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» NATURE, SCOPE, OBJECTIVES AND SIGNIFICANCE
OF AUDITING

b Evolution of Auditing: B

1. In the early days of commerce and business the concept of auditing did not exist. This was

may be due to the small nature of business and day to day personal control of the proprietor.

Audit can be traced back to the period 3600-3200 B.C. Initially, the audit was mainly done that

of public accounts only. From historical records it appears that the ancient Egyptians, Greeks

and Romans were used to conduct the government accounts audit.

2. The accounts of the corporation of the city of London were audited in 12th Century. Later in

Shakespeare’s “Timor of Athens” the steward Flavins makes the remark “If you suspect my

husbandry or falsehood, call me before the exacts auditor, and set me on the proof” which

iR

indicates the existence of an audit in the 14th century also. In 1314, auditors were officially

appointed to check the public accounts in England. In 1494, Luca Piccioli, a French celebrated

mathematician, brought the concept of Double Entry book keeping and auditing in practice.

3. Graduoally and especially after the Industrial Revolution in the 18th century, the nature, type and

size of business organizations changed. The large-scale business came into existence causing

dilution in the regular and direct control of the proprietor

4. This made it necessary to get the transactions made by the staff and representatives of owners,

checked and verified by an independent person and this has given rise to the concept of

auditing. In 1866, the England’s Exchequer and Audit Department was created by Actof

Parliament. In 1870, The Institute of Accountants in the form of a society was formed in England

England and Wales.

5. 1n India, the sophisticated system of accounting and auditing can be found in the reign of

Maurya’s, Guptas and Mughals too. The first legislation relating to companies in Indig, the Joint

Later, the Companies Act, 1913, made it compulsory. This Act was replaced in 1956 by the

Companies Act, 1956. The Act and the subseqhent amendments not only made the audit

compulsory but sought to ensure that only the independent professionals with requisite

qualifications should be appointed as statutory auditors of companies. In 1965, an amendment in

the Act took place and concept of Cost Audit was introduced.
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6. The amendment in the Income Tax Act, 1961, which took place in 1984, introduced the concept of
Tax Audit. Sales Tax (VAT), Trust Act, Co-operative Societies Act etc. which brought the concept of

Of different audits into practice. Prouision for Special Valuation audit section 14A and 14AA of
Excise Act, 1944 with effect from India under CAG, DPC (Act). Again, the Companies Act, 1956 has
been revised as Companies Act, 2013,

7.. A number of technological, economic changes, social events, globalization, liberalization,

privatization etc. have influenced auditing to a great extent in the course of its development and

caused considerable changes and improuements in the techniques, principles, standards,

reporting, professional ethics and responsibilities of auditor.

T2 Cohcept and Déﬁ-niti.ons_ of Audifing |

A. Narrow Perspective:
The term “audit” hes been deriued from the Latin word “audire” which means ‘to hear’, in

i BRI
P
i

early days, the person appointed to check the accounts, used to hear the explanoticns

required from respoensible sfficers and thet's whu, he wes called as an “cuditor”.
Some of the definitions given by a few well-known experts in the field indeed highlight the

aboue narrow perspective. According to Taylor and Perry - “Audit is defined as an investigation

of some statements of figures involving examination of certain evidence, so as to enable an
auditor to make a report on the statement.

- .- — }.In_the words_of E.R.M De Paula- “An_audit denotes_the examination_of Balance Sheet-and—__.. __,,_

Profit and Loss Account prepared by others together with the books of accounts and vouchers

relating thereto in such a manner that the auditor may be able to satisfy himself and honestly

report that, in his opinion, such Balance Sheet is properly drawn up so as to exhibit a true and

correct view of the state of affairs of the particular concern according to the information and

explanations given to him and as shown by the books™.
According to Prof. Montgomery- “Auditing is a systematic examination of the books and
records of business or other organization, in order to ascertain or verify and to report upon

the facts regarding its financial operations and the result thefeof.
In the words of M. L. Shandilya- “Auditing may be defined as inspecting, comparing, checking,
reviewing, vouching, ascertaining, scrutinizing, examining and verifying the books of accounts of a

Of a business concern with a view to haue a correct and true idea of its financial state of affairs.
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According to Spicer & Pegler- “Audit such an examination of the books of accounts and vouchers
of a business, as will enable the auditor to satisfy himself that the Balance Sheet is properly
drawn up, 5o as to give a true and fair view of the state of affairs of the business, and whether
the profit and loss account gives a true and fair view of the profit or loss for the financial period

according to the best of his information and explanations given to him and as shown by the

books, and if not, in what respect he is not satisfied”.

