of bills made to them. '

E. Leans

Auditor should vouch loans with correspandences made with the lenders which
will show the amount of loans, rate of interest and other terms and conditions of
such loans. In case of bank loans and ovardrafis, he should obtain cerificates form
the bank to verify them. If the loans are secured by way of giving mortgages, that
should be clearly mentioned. Any interest due on loans, but not paid on the date of
Balance Sheet should be shown as liability.

F. Outstanding Expenses

The expenses which are due but not paid are known as outstanding expenses
and should be shown as liabilities in the Balance Sheet. The auditor should ascertain
such outstanding expenses due on account of non-payment of rent, electricity,
commission, discounts, tax, etc.

Fnvernnd Check System
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G  Contingent Liabilities

These are as a matter of fact, not fesises - frue sensa of the term, b
likely to turn outto be liabilities on the happening of cestain event. This oceurs
bills have been discounted but on their maturty for paymant, those are dishon
by the drawers. In order to verify these Sabiities. the auditor should verify the

Receivable Book with bills discounted and = certficsts from the bank shat

Balance Sheet Audit

Generally a detailed audit starts from checking of books of primary entr
ends with the Balance Sheet. The pracedure of audit is guite satisfactory
applied to the audit of small and medium six concerns. But in large concerns w

presented inthe synopsis form by means of summarization in the process of post
and therefore it becomes difficult to trace the direct link between a transaction ir
book of primary entry and its final presantation. Besides, in large companies,
system of internal check coupled with internal audit is sound enough to render
exhaustive checking of original entries redundant. For these reasons, it is |
increasingly felt that audit should start with verification of items appearing in
Balance Sheet and where auditor feels so necessary, he can look to the orig
entries and check them with concemed vouchers,

The Programme for a Balance Sheet Audit

After salisfying himselfin respect of adequacy and soundness of the inter
check and internal audit in operatian in the concem, the auditor should go for

Balance sheet Audit. Balance shest audit calls for maximum professional exper

adelall programme and incorporate the following points for such audit. The aud
should :

1. Compare each item of the Trading, Profit and Loss Account with 1

corresponding item of the previous year to find out if there are any mater
variations and reasons thereof,

and skill and henga, this task should net be entrusted toaclerk. He should draw

2. Trytofind out ifthere Is any material change in the rate of gross profit from 4

last year,

3. Trytofind outiftherais any great variation in the net profit from the precedii

accounting period.

4. Note any extra-ordinary nan-recuming transactions which have considerah

-affected the revanue of the period

9. Examinethe affestof profitas shown in the Balance Sheet on liquidity positio
long term liabilities and fixed assels.
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B. Compare the item, trade debtors with this ltem of previous year and if he finds faternal Check System

any abnormal increase he should question it. Further if he finds that debtors
are given long term credits he should see that adequats provision for bad and
doubtful debis has been provided for.

7.  Similarly examine what is due to the trade creditors In respect of purchases of
the year and the period of credit taken.

B. Refer to the minute books to find out any decision having effect on capital
commitments, capital issues, commission payable.

9. Note, ifthere is any change In the basis of valuation of current assets such as
stock and work-in-progress.

10. Examine the soundness of all provisions provided for.

11. Enquire about natura of any contingent liabilities and commitments for capital
expenses not provided forin the accounts.

12, Ascertain the amount involved in any contracts far forward purchases of sale,
13. \Verify any other assets or liabilities not already covered.

The student should bear in mind that the above mentioned poinis are in the
nature of the guidelines for Balance Sheet Audit. The audilor may find some
peculiarities with his client's firm and accordingly he should apply his common sense
ta incorporate any other points he feels appropriate and relevant.

The next step that auditor should follow is to prepare working papers. There
are a sel of detailed schedules for each class of assets and liabilities shown in the
Balance Sheet and each schedule may be further supplementad by sub-schedules
reconciling the particular asset or liability with the corresponding figure in the previous
Balance Sheetso as to bring out fransactions affecting the account dur]ng the period
underaudit.

The final step in the Balance Sheet audit is the detall checking. Elafnre the
auditor undertakes this phase of audifing, he should make a thorough study of intemal
check system operating in the company. If he finds that the system is full-proof, he
should then resort to sample checking instead of census or detail checking. In sample
checking, he should carefully pick some representative items and he should check
them from the primary records lo their ultimate posting in the accounting system.

QUESTIONS FOR LESSON Nos. 9,10 and 11
LESSON No. -9

1.  What do you mean by verification and valuation ? what are the points of
difference between the two 7

2. “Auditor Is not a valuer” — Examine the statemant in the light of auditur sduty
as regards valuation of assets.

3. \Whatarethe basic principles that auditor would fallow on verification of assets 7

4. What are the points the auditor should follow on verifying the following fixed
assels 7
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Auditing a. Landand Buiidings L
b. Plantand Machinery
c. Fumiture and Fisngs
! d Loose books and
NOTES Goodwill
5. Asan auditor howwould you ssius 5= ialowing assais
a. Land Buildings
b. Patentsand Copyights
¢. Motor \Vehicles
LEBEDH No.-10
11, Whatmethods are folowe = waking S curent assels ?
2. Discuss in detail fhe method ofwesiicaSon of stock-in-trade.
3. What methods wouls you Sliow =s == ausior for valuation of stock?
4, Howare the following cumet assess valued © '
3. Book-debis,
b. Bills Receivabie

¢c. Invesiments
d. Cashinhand,

LESSON No. - 11

1. *The task of valuation of ieie=s = not the same as the valuation of ass
Comment.

3 Asan auditor howwould suct S following items of the liabilities :
& ShareCapital,
b. Trade Creditors,
c. BilsPayabie,
d. ContingentLiabiliies 7
3. Whatis a ‘Balance Auait’ 7 Howdoss it difier from traditional audit ?
4 Draw up a programme for ihe Batance Sheet audit of a large manufach

company. _

5. What are suctessive steps would you take in the course of Balance S
Audit ?

6, Whatcaution would you exarciss while youaudit the following items :
. Loans,

¢

ii. OQutstanding liabiiiiss,
ii.  Bills matured for payment on the date of Balance Sheet, but not p

uw.mnm
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RESPONSE SHEET

= e

Answer the following questions : (Any five) *

What is meant by Bought ledger 7 How would you vouch Euught Eadger and
Sales ledger.

Clearly define the following terms,
a. = Capilal Reserve

b. - Sinking Fund

c. Depraciation Fund,

d. ReserveFund

Wirite the differance between reserve and reserve fund. Suggest when reserve
fund will be invested In outside securities.

\What are the principles followed in the verification of assets ?
\What is the difference between verification and valuation ?
How the following assets are valued 7

a. Landand Building

b. MotorVehicles

¢c. Patentsand Cnpyrighté

How the following current assets are valued ?

a. Stock

b. Book-debis

c. BillsReceivable

d. Shortterm Investments

g. CashBalance

\What s a ‘Balance Sheet Audit 7 How does it differ from traditional audit ?
How the following liabilities are audited 7

a. Share Capital

b. Contingent Liabilities
¢. Bills Payable
d. Trade Credilors

Q=0
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UNIT -1l : AUDIT OF A LIMITED COMPANY

STRUCTURE
3.0 Objectives
3.1  Introduction
3.2 Appointment of a company scditor
3.3 Rights and Powers of Company Auditor
3.4 Duties of the company auditors
3.5 Liabilities of & company cuditor
3.6 Divisible profits and dividends
381 Divisible profits
362 Factorsaffecting Payment of Dividend
3.7 Auditors Repori
3.7.1  Auditing Procadure of Banking Companies
3.72 Auditing procedures of Educational Institutions
3.7.3  Auditing Procedures of Insurance Companies
3.0 OBJECTIVES
After going through this lesion you will be able (3
o Knowhowths company appoints auditar
*  Define the liabilities of company auditor
Elaborate the Auditor's Repart

3.1 INTRODUCTION _

According to the companies Act. 1956, the accounts of the joi
companies are required to be compulsorily audited. It is therefore
significance of studying the principles and procedures of auditing as appl
a joint stock company. The provisions regarding the company auditors are ¢t

in section 224 1o 233, which lay ﬁﬁvﬁ"tha qualifications and disqualificz

company auditors, procedures regardi | their appointments, removal, righs
powers, remuneration and reappoiniment: :

3.2 APPOINTMENT OF A COMPANY AUDITOR -

The companies Act 1956, made it obligatory for a company form of b
whether public or private to appoint auditor or auditors for auditing its b
accounts. Section 224 of the companies Act deals with ﬂle-ﬂPpﬂfﬁtMEnt of
of a company which is discussed as under: ‘

(A} Appointment of First Auditor :

According 1o section 224(5) of the companies Act, the first auditc
company shall be appointed by the Board af Directors within one month of |
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of registration of the company. Such auditors shall hold office until the end of the first
annual general meeting. They are appointed for the purpose of audit of the statutory
report and for the inclusion of thelr name in the prospectus.

If the first auditors are not appointed by the Board of directors, they may be
appointed by the company in a general meeting. They shall hoid office until the
conclusion of the first annual general meeting. There is no legal requirement regarding
the intimation of appointment fo the first auditors by the company. The firstauditor is
also not required to inform the Registrar of companies about his acceptance or
refusal of such an appointment.

(B) Re-appointment of Retiring Auditor:
According to section 224(2), sub-section 1-8 and section 224-A a refiring

‘auditor by what so ever authority appointed shall be re-appointed in the annual general

meeling except in the following cases :
1.  heis not qualified for re-appointment.

2. he has given to the company nofice in writing of his unwillingness to be
reappointed.

3. aresolution has been passed at thalmeeling : (to appolnt somebody other
than him, or {(iijto provide expressly that he shall not be reappointed.

4. reappointment of the retiring auditor shall alzo not be made if he is already
holding auditarship in more than the specified number of companies.

(C) Appointment by central government :

According to the provisions of section 224(3) where an auditor is not appointed
or re-appointed at the annual general meeting, the company must notify the factto
the central government within seven days thereafter. There upon the central
government will appoint a person te fill the vacancy. If a company fails to intimate
this fact within seven days, the company and every officer of the company who is in
default, shall be punishable with fine which may extend tofive hundred rupees. Where
the appointment by the ceniral government becomes necessary, an application has
{o be made to the regional director. :

(D) Appointment by special resolution

Section 224-A af the Act states that in the case of a company in which notless
than 25% of the subscribed share capitalis held, whether singly onin any combination

by

() apublicfina pcial Institution or a governmant com pany nr;'_:entr_.;u govermiment

or any state government, or

. 4
{ily anyfinancial or other nstitution established by any provincial or state Actin
which the state government holds not [ess than 51% of the subscribed share
capital (includes preference share capital also) or

(iii) anationalized bank or an insurance comparly carrying on general insurance
business,

Audit of adimized
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Auditing The appointment or re-2ppointmess ﬁmﬁ:ﬂnﬂs} ateach annual
meeting shall be made by a specis! resohson.

According to section 224(3), ¥ 2 comg=ry 28 10 pass a special reso
its annual ganara! meeting for the apportment of = audiiors, a‘nhaintment by

overnment mes applicable.
NOTES |9 b?“’ PP :
(E) Casual vacancy : [Section 228:87] v

v @) - Ifa r:.asual vacancy ansas on Sccount of c=amh, insanity or msnl‘u'an::*
befilled up by the Board of de=cicrs. The rem=iing auditors or audito
may act during the continusnce of 2 Lasu=i vacancy.

(i) An auditor appainted o I8 o5 §= ca=u= vacancy shall hold office |
conclusion of the next annus! genssal mesting of the company.

ltshould be noted that casaal vacanoy does not anse in the office of the
on the expiry of one year of thes sppomtment #ihe annual general meetir
' held in time. The appointment of susSors) undes such a case by the board of
stands invalid.

(F} Appointment of a2 new Auditors in piace of retiring auditor ;

Section 225 lays down the cet=i=2 proc=dure for the appointmeant «
auditor in place of the relinng awdsior. A special nolice of 14 days before the
the meting is required for a rescluticn 2t =n annusl general meeting, appo
auditor a person otherthan 2 reteing sudior sub-section (2) of section 225
that on receipt of the nofice, e company shall send a copy thers of to the
auditor froth with.

(G) Appointment of Auditor of 2 government company :

A government company has been defined in section 6817 of the Act
company in'which not Iess than 51%¢ o the paid-up share capital Is hel
ceniral govemmentor by any siais aovermment or governments or partly by th
government and partly by cne ormere siate governments and includes a ¢
which is asubsidiary of 2 govemment company as thus defined.

The appointment of an auditos is govemead by the provisions of sectio
the Act. According to this seciion the auditor of a government company
appointed or reappointed by (he cenfral govermment on the advice of the cor
and auditor general of india. However, fhe appointment will be subject to th
as persection —224(|1B).

3.3 RIGHTS AND POWERS OF COMPANY AUDITOR :

The companies Act has given ceriain rights and powers to an-auditor 1
him to discharge his duties effeciively. These rights are statulory ones an
with the duties cast upen him. The various rights and powers of an au
mentioned below: v

(A) Right of Access to Books and Vouchers : [sec-224(1)

i Every auditor of 2 company has a right of free and complete acce
times to the books, accounis (all financial, commercial, cost records main

Sl Ingteaciionm!
Material
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under section 209<1)(d) and memaranda books) and vouchers of the company
whether kept at the head office or elsewhere,

(B) Rightto obtain Information and Explanations : [section-221]

The auditor has the right to ask any information and explandtion from the
directors and officers of the company which he may think necessary.for the
performance of his duties as an auditor. According to saction 221, itis obligatory
for the officers of the company 1o fumnish without delay the relevant information to the
auditor. T

. (C) Rightto Receive notice and Attend Genafal Meeting. [sec-231]1

The auditor has a right to receive all notices and communications pertaining
to all gensral meetings of the company whether the accounts are discussed ornot
in that meeting. He Is entitied to attend any general meeting and to be heard on any
part of the business which concemns him as an auditor. '

(D) Rightto visit branches :

The company auditor has a right to visit the branch office if he considers
necessary for the performance of his duties as auditor. He has also right access al
all times to the books of accountg and vouchers of the company maintained at the
branch office. However In case of a banking company having @ branch outside
India, the auditor has no right to visit foreign branches of a banking company.

(E} Rightto Report to members. [sec-227(2)

The auditor has a right to make a repart to the members on the account
examined by him. He has to state whether the said accounts give the information
required by the companies Act and whether the financial statements give a true and
fair picture of the state of affairs of the business of the company and of the resulls of
its operation.

(F) Rightto correct wrong statement:

The company has a right to correct any wrong statements which has been
made by the directors in connection with the accounts of the company in the general
meeting.

(G) Right to take expert's advice :

The company auditor has the right lo seek the opinion of the experts in the
performance of his work.

(H) Right to receive remuneration

The company auditor has a right to receive his remuneration provided he has
completed the work assigned to him.

() Rightto be indemnified :

The auditor has a right to be indemnified out of the assets of the company for
all the legitimate expenses incurred by him in defending any civil and criminal suil
filed against him in court of law provided he has own the case.

Auclitafa Hmired
company
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(J) Rightto sign the Audit report :

An auditor appointed by the company may sign the auditor's rep
authenticate any other document requiresd under the Act to be signed.

3.4 DUTIES OF THE COMPANY AUDITGRS :

The duties of a company auditor may be of twe types i.e. (A) Statutory.
and (B) Others duties

(A) Statutory duties
The followings are the statutory duties of a company auditory,
1. Duties to make report :

The primary duty of the auditor is fo prepare and give a report to the me!
of the company on the accounts examined by him, on every balance sheet,
profit and loss account and on every other document declared by this Actto b
of or annexed to the balance shestand profit and loss account which are laid |
the company in its general meefing dunng his tenure of office.

2. Duties to report the various facts to members :

* The audit report, besides other things necessary in any particular case
contain the following :

(i) Whether, in his opinion and to the best of his information and accord
explanations given to him, the accounts give the information required |
Act and in the manner so required.

() Whether the balance sheet gives a 'frue and fair view’ of the company's
as al the end of the financial year and the profit and loss account giv
authentic picture of the profit and loss for its financial year.

{II'I} Whether he has obtained all the information and explanation rsquired k
for the purposes of his audit. -

(iv) Wherethe company's balance sheet and pmﬁt and loss account dealt w
the repart are in agreement with the books of accounts and returns.

(v) Whetheror notthe balance sheat and profit and loss account have beenc
up according to the requirements of the com pany Act.

3. Duty to enquira :

Under the sectlon 227(1-A) of the companies Act, an audilor has to er
into the following six matiers :

(il Whether loans and advances made by the campany on the basis of se
have been properly secured and whether the tarms on which they Have
made are nal prejudicial to the rnteresta of the company or its member:

(i) Whethertransactions of the company which are repr&aenteﬁ merely by
entries are not prejudicial io the intarsst Dfﬂ'l& company,

(i) Wherethe company is not an invesiment :;r:—rnpany ora banking compan
auditor has to.enquire whether it has sold any shares debentures or




ar

sacurities at a price whichis less than the price at which these were purchased
by it.

() Whether loans and advances made by the company have been shown as
deposits.

) Whether personal expenses have been charged lo revenue account.

(vi)y Whether it is stated inthe books and papers of the company that any shares
_allotied for cash, have actually been received in respect of such allotment and

if no cash has actually been so raceived, whether the position as stated in the
account books and the balance sheetis correct, regular and not misleading.

4. Duty to certify statementin prospectus :

According lo part-ll and schedule-ll of section 56(1) ofthe companies Act, the
auditor has the duty to certify statement in prospectus with regard (o profits or losses,
assets and liabilities of the company and its subsidiaries.

5. Duties to certify statutory report :

The auditor has to certify the statutory report as correct according to section
165(4) of the companies Act. After the stalutory repori has been certified as correct
by not less than two directors of the company one of whom shall be & managing
director, the auditor must certify it as correctto the extentitrelatesto:

(a) shares alloited by the company,
(b) cashreceivedin respect of such shares and
(c) receiptsand payment of the company.
6. Dutyto assist investigation
Where an inspector Is appointed under esction 235 to 237 to Investigate into

\he affairs of the company, itis the duty of an auditor lo render all possible assistance
to the inspectors as he is capable of rendering.

(B) Other duties :

1. Acquainted with provisions of law : An auditor must make himself fully
acquainted with his duties under the articles of association and the companies
Act, ™ & ;

5 Re-verification of assets etc.: Itis'the duty of an auditor to verify the assels
himéelf. He cannot rely on statements of tha management with regard to matters
which can be directly verified by him from books, accounts and vouchers.

3. Reportsuspicious matters : Where there are materials befors the auditor which
arouse his suspicion it is the duty of an auditor to point out these to the
" shareholders.

4. Reasonable care and caution itis the duty of an auditor to perform his task
with reasonable skill, care and caution which a reasonably competent, careful
and cautious auditor should use. What s reasonable skills, care and caution
depend on the particular aircumslance of each case.

Auelir af a lmited
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5. Avoid ffoul means : An auditor should not adopt foul mean:

shareholders to get himself appointed as an auditor and maintain |
two places to defraud other.

6.  Certificate of practices : it Is the duty of an auditor notto praztise as
uniess he is a member of the institute of charered accountant of

s

holds a certificate of practice granted by the council of the institute

7. Abide professional ethics : The professional career of an auditor s

his technical competence, soundness of judgement, honesty, ab

* only the written rules of the Act bul als= those unwritten rules which
the code of professional éthics wna conduct.