Thus, in its narrow sense, the scope of an audit is limited to only authenticating the accounting

records and thereby to assure the accuracy and reliability of the financial statements and reports

Reports

B. Broader Perspective:
Over time, with the changes in socio-economic environment, the concept of audit has also

changed. Today auditing is not confined to mere authentication of financial accounting records. It

is now considered to be an independent appraisal activity that extends itself towards evaluation

of non-financial aspects as well.

As per the General Guidelines on Internal Auditing issued by The Institute of Chartered
Accountants of India, “auditing is a systematic and independent examination of data, statement,

¢ B )

records, operation and performances (financial or otherwise) of an enterprise for a stated

purpose. In any auditing situation, the auditor perceives and recognizes the proposition before

him for examination, collects evidence, evaluates the same and on this basis formulates his

judgment which is communicated through his audit report”. According to them, “...auditing is the

accumulation and evaluation of evidence about information to determine and report on the

. degree of correspondence between the information and established criteria”. = _ _ .

According to SA 200, Basic Principles Gouverning on Audit, “an sudit is independent exaimination

of financial information of any entity, whether profit ortented or not, and birespective of tis size

or tegal Fovm, when such exomination is conducied with o viewr tv expressing on oplnien

thereon”,
Thus, in the broader perspective, auditing is a holistic appraisal of all the retevant aspects (be it

financial or otherwise) of an enquiry sought after a stated purpose

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43
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> ESSENTIAL FEATURES OF AUDITING:

The essential features of auditing are enumerated below;

1. It involues evaluation & verification of the relevance, reliability and adequacy of evidence in

support of verifiable information such as vouchers, documents, explanations.

2. It is analytical, critical and investigative review of systems of Accounting & Internal Controls.

3. The information audited may be financial or non-financial.
4. There should be standards or criteria for evaluation of the information in a systematic &

scientific manner.
5. The auditor should be competent and independent, qualified & possessing prescribed

qualification & certificate of practice.
6. It ensures reliability of information and authenticity of assertions made in the financial

statements relating to enterprises, whether profit-oriented or not and whether it is required by

law or not, to enable the auditor to form his opinion on these statements with regard to true &and

& fair view of state of affairs of Business and of profit or loss made during financiol period

BRI R 1 1| B TR P

disclosed therein,

Nature of Auditing

Auditing has generally been associated with only accounting and financial records. Thus,
[nternational Auditing and Assurance Standard Board ({AASB) opined that “the abjective of an

audit of financial statements is to enable the auditor to express an opinion whether the financiat

| statements are prepared, in all material respects, in accordance with on identifiod financial .

reporting fremewerk”. Similarly, Mautz defines auditing as being “concerned with the

verification of accounting data, with determining the accuracy and reliability of accounting

statements and reports.”
In the above definitions, the emphasis is clearly on verification of accounting data with a view to

reporting on the reliability of the accounting statements. Verification of accounting data involves

Involues a careful evaluation of evidence available to the auditor in support of various transactions.

Transactions. Thus, an auditor examines internal evidence, i.e., the records, vouchers. To assess

the quality of the internal evidence, he also tests and evaluates the relevant systems in the

organization. He also obtains external evidence such as confirmation of bank balances. In some

cases, he may decide to conduct physical counts and surveys or even call for independent expert

opinion regarding technical matters.

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43 .
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However, developments in the last few decades haue extended the scope of auditing. Auditing

today is no longer concerned only with financial accounting records, it may also involve a

review of compliance with law, costing records, operations and performances. Therefore, a more

comprehensive definition is required to describe modern auditing. The Institute of Chartered

Accountants of India has defined auditing as ‘a systematic and independent examination of

data, statements, records, operations and performances (financial or otherwise) of an

enterprise for a stated purpose’.

In any auditing situation, the auditor perceives and recognizes the propositions before him for

examinatton, collects evidence, evaluates the same and on this basis formulates his judgment

which is communicated through his audit report. This definition does not confine auditing to

accounting records. It recognizes that auditing can extend to such areas as managerial

performances, cost data and operations.