3.5 LIABILITIES OF A COMPANY AUDITOR : >

An auditor to audit the accounts of a public limited company s :
under the provisions &f the Indian companies Acl. His duties and liabilitie
laid down in this Act. The Actalso prescribed certain professional knowl
skill which an auditor must possess. Ordinarily, an auditer would be held
any loss which his client may have suffered dus to the absence of the req
or his failure to exercise It can give rise to an action for damage for pro
negligence. The liabilities of a company auditor may be discussed as fol

Liabllity of a company auditor

A. Civil liability B.  Criminal Liahility

(1) Liabllity for negligence

{2) Liability for misfeasance

(A) Civil Liability :

Liability of an auditor o pay damages is known as Civil Liability. Thi
arises out of civil wrong which may have regulated due to negligence orh

trustand duty. In such a case, action forda mages is brought against the au
civil court. Civil liability may be of two types. They are—

1. Liability for negligence :

In this case the liability of an auditor arises where it is proved that h
has suffered a loss due to his professional negligence. As such he is liable
good that loss onan action being taken against him by the party. Howaver, ar
is not liable when there is loss without his being negligentorifitis proved
auditor was negligent in the performance of his duty he cannat be held Il
damages, if the company has niot suffered any loss due to his negligence.

2.  Liability for misfeasance :
The term 'misfeasance’ means breach of trust or breaeh of duty imp:

law, If an auditor does something wrongfully in the performance of his duties r
in a financial loss to the company, he is guilly of misfeasance. The direct

‘otherimportant officials of a company may also be held for misfeasance.
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(8} Criminal Liabllity

Criminal liabllities are those which arise because of offentes against the
statutory provisions. These may emerge due to criminal neglect, actual fraud or
conspiracy under the comparnies Act. Anauditor of a company may be found guilty
of criminal offences If he willfully makes a false statement in any report, return,
cerificate or bajance sheet etc. The following are the cased whera an auditor can
be held criminally liable. '

1. Misstatements In prospectus :

A company auditor is criminally liable for any Un ffue statement in the
prospectus. He shall be punishable with limprisehment far @ term Which may extend
to the years or with fine which may extend to rs.5000/- or with bath.

2. Failure to return property books or papers :

\When a company is wound up by the court, the auditor Is supposed to be
present and submit the returm of property books or papers. If he falls to do so, he will
be liable.

3. Panalty for falsification of books :

An auditor may be criminally held liable for falsification of books if in order o
defraud any persan, he destroys, mutllates, alters, falsifies or secrets, the books of
account or documents belonging to the company.

4, Liability under the Indian penal code :

An auditor Is also liable under the Indian penal code for frauds and for fumishing
false information ete. According to section — 177 of the [ndlan penal code the auditor
will be liable for simple imprisonment upto six months and/ or fine upto Rs.1000/-
for furnishing false infarmation.

6. Liability under Income tax Act 19861 :

Some times an auditor may act as a professional accountant for his cllent in
the matter of income tax and if he presents any false statement of chargeable
incomes, he will be liable under the Income lax acl.

(C) Liability to third parties:

The third parties can bring a suit against the auditor only for default and not for
negligence. The auditor shall be held liable for damage {o third parties only when
his report comes oul to be of such a nature that it amounts fo fraud. Sometimes
gross negligence on the part of an auditor is amounting o fraud and for that mater
he will also be held liable to third parties.

3.6 DIVISIBLE PROFITS AND DIVIDENDS :
3.6.1 Divisible Profits :
Meaning :

All the profits of a company are not divisible. Only those profits which can be
legally distributed in Ihe form of dividend to the shareholders of the company are
called as "divisible profils”.
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There is no definitlon of the term dlvlsﬂ:leﬁilﬂapmpaniamct_ H
saction 205 of the companies Act, which S22 w the quastion of di

provides that no dividend may be declerad or g2 except ot of the profi
company arrived al after providing fordmal&nﬁnher prescribe
behalf under the Act. The dividend My =52 52 g=a out of the funds prov

1 SelCfriptrnictiohal
Muaterial

this purpose by the central or stale govertment b sursuance of a guarante
by such governments.

Determinants of divisible profits
From the above discussion lm!hﬁdaar that there is no ¢l

definition of the term divisible proft. Thmetaes detemmination of divisible pr
company is governed by the folicwing fectoes -

A.  Provisions of companies Act 1858

B. Memorandum and arficies cf sssoc=ter
C.  Accounting principles and

D. Legal declsions.
A.

. Provisions of companies Act. 1655,

Impariant provisions of the Companies Act. 1958 regarding divisible
are as follows :

1. Depreciation ;

According tosection 205(1) Dividand c2an ba declared or paid by a cor
forany financlal year anly:

(@) Out of profits of the oompany for that year arrived at after providi
depreciation In accordance with provisions as per Section 205(2), or
(b) Out of profits for any previous year or years afler praviding deprecia]
per Section 205(1) ar

(€) Outofthe agaregate of lis profits mentioned in (a)and (b), or

(d) Money pravided by the central or (he State Government far the paymi
dividends in pursuance of a guarg ntee thareof,

2. Transfer to Reserve

Under Section 205(24), no dividend shall be declared or paid by a com
for any financial year out of the prafits for thal year arrived at afier providir

depreciation in accordance with the provisions, except after transfer to the res
of the company of such percentage of profits for that year not exceedin g 109

|

may be prescribed.




Memaorandum and Articles of Association :
The directors recommend the distribution of profits ae dividends after making

necessary resefves and provisions as prescribed in memorandum and Articles of
Association. Provisions in memorandum and Articles of Assaciatioh may differ from
company to company depending on their nature of business, though arrangements
are more or less simllar as required by law.

C.

Accounting Principles :
Divisible profits are the surplus of income over expénditure of a given period.

The determination of surplus to 2 large extent is detarmined by the Principles of
Accounting. Accountants differ in thelr approach while detarmining the profits of the
business. Some of such difference which hag a bearing on the divisible profits are—

0]
(i)
(i)
(iv)
D.

Methods of charging depreciation.

Methads of valuation of inventory.

Appropriation of deferred revenue expenditure.

Charging capltal expenditurs for revenue.

Legal Declsions ; .

The legal deciglons have lald down ceriain princlples for arriving atdivisible

profits by a joint stock company.
3.6.2 Factors Affecting Payment of Dividend :

1.

The most impartant thing to which directors must pay their attention is the
correct ascerlainment of divisible profits. They must decide if they are
recommending dividend out of revenue profits or capital profits.

If the dividend |a recommended out of capital profits; It must be ensured that
(a) such a distribution |s authorized by the Articlag of Association and that (b)
the profits have actually been realized In cash and (¢) that they remainas a
surplus after fair revaluation of all the assets of the campany. Dividend out of
capital profits can not be declared without making good all tha capital losses.

If the dividend Is recommended out of revenue profits, It must be ascertained
that a provision has already been made for depreciation both on fixed and
floating assets and past losses in accordance with the requirements of Sec
205 of the Companias Act.

Arrears of depreciation as well as earlier losses (0 the extarit fhey re present
depreciation In respect of the financial years after 28" December, 1660, must
be made good out of profits available for distribution, befora any dividend can
be paid.

All appropriations legally required must he made out of profits before they are
distributed. In the case of bank, 20% of the net profits must be creditd to General
Resarve before any dividend is disiributed. In the case of other companies,
the following provision of the statutory reserve must be made before declaring
dividend :

Audly afa limired
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2% of the het profits
B%

IFthe dividend propassd Sxceeds 10% but not 12
1234% 15%

T4a% 156% 20%

10% 20%

Self-insiructiong)
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the condition that a part of
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effect on the liquid, fesources

ually would be credited to the Debe
nNegessary for the directors to transfe
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uifibution of profits will nat have any ad
arthe warking capital of the company, More
@Way check the expansion of the activiti
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tofdividend ina special un,
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] Unqualified Report :

An auditor gives his unqualified opinlen in this farm when he s satisfied that
the accounts and related documents of the company glve & true and fair picture of
its state of affairs and result of operations, In his such disqualified opinion ihe auditor
does not make any qualifications, modifications or reservations and his report is
frae from ‘ifs and buts’. Such a reportisalso called a clear or clean report. It shows
that the Balance Shestand Prafit and loss Alc of the company ara in conformity with
the accounting Principles and legal provisions. If the auditor feels necessary he can
mention reasons for his giving such findings.

sec, 227(2) of the Compan|es Act requires from an atiditor to ahswer certain
questions in his report to the members in respect of tha Balance Sheet and Profil
and Loss Acoount and annexure thereto. If the auditor finds affirmative of positive
answers without any quelification of modification the report of the auditor stands as
unqualified report.

An example ofan ungualified reportis given hereunder:
To

The Shareholders,

(.. Name of the Company ....)

\We have audited the attached Balance Shesl of the ...(name of the Company),
as at the 30" day of June (year)and also the annexed Profitand Loss Account of
the company for the year ended on that date together with the schedules referred to
therein and the books and accounts as kept in English at the Company's Head
office and report that:

1, Wehave obtained all the informations and expla nations, which to the best of
our knowledge and belief were necessary for tha purpese of our audit.

5 |nour opinion proper books of account as required by law have been kept by
the company, so far as appears from ouir examination of the books and propef
returns adequate for the purpose of our audit have been received from the
pranches not visited by us and we have dealtwith them In framing of this report.

3. The Balance Shesl and Profitand Loss Account dlealt with by this report are in
- agreement with the books of account and retums.

4. In our opinion and to the best of our inform ation and according to the
explanations givento us, the Accounts read with ihe notes thereon, give the
informatlon required by the Companies Act, 1856 In the manner s0 required
and give a true and fair view of the state of company's affairs as at 30" June
(year) and the Profit ad Loss Actount gives a true and falr view of the profit for
the year ended on that date.

5. Thatthereportonthe accounis of the Branch offices aud ted under Sec. 228
by other auditors have been received by Us and that we have properly deall
with that in preparing our report.

(23 TR Date, coiriin

Audit ofa limited
campary
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Auditing (i) Qualified Report:
Auditors' report which Seses = ers that there are certz
things to be modified of FrpRasess am is not satisfactory
=~ and in such a report !

give trus and falr view of 1 =
OTES auditor makes cefain
N modifications and quait

It is necessary for the mecies SEEES ShouS Sxpress all the effects on |
financial status of the = = should not give doub

=2 r=asons and also mak
= == report Is called qualif

expressions in his repert T 3 e swmmssive on each and every asp
of the financlal status of s oS g = as to why he fs una
to give his unqualified cpimes.

A qualified Wﬁ&ﬂeﬂanﬂa Sheetand Pr
and Loss Account do ot Shiow e s s S=¢ w=w of the state of affairs

. results of operations of the compamy & e scocnis 272 not in conformity with
generally acceptsd Wﬂﬁﬂm&dﬁﬂ legal requirement
the company has nﬁruﬁﬁﬂmmtﬁh affairs or the explanati

made.lo the auditor arenot accasistie to i For giving such opinion the aut
should carefully se= : s resaryations. This type of repc
! always an outcome qu_be_Mred under Sec.22
of the Companies Act ars hwmmﬂ to certain reasons.
gualified npiniame 5.9 'Subjectto” or"ex

that".

An example of the QuaiSed Resert.

Auditors’ reportiohemembessel_ In=Te of the company...)

We have auditsd the Balance Shest of Ms (.. name of the company.. )
31% march...(year)... and the BroSt and Loss account for the financial year e
on lhat date as annexed thersic.

' Areferenceinregard io mposion of workmen compensation amounti
Rs.2.5 lakhs In respect of actidentat death of two workmen of the company ist
appeal by the company hefore e Hagh Court.

Subject to any adjusimenso &= Bat=nce Sheetand Profitand Loss Ac

which may result from fina! detenminasion of fis company’s liability in that rege
our opinion, the financiat stataments give a frue and fair view of the company's

' of aifairs s at 31 March ...(year) and of ts profit for the year ended on that
2.7.1 Auditing Procedura of Banking Companies
| Banking companiss are requirsd © satisfy the regquirements of bol

Gompanies Act as well as the Banking Regulation Act. Some of the imp
provisions of the Banking Companies Act which deserve careful attention
auditor may be summarized as follows

‘ 1. Capital(a) Abanking company having all its places of business in one
only other tharn Bombay or Calcutia shall be required to have a paid up

: Selfnstruetional
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and reserve of an aggregate value of rupees one lakh I respectof its principal  Auditefa limited

placs of business plus ten thousand rupees In respect of each of its other
places of business situatsd in the same district In which it has its principal
place of business. ltshall be required to have an additional capltal of twanty-
five thousand rupees in respect of each place of business elsewhere in the

copa

NOTES

State otherwise than In the same districl. Maximum amotunt of paid up capital
and free reserves required in such a case should not exceed rupees five lakis,
Abanking company having only one place of business shall not, however, be
required to have paid up capital and reserves exceading fifty thousand rupees.

Abanking company having place of business in more than one State is required
to have paid up capital and resarves of five lakhs rupees and if any of its place of
business Is situated in Bombay or Calcutta, it shall be required to have a capital of
ten lakhs of rupees.

Abanking compary having all its places of busingss in one State, one or more
of which are in Bombay or Calculta, shall be required to have a paid up capital and
reserves aggregaling ta five lakh rupees plus twanty-five thousand rupees in respect

of each place of business outside Bombay or Calcutta. However, such banking
company shall notbe required to have a paid up capital and reserves of more than
rupees ten lakhs.

Abanking compary incerporated outside India |s required lo have a paid up
capial of not less than rupees fiftean lakhs and if it has a place of business in BEombay,
Calcutta or bath twenty lakhs of rupees. Such a banking company shail be required
to deposit this amount with the Reserve BankIn cash of unencumbered securities.

(b) The paid up capital of a bank should not be less than half of the issued or
subscribed capital and the subscribed capital should notbe less than half of
the authorized capital, Anew banking company incorporated after 15 January,
1957. can not raise its capital by igsuing preference shares. The capital ofa
banking company shall consist of only Equity Shares. Amember of a banking
company can not axercise voting rights on a poll in excess of 5% of the tatal
voling rights of all the shargholders of the banking company.

Abanking company s not allowed 1o pay more than 2% of the paid up value
of the shares issued by it by way of commission, brokerage, dis count ete. for the

issue of such shares,
A banking company can not creaie any charge upon its uncalied capital.

2. Management. Abanking company can not be managed by managing agents.
The managing director of 8 banking company must not be the managing
director of any other company. He should not be engaged in any other business
or vacation, Appaintment of managing directorfor a period of more than five
years ata time shall not be valid. Chief executives or the managing director of
a bank can not be appointed except with the prior approval of the Reserve

Bank. A banking company cannol have any person as a dirsctor, who isa
director of any other banking company of who is a director of other companies

which among themselves are antitied to exercise voling rights In excess of
20% of the total voting rights of all the shareholders of the banking company.

Salf- Irisorativnd |
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Auditing | Reserve Bank Can under cerialn Condifions remova or iuspend
any officer of g banklng-mmp'anr l‘uraminﬁupmﬂva yaars,

_ < Restrictions on DMdend,Ahaﬂkw mrmmndtpayanynmm
I the inlanglhla.mﬂcﬁﬂﬁwﬂﬁﬁahﬂww havs een wri
B NOTES | ofits profits, Actygl uapmcmn!gﬁgﬂhvmnenm orbadc
—_ — not be written off out of profits E%mm has been m
salisfaction of the auditor of ﬁuhﬂgm'many
4. CashReserve. Every banking Sompany, other than g scheduled b
Maintain a cash reserye in hand o v4h s Reserve Banj or Stat
India a sum equaj o af leastin s e fiabllities arg 5% of its
l liabilities in [ngja. ‘Liabilities" fnr fhue PUT0sE will not Include paid
reserves, profite or advances from Reservs Bank or State Bank
Banking companias ars Tequred & fie with the Reserve Bank detaj
time and demand liﬁhihgaiﬂﬁnmm-,l ofcash reserve helg
Oneach Friday of the yees
5. Reserve Fund. Every, | Comoany _hrequlredtutran'srariﬂ% (
L profits every yearfo Reserve Fumg H:a!fectaﬂng adividend |nfim
: the circumstances tnder which any gum = 3ppropriated from the F

Make any (oans or advances o e security of ts own shates or to ar:
Unsecured Iﬁﬁﬂ'ﬁu‘ﬁwﬁm'ﬂh s In which any of ifs direc
| €0 a3 pariner or s = m Orio any individuas or firms
any of ils directors I53 sy “2Mmpanies are required 1q o}
the policy as hﬂ;edbym_Mh connection with the myay
advances. '

7. Floating Charge, Aﬂnm:i[qgm e asssts of 5 banking compan
nntbaﬂrealedVﬂhMMMﬁhﬁase Mk to the effect

_ = sTve Ba
J would not be dﬂh'!mawtrm_ﬁﬁed@oaﬂom.

: 3.7.2 Auditing Proc ’mhlﬂmons
1 T Auditor il examing the Chamee TSt Desd Rie. and Regulations, G
the University if affiiated lalllt-‘lgu'lhasﬂy Ifitis g Constituent pa
I the universjry, In order tn SO imformation

2. Auditorwillenquire m%ﬂhmhmmw_w ma
1 anote ofits Weaknesses 1 Hgtihjﬂpﬂrﬁa_m:est attention. He y
8180 ascertain if any #andard e ed fo
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Auditorwill carryouta thorough vouching ofthe Cash Book. He will go through Auditofatimited
company

the prospactus of the Institution and the studenis anrolment register. He will
check the amount of fees recelved with the number of students on the rolls and
the rate of thelr fees, He will see that al| revenuaa fram fees have been duly
accounted forand that all those fees which are consldered to be irecoverable

NOTES

have been writter) off, Auditor chall ascertain that all concessions in feas hav
been duly authorized. He will sea that all extra recalpts such as examinations,
games, library fees etc. are properly aguounted for. Cash recelpis can be
vouched with the counterfolls of the recelpts issued, Concessions in fees will
also be checked by the auditors. He will sae that they are properly autho rized.
Auditor will ses that writing off of irrecoverable fees is duly authorized by the
managing committee. Weaknesses in the syslem of recording of receipts
should be brought to the notice of the trustees or the managing commitiee.

Auditor shall verify the amount of cash if hand by astial counting and balance
at bank from a cartificate abtained from the bank, He shall compare Cash
Book entries with the Pass Book entrias and reconciie the difference in the

balances tisclosed by the two hooks.

Auditor will vouch very tharoughly the amount of donations of grants received
by the institution. Donations may ke verified from the respective
announcements made by (he Head of the institution on the annual day of the
institution. They are also mentionad in the ennual report of the institution.

In case of endowments, au ditor will ascertain the terms of the end owment and
will veLich the income and verify the securities relating 1o thess endowments.
He shall also ascertain that the income so realized is utilized by the institution
in the fulfillment of thase objects for which the endowments were made.

Auditor will verify landed property and investment from the deeds and
cerificates relating to them.
Auditor will check payments from thair respective vouchers. He will obtain
satisfactory explanation for unusual and extraordinary expenses. He will see
that the capital expenses have been duly authorized by the Managing
Committee.
Auditor will obtain certified Inventories of furniture, stock of stationery,
equipment etc., from the administratar and will verify their accuracy by tesl
checking.
Auditor will vouch the revenue expenses and verify the assets and liabilities of
the college in the usual manner. He will see that fees received in advance
have duly been carried forward and that the outstanding fees and interest
acerued have been taken into account. He will also see that all outstanding
assets and liabllities have been accounted for and shown in the Balance Shest.