Another good description of auditing is given by Arens, Elder and Beasley. According to them,

“auditing is the accumulation and evaluation of evidence about information to determine and

report on the degree of correspondence between the information and established criteria.

Auditing should be done by a competent independent person.”

This definition emphasizes the following points.

1. The information under audit need not necessarily be accounting information. However,

information must be in a verifiable form.

2. There should be standards or criteria for evaluation of the information,

3. The auditor should not only be a competent person but he should also have an independent

-mental-attitude; - - -

» RELATIONSHIP BETWEEN ACCOUNTING AND AUDITING

The basic objective of accounting is to record all the economic events that change the financial

position of the entity and to prepare a statement of performance and a statement of affairs for

each accounting period. On the other hand, auditing and more specifically financial auditing is

undertaken to appraise the authenticity and reliability of the of the accounting records and other

relevant documents in order to arrive at a conclusive opinion as to whether the financiat

statements exhibit a true and fair view of the finoncial performance and state of affairs of the

organization, Thus auditing, in its conduct, aims to detect all material misstatements and frauds

and thereby put a check on the accountants and management. In other words, auditing is the

critical aspect of accounting,
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Auditing is an analytical and critical

1. It is the collection, classification and
summarization of data for preparation of | examination of books of accounts, financial
books of accounts, and to make financial records and the financial statements
statements. prepared thereon.

2. It is the recording of transactions at the It is the post mortem examination of
time of occurrence. | recorded transactions.

3. It measures the business events in Auditing reviews financial records to form
monetary terms, records them, and an opinion on the authenticity of Financial
communicates the financial results Statements. '
through Financial Statements,

4, Its primary responsibility is of the The auditor is an independent person
management towards the shareholders or | appointed by the business entity to review
owners, to maintain the financial records the Financial Statements and to give his
in such a manner that Financial opinion thereon.

Statements can be prepared from the
records. ' '

5. An accountant is not expected to review An auditor is required to submit a report
or report on the Financial Statement but with his opinion on ‘true and fair’ assertions
to report the compilation of records to the | made in the Financial Statements to the
management. owners.

6. An accountant works for the The auditor is an independent person
management. - account- able to the oumers or shareholders

. and not to the management.

7. No such liability is there in accounting. In certain circumstances, the auditor could

be held liable to third parties also.

8. Maintenance of accounts maynotbe | Audit could be_exempt for various
mandatory forsmall individuals or individuals or small partnerships, e. g. under

| partnership firms, e. g. under section | section 44AB of thelncome tax Act, and even
44AA of the Income Tax Act, but could be | in case where maintainingbooks of accounts is
mandatory under other laws, e.g., for a statutory requirement undersection 44AA,
companies under the Companies Act. but may be mandatory under otherlaws e. g.
' _ for Companies under the companies Act.
9, Accounting is done as per the principles set | Auditing is done as per the principal set in

standardson auditing.

by Indian Accounting standards (Ind AS)

Tt ['E||I1E|F.I] i
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> AUDIT AND INVESTIGATION

It is to be noted that both Auditing and Inuestigation haue a fact-finding character. Both involuve

a sustematic and critic al examination of the available evidence, yet these are quite distinct from

each other as follows

©_INVESTIGATION .
An investigation may be deﬁned Qs an

1. | Meaning Audltmg isan mdependent and

) systematic examination of the examination of accounts and records
evidence underlying the accounting or |with a view to ascertain any fact for
other data in accordance with the some special purpose which varies

| generally accepted auditing practices  from assignment to assignment.
to ascertain the true and fair view of o ' '
thefinanciat statements of an
enterprise.

2. Scope The audit has a wide scope. In The scope of investigations, on the
statutory audit, the scope is other hand, is limited as regards the
determined by the relevant law and period or areas to be covered.

.| in case of a private audit (e.q.,
- management audit) by a client. _
3. |Objective In audit, the accounts and records Investigation is for special purpose
- are verified as to their truth and (e.q., inuestigation on the behalf of
| fairness. incoming partner) - '

4. |Audit The audit is conducted in accordance Investigations involve an extended

Procedure | with the generally accepted auditing auditing procedure.
' principle.

5. {Evidence - An auditor will evaluate the An investigator can drow his

s cpees e s - gecounting records predominantly | conclusions only on the basis of
based on persuasive evidence. | substantial or sometimes conclusive

- : evidence. ' -
6. |Approach |Auditor is skeptical and not Whereas an inuvestigator starts with
- - ‘Isuspicious. suspicion and collects evidence to
either confirm or dispel that
- suspicion,

7. Periodicity | Auditing is a routine exercise Investigation moy spread ouver a

(normally con- ducted annually). period longer than one year.