Auditor will enquire into the system of purchase of provisions for the hostellers.
He shall vouch the payments from copies of bills and recelpts issued to the

inmates of the hostel.

Self- froerctionad
Mduarice!
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12, Hewill carry out thorcugh voucssng of i rsozymerit of library or labore
securities and ensure that 28 eSS have been deducted there |
before refunds are granted.

13. Auditor will carry out proper vesfication of &l s and sec that there ar
unautharized Inter fund lransismt. S Wl 2o verdy the provident fund o

employees of the institutien
3.7.3 Auditing Procedures of inssrance Companies

Aceounts and records of nsueance Sompaniss 2re maintained In accords
with the provisions of the Insir=mes 28 1032 s ganeral. companies are requ
to adopt the calendar year &= $her Sranc year Cariain duties have also b
imposed on the auditors by the Act & become very essential thal the auditorn
perform these duties. He must se= B e comsany has not committed any bre
ofthe provisions of law and the acoourss Secieee 21 e Information requiret

T I -

law. Besides this, the Sugitor wil oaw spest stention io the following points :

1. Auditor will examine SeSstaie sliSsscy and refiability of the syster of inte
check In operation in e Susness Becausa of the laroe nUimber of transact)
arlhs.insuranmmmwmh[an guditor to carry
detalled checking. Ascuns systam ofimtarn=l chack will reduce his work |

Auditor wi ssceran S b 2l claims Intimated, admitt
and paid, Expenses incumss b ssiing ciaims should be debited to ciaj
ammmﬂ.mw:gﬁnmﬂalﬂwmmaamnu
of surrenders inasmiarm=ees fom s andorsed in favour of i
company and the rece S =& Insured for the payment
sUrrender money.

Auditor will see that a8 Mm relnsurance claims ha
been provided for.




b 5. Auditorwill vouch the amount of commission or allowances paidtothe agents  Audiraf timited

n orcanvassers with the terms of their appointment letters, relevant commission  ©*¥
vouchers and the receipts given by the agents, The code of conduct requires

5 that commissions should be paid by bank cheques unless the amounts are

2 small. He will see that the amount does not exceed the limits sst by the Insurance

Act. he will ascartain that outstanding remuneration, has duly bean provided NOTES
for out of the current revenues.

SELF TEST

1. What special points will receive your attention, while auditing the accounts of
a banking company?

Write short note on special feature of audit of an educational institution,
What are the rights and duties of an auditor of a limited company?
How are the auditors appointed in a public limited company?

What are the liabilities of an auditor under the companies Act, 1958.

“The auditors should keep various considerations Ih mind regarding caleulation
of divisible profits" Justify the statement.
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UNIT-IV: INESTIGATION

STRUCTURE
4.0 Meaning, features and Obiscsyes
4.1 Investigation %Eﬂmm
4.2 Investigation whena rummee

40 _OBJECTIVES

After gaing through s Ssios you % se stic 1o .

*  Understand the invesSie=Ss=ngf ¥
o  Whenitis proposed
Meaning of Investigation

Investigation means 2= guly o ots behing the bodks of accoun
technical financial wm business far a specific purpo

Features of lmmsﬂmlnl
Main features ﬂfm
() Investigation is 2hweys hes fov 2 specie puinoss.
(i) Both lntansiveaﬂﬂm ofthe activity in undertz

(i)  Investigation is nots £y 8na centractual in nature.
(V) Investigation mmm::t
Objects of Investigation

The objeci of invesSgasion weall 8= with the purposs for which it us b
under taken. Following 228 = ususl smumsiznoes which most frequently cal
various lypes of invesSigasion.

(1) Investigationwhen Fsad ssuspeced

(2)  Investigation when srumning Susieess = 4o bs purchased,

(3) Investigation on behaf of 2 b= or @ny ender fo grant a loan.
(4)  Investigation under = companies Az

The first two are only discossed hees

41 INVESTIGATION WHEN FRALD S SUSPECTED i

Thﬂ duties of an mﬁﬂ mainly depend upon

businaess.

Investigator at the cutsat wll &y & know fom his client, the reasons
suspicion, the naturs dmmﬁhﬁand the names of |
Suspected persons. He will obisin S Sis tieet weien instructions as to his dut
and scope of work and a Stalemend 28 o = reaaris g documents which will
available to him for examination.
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Frauds can easlly ba detected ifs one has the knowledge of the different forms
which they may take. Frauds may be committed In different and varlous forms. Fraud
is usually committed in the following ways !

1. Misappropriation of cash
2. Misappriation of Goods
3.  Manipulation of Accounts
1. Misappropriation of cash :

This type of fraud Is generally committed by the cashler who has access to the
books of accounts. It would be an impossible task to list various methods of
misappropriation, as they are limitless. However, cash may be misappropriated
usually in the following ways

(a) Pilfering cash from cash box, which will result in shoriage of cash balance.
(b) Omitting to record the receipt of cash-in whole or in part.

(¢) Recording fictitious payments.

(d) Byteemingand lading or lapping

(e) Manipulation of petty cash transactions and wage payment

()  Holding back collections remitted by fraveling sa lesmen.

(@) Writing off a good debt as bad and irrecoverable to cover up the cash
misappropriated.

(h) Adjusting a cash sales as credit sale and raising a debit in the account of the
customer.

(i) Casualreceiptof cash |.e., recoveries from sale of scrap.

)  Withdrawing unclaimed credit balances of customers account

(k) Personal expenses may be charged to business by falsifying details.
Procedure for Investigation of Misappropriation of cash

The following procedures are followed by the investigator for investigation of
misappropriation of cash

(a) The professional accountant must acquaint himself duly with the nature of fraud.

(b) He should make enquiries and test check the sysiem of internal check with
regard to cash receipts and payments.

(c) Heshould also know the respective duties of the employees in order to find
outwhat opportunities they had for misappropriation.

(d Themissing cash memos orany alterafions on the cash memos must be closely
scrutinized and proper explanation must be asked for.

(e) Heshould compare the counterfoils of pay-in-slips with the entries in the cash
boaok. |f there is any difference between the two, a proper explanation must be
asked for.

NOTES
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(0 Allcash payments must be vaushed and duplicates of all missing voi
shouid be asked for.

(9) The petty cash must also be vouched It &= usually seen that pett
transactions provide many possibliities of frauds.

() Any-entry of unusual discount or alicwancs must be enquired in

misappropriation can be done by ehowing mers discount than actually al

()  He should obtaln the names of the persons responsible for signin
endarsing the cheques.

() Investigator should make fulf nots of 2 the ireguiarities discovered an
probe into these matters.

2. Misappropriation of Goods ;

Goods which are readlly converiibles ints cash are usually misappropr
Misappropriation of goods is possitis only by the collusion of several persons
circumstances where either the invantory system is very paor or goods are of
bulk but of greater value. Goods can squally be misappropriated by people of
or high ranks. Suspicion s rEgarcs misappropriation of goods may arise fro
fluctuations in the rale of gross prof furnover or percentage of manufacturing
These fluctuations can easlly be noticad when com pared with the bud,
expectations.

Procedure for Investigation of misappropriation of Goods :
The Investigator should follow the following procedurgs :-

(8) He should study the internai control system In force in the organisatior
regard to the receipt and despatch of goods.

(B)  He should check whether proper stock acsounts are maintained or not. |
why so and who are responsibls for this work. He should examine all the re:

related to the movement of goods.

{c) Heshouid compars tha purchases and opening stock figures with the fig
of sales and closing stock. '

(d} Heshould find out that ail the retems and allowances relating to purch
and sales of goods have besn gropeariy recorded,

() He should compare stock r=cords with entries in the financial bool

ascertain that no fictitious purchesas have bean included in the bool
accounts.

3. Mﬂnipul‘gﬂnn of Accounts :

Accounts are-always manipulated by sanior officers of the firm for s
particular objectin view. All these delibarate manipulations in accounts arem
by obseuring the true pesition of the firm. The fallowing may be the objects fo
manipulation of accounts:

(@) Toevadeand avoidincomea taxand off=r lesal axes,

(b) Toreceive large commissions by showing f2is= nrofits,




(e}

(d)
(e)
(N

(@)
(b)
(©
(d)
(e)

To attract a purchaser by showing enlarged profite.

To prevent disclosure of poor financial position of tha company.

To pay higher rate of dividend, and

To manipulate share prices in order to eam speculative profit,

The manipulation of accounts can be done by different methods. They are
Over and under—valuation of assets and liabilities.

Omission of legitimate business expense.

Charging Capital expenditure to revenue and vice versa.

By showing ficlitious sales, and

By creating excessive provision for known liabilities.

Procedure of Investigation of Manipulation of Accounis

(@)
(b)

(€)

(d)

The Investigator should follow the following procedures —
He should carefully examine all the connected documents thoroughly.

He should also examine the internal contral system In force and carry outa
detailed checking of the purchases and sales transactions and the verification
of different assets and liabilities.

He should adopt the usual procedurs of vouching and verification 1o trace
such frauds.

He should try to abtain information as much as possible from those sources,
which can not be influenced by the organisation or Its employees.

4.2

INVESTIGATION WHEN A RUNNING BUSINESS IS TO BE PURCHASED

Investigation on behalf of a prospective purchaser of a business is undertaken

for the purpose of ascertaining the value of the business. The purchaser will like to
know the true state of affairs and the probable future prospects of the business. He
willmainly be connected with the profit earning capacity, financial stabliity and capacity
of the businass to meet obligations. Investigator in this case shall try to asceriain if
the business is worth the purchase consideration as fo the assets offered and the
profititis abla to earn. The investigator should pay attention to the following points

in his report :

(a) He should make a thorough enquiry into the reasons which cause the present
proprietor to sell the business.

(b) He should find out whether the business requires particular skill or influence.

(€) He should make sure that the assets and [labilities have been properly valued.

(d) Heshould see that the assels and liabilities are shown in the balance sheet at
their correct values and proper provislon for bad and doubtful debts and
depreciation has been made.

(e) The goodwill of the concern should be properly valued and the auditor should
study the basis of its valuation.

(h He should also see the present conditions of the various plants, and

machineries. It will help him In finding out the future life of these important
assets.
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(g) Heshould examing ihe previcus years audit report if any.

(h)

0

0

S S

He shouid find out the amount & working capital and ensure that it is suffi
to carry on the business.

He should examine the condtion of stock-in trads.

He shotild make full enguines rasasding = varification and valuation of s

In trade. This item Is subject fa gre=t=s manipulation, Some times, the p
of a concern may be inflates &y 52 Sllowing methods

Inflation of closing stock

Inclusion of fictiious esssi=s.

Omission of purchases

Omission of wages and ofer manufacturing axpenses.

Making less provision for S=svesi=ton or less provision for bad and dou
debts.

Adjustments to arrive at correct Sgures :

(&)
(b)
(©)
C)
C)
(M
(@)

The amount of deblors &8 oedtors 1o bs izken over should be thorol

‘checked.

He should examine $he mesorandum of Azsociation. Articles of Associ
and prospecius of the company

He should examine s feiis =S=0hed o the different classes of sharehol
of the company.

He should also sncuirs sbout 5 rat= of dividend which has been paid b
company m&m&mm to five years.

He should find and 2so ks = mrmd valus of the share from the s
exchange.

He shouid alsomaks s comest sali=tion of all the assets and the liabiliti
the company.

He should aiso seek islosmaiion regaroing the price to be paid for the sh
of the company.

TheInvesiigaior shouls mesies= e Sollowing deductions and additions f

figures of net profits 2= shown by 5 profl 200 loss account of the business.
Deductions from Profits ¢

1.
2.
3.

Capital profits, i & profis enssle ofivesiment or othar fixed assets.
Income from assets nol &k=n aver by the purchaser,

Rent where purchaser is not going i puschass the business premises w
belongs to the Yendor of e Busisess 2nd forwhich no charge was ever
against the profits af the i

Business expenses if ey ar= pald fiom private resourges.




Additlons to Profits :

1. Capilatlosses or losses of exceptional nature not arising in the ordinary course

of business.
Any capital expenditure charged to revenues.
interest on borrowings when the purchaser is notex

pected to require them.

2.

3.

4. Excessive reserve for doubtful debts or depreciation or contingencies.
5.

Charges not iricidental to business.

ltshould ba noted that the investigator will have full and easy access 1o all the

books, vouchers and docume nts bearing on the period U

nder review. After having

investigated all thess matters. The investigator will prepare a report for his client.
The report should be clearly drafted and should reveal allthe information so thatthe
client may have full idea about the business he Is intending to purchase.

SELF TEST

1. Define the term investigation’ and explain its various features. Mention the
circumstances under which investigation is necessary.

2 Afraudissuspectedina business and you have bean asked to carry outan
investigation. Explain briefly how would you proceed in the matter.

1. Whatspecial points will you bear in mind while carrying outan investigation

on behalfof a personwho wants fo purchase a busi

Q<+

ness as a going concern?
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53 The CostAudit (Report) Rules, 1996
5.0 OBJECTIVES

After going through this lesion you will be abie to
e Knowwhatls CostAuditand Objectives
»  Knowwhat is Management Audit and its objectives with its limitations
51 COST AUDIT ‘
5.1.1 Meaning

Itis an audit process for venfying he cost of manufacture or production o
article on the basis of acoounts 2= ragasds utization of material or labour or «
ems Of Costs maintzined by the comean

By the term 'Cost Audit s mesnt 5 detaied checking of the costing sy:
technique and accounts fo verify el comactness and to ensure adherence &
objective of cost accountancy. It refess to verify the arithmetical accuracy of
accountancy entries in the books of account.

5.1.2 Definition of Cost Audit

R. W. Dobson In his book “Infroduction fo Cost Accountanoy” defines it: “
Auditis the verification of the comeciness of cost 2ccounts and of the adheren
the cost accountancy plan”.




According to the terminology of the instituta of cest and management

accountants, England It1s “verification of the correctness of cost accounts and of
the adherence to the cost accounting plans”.

5.1.3 Objectives of Cost Audit
From the point of view of government

10.

1.
12.

To find out whether any particular industry should ba given any prize oR subsidy
in order io encourage, develop and expand that industry.

The determine whether differential pricing within the industry is desirable.

To determine whether a particular unit requires pratection and if such protection
has already been given to it, should it be remo ved or should it continue.

o assist the Tariff Board to consider the extension or removal of protection.

For the purpose of comparison of cost between two companies engaged in
the manufacture of identical goods to find uneconomic units and also to bring
certain Industries of mischief under the section 208 and 238-B of the
companies Acl.

To find out the accuracy of the cost accounts {o see that anly chargeable items
are debited to the cost accounts In the case of "Cost plus percentage contracts”
to be entered into between the government and the manufactures.

To curb the profiteering by the manufacturing concarms.
To reduce the cost of essential commadities.
To fix the selling price in order to protect the interests of the consumers.

To avoid waste and unnecessary expenditure by the manufacturers and thereby
raduced the cost of production to make available consumer goods at reduced
rates.

Tobring to light the fraudulent intentions of management.

To decide whether excise duty should or should not be reduced or removed
on the finished goods.

From the point of view of manufacturers.

To aid the management to regulate production.
To enable the marnagement to reduce the working costs by avolding wastes.

To enable the management to chalk oul the future policy on the basis of the
report by the cost auditor especially In regard to labour, raw material, plant
etc. to maximize production and reduce the cost of production.

To enable the managementto choose economic methods of operations and
thus eamn profits to satisfy the shareholders and the Investing public.

Cost analysis furnishes useful information in respect of such impartantmatters,
such as gross margin, differential costs, replacement costs etc.
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6.

10.
1.
12.

13;
14,

15.
16.
17.

Tofind the profitability of different units of the factory. In othar words, the s
Is a study of the productivity or measurement of efficiency of different pr
manufaciured by the company.

To fixthe price when tenders or quotations have to be sent, especially ir
of competition.

To give up the praduction of less economic units and pay more attentior
more profitable lines of manufasture.

To see the efficiency of the cost procedure Introduced to avoid leak:
resources of the company. Thelr thefz, fraud and negligence.

To test the effectiveness of cost control tachniques and to evaluate
advantages (o the enlarprisa.

Totest check the evaluation of inveniory and work-In-progress atvarious s
of completion especially at the closs of ths financial year.

To have intemal control and check which may in their turn be helpful
financial auditor.

To check wastage of matesials and |abour.

To fix the responsibllify of an Individual or of the management whe
inefficiency orwastage is found.

To getthe up-to-date infarmation whenever required for any purpose.
Tovalue mrrecﬂyﬁumdeh-pm_gmss-and the closing stock.

To test chack imperiant #ems of cost 1o find the accuracy of the cost fit
and their reliability,

5.1.4 Commencement of Cost Audit :

Before he begins the audit. tha cost auditor should inquire whether ther

good and efficient system of inisms! ehack sspecially as regards the receip
issue of raw materiafs and stores to fsrent departments, units orjobs. He s
make the following inquitss :

1.

2.

Whether goods recefved notes foral e materials supplied by the supy
to the company are received 2ad recoeded.

Whether packages contaising goods when received are opened it
presence of a responsiie oiica! of he company.

Whether all the matesiais recevad 2= entered daily in the Bin cards,
Whether the stores requisiions Sam sferent depariments and section:
examined by the stores¥=sscer 22 r2oards the competency of
requisitionists, '

Whether the stores and materais rstumed from different depattments

sections are received by the sioes ¥=eoar anainst stores dabit notes.

Whether the stores and matssiss Ssies soainst the requiisitions are ent
in the Bin cards daily.




7 \Whether stores and maletials retumed from differant departments and sections
are recorded In the Bin cards.

8 \Whether weighlig machines In the stores department are regularly checked
and properly maintained.

9. Whether known lasses or shortages from whatever calse are reported atonce
to the authorities concemed,

10. \Whether such losses are assessed by the inspeciors whenavaer the loss or the
damage is reported.

11. Whether such losses are written offbya responsible and authorized official of

{ the company.

| 5.1.5 Nature of Cost Audit
The following are some of the natures of cost audit :

1.  Toverify the arithmetical accuracy of cost accou rtancy entries in the books of
account.

9 Tofind cutwhetherthe cost accounts have been properly maintained according
to the principles of costing employed in the industry concemed.

* 3. Toverify that the cost statements are properly drawn up as per the records
and that they represent a true and falr views of the cost of production and
marketing.

4 To find out whether each item of expenditure Involved in the relevant
components of the goods manufactured or produced has been properly
Incurred or not.

5. To find out whether the cost accounting procedures prasenting procedures
prescribed by the management have been adhered to ornot,

6. Todstectanyeroror fraud which might have been committed intentionally or
otherwise.

7 To assist In reducing the amount of detail checking by the external auditor
where the internal cost audit systam is in operation.

5.1.6 Cost Audit Programme

The auditor should clearly understand the cost system in operation in the

company concemed. The companies Act has not laid down the procedure in which
the cost auditis to be conducted and what the cost auditor s expected to do. However
\he cost auditar should pay his attention lo the following records.

A.
1.

Records of materiais

The auditor should Inquire whether the management has fixed the maximum
quantity of raw materials which can remain in stack at any time to avoid over-
stocking and thus locking up of the funds.

He should slso Inguire whether the minimum quantity or the ordering level has
been fixed so that orders for raw materials should be placed in time to avoid
storage of materials required for the manufacture of goods.
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3.

He should compare the standes costs of differant items in that stores witt
purchase prices, |f the purchass orice isis higher than the standard cost
should inquire into the re=sans % S5 purchases at higher prices.

He should check the siores snd e materiais ‘edger with the delivery note
goods received book and 2ise Wi 5= gate-kesper's book, ifone is in L

He should see whether e maferi=is received as per delivery notes have b
correctly recorded in the S c==08 2= well as the stock register.

He should compare the siorss raquisSions with the Bin cards to see that
I8 no fictitious entry in he Sin cards | i=should also see that the requisiti
are according to schedcle io avad unnecessary piling up of materials in
production depariment

He should check ific possng of 9 stores requisitions for direct materials.
the cost shesis.

Labour Records f

The cost auditor shoull compass e asiandance register of the workers
the operational s&=5 ket =t the oot of the factory with the attendance regi
maintained by e Soremas of saoh cepanment or section. He should comp
the workers' atiendance caede Wit s afiandance register and the foremsz
registar. He should aiso examine #ie fsave register.

If the wages ar= £= oa pisce raie basis, he should see whether pro
records are maintainad for e work done by the workers.

He should compare the pce work cards of the workers with the stock regis
and the wages shees.

He should enquirs infs the system of over time work putin by the workers &
who is autherized to sk the workars io put in overtime work.

He should enquire whalher &x%a seyments are made in regard to incentiy
in the form of bonus sio.

Records of Overhead Charges
He should enquire info $ie pemcinies of allocation of overhead charges.

Whatever system of aliee=son of overhiead charges s followed, he sho:
seethatht bm & should inquire the principle or basis
In order to ses the sceuracy of $= overhsad charges and their allocation
different jobs, the auditor shouss cherk aSaw items.

He should reconcis the 0= ower Sead axpenses 2s per the different o
sheets with the aclusl oweres emensas and if there js any difference

discrepancy, he should maks gy .

He should examine the meSiod of soperioning faciory costs to ensure tha
is aquitahlﬂ_tﬂ-dlﬂmjehm £ 5= principles laid down by tt



Work-in-progress Records

The cost auditor should inquire into the principle of allocation of the overhead
charges to the work-in-progress.

He should inquire the basis on which the work-in-progress has been valued.
\What mathod has been used to find the stage of the completion of the work-in-
progress. Whether the method employed is satisfactory.

He should see that there has been no under or over-valuation of the opening
work-in-pragress which may resultin showing more or less profits than actually
they are.

He should see that whatever system of allocation of overhead charges had
been adopted, it is followed consisten tly year after year.

He shaild see that the total value of the work-in-progress is not disproportionate
to the finished goods. If it is so, he should ask for an explanation. If he is
dissatisfied with {he explanation he should mention this fact in his report,

In complete Contracts

The cost auditor should inguire whether measurement of works had been
regularly oblained.

\Whether there Is any hazard which may cause a set-back or even cause a
loss Instead of the expected profit.

He should inquire whether raw material at the site had been lying there for
unnecessarily long time before being used for the worl.

Stores and Spare Parts Records

He should see whether appropriate records of stores and spare parts which
are required for manufacturing purposes as regard their recelpt, issue and
balances, both in quantity and value have been maintained.

Ha should reconcile the value of issues and the balances of the stores and
spare parts with the purchases.

He should see whather the value of stores and spare parts have been debited
to proper head such as manufacture, repairs to plant and machinery, repairs
to buildings ete. i

He should check whether the value of stores and spare paris debited to
manufacture have been further debited to different departments or
manufacturing units or jobs or not.

He should check whether all charges upto the work stich as carriage, customs,
insurance ete, are included in the value of the stores and spare parts while
valuing them at the date of the balance sheet.

52 MAMAGEMENT AUDIT

5.2.1 Meaning

Thie term managementaudit implies an attempt ta evaluate the performance

of various management functions and processes with a view to improve its efficiency

e
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5.2.2 Definition
A comprehensive

concept itself is quite new Sowswe = &

2uditing Is yet to evolve as the
ng are some definitions of

management audit which heles & sosesmnsing & betier

operafion o Smawes - sespecied weaknesses and to develop ideas

for Improvement in areas 2t =8 sscaped manacament attention”

standards of performance 2nd ws svsbustion of

A comprehensive defatan of
and Kenl. They stata, *A .
Investigation which fs concsenes wis 5=

EnsgEment sixdit has been given by Sherer
£03H is an Independent review and

management decision making

with the aim.of monicring and Fmprowing e total efficien cyand effectiveness of the
organization”,
Difference between m;-&and-stammry financial audit.
Basic Managsment Audit Financial Audit
1. Puposs | 1% plrpcse S o s e memsgemers | 1t purpose s to find out whether the
' opamﬁm-li-l—*lllﬁ_ﬂnma? sctounts present true and fair financial
Improvemenss stats of affairs of the concemn.
2. Natire Itisa prevesSee s wellas camve cieck | i1 fs & post-mortem examination. It is
Itis also sv=atve & susmenee also verfications.
Il Is basad o fesneis g w=l non It-i= besed on only financial data fram
3. Basis financial deiz cotves Sooe Feecay 2ns intema| sources.
external soores i 5 ==: =
_ ory| TTieTe 15 no sittetery srelsios Tor n_t i3 legsally, compulsory and legal ru
4. :;LL;;:W undertaking the mamssement susit =02 regulations have to be observed for
Henee It Is not Boasy computgany bee| 2l
discratiohany. i .
5. Quallfica-| Thame = L deic ey o5 [ Tm—r—— this case, It can be underaken by
tion management ssdioe e chartered acoountants only.
6. Progess |7 Management sudier sssmmes o= | A Francial auditor examines financial
! managament acliviiss ==d cosrsticrs ==counts, statement and schedules and
and adepts opersiions messosmerd Senerelly acoepled audit techniques
tachnique for the sess are 2pplied for the purposa.
7. Precision | in i, only reimive E=cSen Eetessey | In Il abselule pracision Is quite
B. Area of| In this case, the study ==y be semtad &= | mzcessary,
study the entirs organeation o 2= of £ oray I this case, It Is necessary to examine
8. Periodicity There Is ne fixed pasod for ﬁ;h £ | 1= accounts of tha entire organization.
management Sudd fs = b2 ook [ In e case, audit has (o be underiakan
Il may be every yearor sres o P o SVETY YEan
four years.
10. Reperting | The mansgemenl sufio: = Sooiad by Ths financial auditor has to subimit report
the managament, honce f= 2 fo subms 1o the shareholders who ansoint him.
Fepor Lo fhe management sy e




5.2.3 Objectives of Management Audit
The management audit is carried on to satisfy the following objectives —

To reveal defects or irregularities In any of the elements examined by the
management auditor and to Indicate what improvements are possible to abtain
the best results of the operations of the concarn.

6.

To assist the management to achieve the mosl efficlent administration of the
operations, '

To suggesl to the management the ways and means o achieve the objectives
if the management of the arganization itself lacks the knowledge of efficient
management.

The management audit aims at achieving the efficiency of the management.

To help or aid the management, the management audilor Is concerned with
any phase of business activity which can be the basis of service to the
management.

To aid the managament at all lavels in the effective and efficient discharge of
their duties and responsibilities.

5.2.4 Management Audft Programme

Befora the management auditor begins his work, he should chalk out the audit

programme. It may be pointed out here that itis not necessary that he should rigidly
adhere to the audit programme which he had chalked out. He has o use his
imagination and judgement according to the circumstances of each case. The points
to be considered in order fo carryout management audit programme.

1.

Organization : He should study the structure of the organization in the area of
the management audil work assigned fo him. In this connection he should
compare the company's organization chart, if any.

Plans and objectives : He should discuss the plans and objectives of the
concem with the management.

Fuolicies and praclices : He should find out whether the policles as laid down
are properly adhered to whether any improvement can be made fo the existing
policies and practices so that they may be more effective.

Systems and procedures | He should study the systems and procedures with
aview to find out whether there are certain defects in them. IThe finds such a
thing, he should suggest improvements fo the existing systems and procedures.

Conirols : He should find out whether those controls are adequate and effective.
If not he should make suggestions to make them more effective,

Operations : He should ascertain whether there is any loophole in the working
of the organization in connection with the manufacturing process which hinders
the achieverment of the maximum production.

Layout and physical eguipment : He should study the existing layout and see
whether any improvement can be made therein In order to take minimum
advantage of it.
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4.

B

5

Personnel ; He should see whether manpower Is fully utilized or nat. What ca
be done to increase productivity, He should ses whether there is co—operatic
between the workers and the management. How can bettsr and improve
relationship between them be establishad,

Regulations : He should asceriain whethar the concem complies with not onl
its own rules and regulations and the companies act but also those of th
miunicipal and local authorities.

The efficiency of the managament audit will depend upon the managemer
auditor as to how he handies e 20dll Jork, how cleverly and tactfully he extrac
information, how he corducts nvestigation and how he analyses the dat
collected by him. He shouid bear in mind the following points while conductin
audit: -

Ha should look for iregulaniies which might have been committad.

He should see whethsr there has besn any conflict and any disagraemer
amongstthe members ofihe mansgement about the planning, objectives an
functions.

He should pay specal aliention to #= cost element and obtain complete detall
in regard to this elemant

He shouid be alert for wesknesses in tha organization systems, methods
controls, objecives and pessoomed

6.2.5 Benefits of Management Audit

Management suditing & S=coeseg popular dus to many advantages it offen

in the Improvement of the ceganiz=san concemad. Ithelps the management in th
following main areas :

1.

Plans : The audior can 2==5¢ & establishing and reviewing the system o
planning in the crgassation A8srssviswing the system of planning, he car
assist in developing oresy piswsing sysiem, allocaling responsibility fo
planning.

Decision — Making : The ==sage—=—f audior may help in reviewing the
mechanism of decsion-mang & S ous whather sufficient information s
avaiiable tothe morogemeaf r Pe sispoce

Authority structurs - The ss=ragese=t sucor may help the management ir
proper designing of 5 3Ulael shucies mciuding rendering assistance ir
strengthening and sxpenders #=%om & rnormsiion between the responsibility
cenires.

Effective commemication - == can 2s==t 5= management In establishment

of effective commumaiion sstees and 80 about necessary improvemen
in this regamd.

Resulls measuressess - "8e m=m=gsscnt auditor may assist the
managament m eSSoSTY EDvEmmnee sandards 1o judge the results and
pinpoint the key ==as or Sonciems & e ro=-making process.




6 Overall improvement : The management auditor may sugge st suitable
constructive measures to the managementso thal desirable change may be
brought aboul.

7 Development Human Kesources . In every organization, il is the human
resource which is quite crucial and important and sufficlent measures must
be taken to develop peaple.

8. Religvespressure on managemant . The important job or review and appraisal
is undertaken by the management auditer and the managementis relieved of
the pressure and thus it may give more attention 1o other important and special
matters.

5.2.6 Limitations of Management Audit
The following are the important limitations of management audit -

1. Notregularly undertaken: The management auditis not undertaken regularly
and on that account it may not bring necessary improvements in the interval
period.

2 Lackofexpert knowledge: The management audit is a highly complex job
and it requires inter-disciplinary knowledge and specialized skill on the part of
such auditor.

4 Costly : The management audil is a very costly affairand all business firms
cannot afford it

4. Lack of Intensive study : Normally, such audit is undertaken by large
concemns and in those cases it is not possible to undariake intensive study of
all the managerial operations.

5 Lackofsuitable standards Forobjective assessment itis quite necessary
\o develop suitable acceptable standards. In practice, itis notan easy task to
develop such standards and with the result, the conclusions arrived at may not
be acceptable.

6. Ineffective recommendations: Often the recommendations may be given
casually or carelessly. In that case, the desired results may not be obiained.

7. Improperimplementation ; The job of the management auditor is aver after
submitting the report to the management. If the management does nol
implement the racommendations effectively, the very objective of the
managemeant audit may be jeopardized.

g Degree of independence : it is doubtful whether the manage ment auditor
may remain quite indepandent in the review and examination of the operations
of the management audit. In actual practice he may not be in a position to
assess the competence of the other managers independently.

9. Competence judgement: itisthe main duty of the management auditor to
see how compstently the management is getting the plans executed and
implementing controls. Bui, it has been found in practice that individual
competence is not judged properly.
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6.3 THE COST AUDIT (REPORT) RULES, 1936

In exercise of the powars confered by sub-section (4) of section 233-B, read

with sub-section (1) of section 227 and cisuse (b) of sub-section (1) of section 642 of
the Companies Act, 1958 (1 of 1958), 2nd n super session of ths CostAudit (Report)
Rules, 1968, except as respect things done or omitted to be done; before such
super session the Central Government hessby makes the following rules, namely :

i
(1)
(2)
2.

(@)
(b)

(c)
(d)

()
(f

(1)

2

Short title and commencemant

These rules may be called the Cost Audit {Report) Rules, 1998,

They shall come Into forcs on $= £2%= of thelr publication in the Official Gazette.
Definition. In these rufes. uniess the context otherwise requires :
“Act' means the Companies Act. 1358 (1 of 1956);

*Cost Auditor' means an auciar appointed under sub-section (1) of section
233-B of the Act;

“Form” means the Form of Cost Audit Report specified in the Schedule; and
includes Annexures to the Cost Audit Report and Proforma specified in the
Schedule:

“Product under reference” means ihe product to which the rules made under
clause (d) of sub-saction (1) of seciion 208 of the Companles Act, 1956 (1 of
1956) apply;

“Schedule” means Scheduls snnexad to these rules;
All other words and expressions used in these rules but not defined, and defined
in the Act and rulss made under section 209 of the Act shall have the same

meanings respectivaly assignad o them in the Act or rules, as the case may
be.

Application:

These rules shall-apply to ev=ry company In respect of which an audit of the
costaccounting records nas besn ordered by the Central Government under
sub-section (1) of seclion233-Softhe~ct

Form of Report

Every Cost Auditorwho conducts an sudit of the cost accounting records of
the company shall submi 2 /oo & Sphicate to the central Government in the
Form (including Annexires and Fiofonma) in accordance With the procedure
specified in the Sthadule annssad fo Bese rules and at the same time forward
acopy of the reper fo the company.

Every Cost Auditor, who submes $he repori undersub-rule (1) shall also give
clarifications, if any, rectsred by e Cenfral Government on the Cost Audit
Report submitted by him, within Sty c2ys of receipt of the communication
addressed to him cailing for such clanficafions.

Time limit for submission of reporL

The Cost Auditor shall send B repor refermred insub-rule (1) of rule 4 to the
Central Government and 10 5= cons=med company within one hundred and




(1)

()

(1)

(2)

(i)
(i)

(iii)

eighty days fram'the end of the company's financial year to which the Cost
Audit Report relates.

Cost auditor to be furnished with the cost accounting records, efc.

Without prejudice to the powers and duties the CostAuditor shall have under
sub-section 4 of Section 233-B of the Act, the company and every officer thereof
including the persons referred td in sub-section (8} of section 209 of the Act,
shall make available to the Cost Auditorwithin ninety days from the end of the
financial year of the company such cost accounting records. cost statements,
other books and papers that would be required for conducting the cost audit,
and shall render necessary assistance to the costauditor so as to enable him
to complete the cost audit ard send his repert within the time limit specified in
rule 5.

If the cost accounting records, cost stalements, other books and papers are
not made available by the company within the time limit specified in sub-rule
(1), the Cost Auditor shall infimate the fact of not having made available to him
such records, statements, books and papers to the Central Government within
ten days after expiry of time limit of ninety days specified in sub-rule (1).

Penallies

If default is made by any Cost Auditor in complying with the provisions of rule
4 arrule 5, he shall be punishable with fine which may exiend to five hundred
rupess.

If a company contravenes the provisions of rule 6, the company and every
officar of the company including the persons referred to in sub-section (8) of
Section 208 of the Act, wha is in default, shall, subject to the provisions of
section 233-B of the Act, be punishable with fine which may extend to five
hundred rupees and where the contravention is a continuing one, with a further
fine which may extend fo fifty rupees for every day after the first day during
which period such contravention continues.

Saving of action taken or that may be taken for contravention for the Cost
Audit (Report) Rules, 1968- It is hereby clarified that the super session of the
Cost Audit (Report) Rules, 1968, as amended from time to time, shall notin
any way affect—

any right, obligation or liability acquired, acerued or incurred there under;

any penalty, forfelture or punishment incurred in respect of any contravention
committed there under;

any investigation, legal proceeding or remedy in respect of any such right,
privilege, obligation, liability; penalty, forfeiture or punishment as aforesaid,
and any such investigation, legal proceedings or remedy may be instituted,
continued or enforced and any such penalty, forfeiture or punishment may be
Imposed as if those rules had not been superseded.

SCHEDULE [See - 2(e) and rule 4] Form of Cost Audit Report
[See - 2(c) and rule 4]

IWe ..............having been appointed as Cost Auditor(s) under Section 233-

B ofthe Companies Act, 1256 (1 of 1956) .............. (menfion natme of the compary)

Revent Trevdy i
Angdlting

NOTES

Self ntriattional
Mirferial




Auditing

NOTES

FeifInxtructianal
Meatavtal

¥
have Its referred to as the compasyl Beve esamined the books of accounts
prescribed under clause (d) of suS-s==8ca (1) of Saction 209 of the said Act, and
other relevant records for theyesrenses . (mention the financial year)
relating to .. .. (mention e=m=of the pmdunl} maintained by the company
and report suhjact to m';.-'.Jr our comments uncer the heading “Auditor's Observations
and Conglusions” coniained in the Saaswars 1o this report, that—

(a) I\We have notoblaines =8 5= isSsemation and explanations which to the best
of my/our knowledge and beS=fwers necessary for the purpose of this audit -

(b) Proper cost accounting mcords 23 requlred under clause{d) of sub-section

(1) of Section 208 of the Comps=nics Act, 1856 have/have not been kept by
the company,

(c) Properreturns adsguass ‘or s purpose of my/our Cost Audit have/have riot
been received from branches not visited by me/us;

(d) Thesaid bocks and resaess givaido not give the information required by the
Companies Acl, 1858 (1 of 1858) In the manner so required;

(&) Inmylour opinion, ths company & cost accounting records have/have not been
properly kept so 2s 10 give = frue and fair view of the cost of production,
processing, manui=cturing or mining actlvities, as the case may be, and
marketing of the product under reference; and

() The cos!siatements In respect of product under reference as specified in the
Annexure/ proforms of Schedules | and |l of the Cost Accounting Records
(rerien vorinnnnnnn. ) FiSS Suly audited by me/us are/are not kept in the company.

The matters confained in the Annexure and Proforma to this report form part
of this report, which is 2lso subjsct to mylour observations made therein.

Datedthis.. SRS . T« O IS - | SO
(Mention name of plan:e ufmgmng this rapont).
COST AUDITOR(S)

NOTE: 1. Deleleinapplicable words.

2. Specify the titie of Cost Accounting Records rules made under
clause(d) of sub-section (1) of section 209 of the Companies Act,
1958 which are-applicable fo the product of the company.

SELF TEST

1. Whatdo you mean by Cost Audit?

Lay down the procedurs in which the cost auditis to be conducted.

What is ‘Management audit'? How it differ from financial audit.

What is ‘Management audit ? Describe its various benefits and limitations.

What are the cbjectives of managsment audit? What points are to be
considered while carmying out a managemant audit program.

Lo <
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