AKASH AGARWAL CLASSES
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1 1.1.4 Scope of Auditing

In ancient period, the scope of audit was really limited. But ouer the time the same has extended

considerablu.
The scope of an audit of financial statements is determined by the auditor having regard to the

terms of the engagement, the requirements of relevant legislation and the pronouncements of
The Institute of Chartered Accountants of India. Moreouer, the auditor must also ensure that no
relevant aspect of the organization is left unchecked even if it is not specifically mentioned in the
terms, regulations or pronouncements. Again, the terms of engagement cannot, limit the scope of
an audit in relation to matters which are prescribed by legislation or bg the pronouncements

of The Institute of Chartered Accountants of India.

According to SA-200 Overall Objectives of the Independent Auditor and the Conduct of an Audit
in Accordance with Standards on Auditing, the scope of audit should cover the following aspects:
1. The auditor shall assess the reliability and sufficiency of the information contained in the

underlying accounting records and shall undertake appropriate audit procedures for this purpose.
2. Appropriate audit procedure may include either Compliance Procedures (i.e., study of accounting

system and internal control) or Substantive Procedures (i.e., testing the authenticity, accuracy

PREREE Lr i R

and completeness of information in accounting records).

3. The guditor has to determine whether the relevant information is properly disclosed in the
financial statements in conformity with the applicable generally accepted accounting principles
and statutory requirements (i.e., requirements as per Accounting Standards and Companies Act).

4. The auditor’s work shall involue an exercise of judgement. He shall be principally concerned

with items that either individually or as a group are material in relation to the affairs of an

organization
Thus, the duty of the auditor shall not be limited to mere verification of accounting entries based
on the available vouchers and other documents, but he shall evaluate the authenticity of the

transaction, appropriate recoding of the same in the books of accounts as well as compliance of

the account”ing ond reporting process with '-ﬁ;é_bdlent statutes in this respect.

AKASHAGARWAL CLASSES CONTACT US :- 8007777042/43 -
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> BASIC PRINCIPLES GOVERNING AN AUDIT (DISCOPA3)

SA 200 issued by The Institute of Chartered Accountants of India gives the following basic

principles that govern the auditor’s responsibilities wheneuver an audit is carried out:

1. Integrity, objectivity and independence: The auditor should be straight-forward, honest,

sincere and free form any influence on his audit work. He should maintain impartiality and be

free of any interest.

2. Confidentiality: He should not disclose the client’s information to anybody without the client’s

permission or under any regutatory requirement.

3. Skills and competence: The audit should be performed and audit report be prepared by

adequately trained, experienced and competent person.

4. Work performed by others: The auditor should carefully supervise the work performed by

others (such as his subordinates, other auditors, experts etc.) as remains responsible for the work

delegated by him to his assistants, other ouditors or experts.

5. Documentation: Proper working papers should be maintained by the auditor to evidence the

audit work. Working paper which is maintained is to demonstrate that the audit is in adherence

to the basic principles.

6. Planning: The auditor shoutd obtain the knowledge about client’s business to determine the

nature, timing and the extent of the audit procedures.

7. Audit evidence: The auditor should obtain sufficient appropriate audit evidence through

performing the compliance and substantive procedures.

8. Accounting system and internal controls: An understanding of the accounting system and the

related internal controls help in determining the nature, timing and extent of other audit

procedures.

9. Audit conclusions and reporting: On the basis of conclusions drawn from the audit evidence

obtained the auditor should give unqualified report or qualified report or adverse report or the

disclaimer report.

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/4%
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Objectives of Auditing

Obje.cti.bé.s of Auditing

Primary Qbjectives ’ Secondary Objectives

According to SA 200, Ouerall Objective of the Independent Auditor and the Conduct of an Audit as

per Standard of Auditing, in conducting an audit of financial statements, the overall objectives of

the auditor are;

1. To obtain reasonable assurance about whether the financial statements as a whole are free

from material misstatement, whether due to fraud or error, thereby enabling the auditor to

express an opinion on whether the financial statements are prepared, in all material respects, in

A2 T i -

accordance with an applicable fincmcia.l reporting framework; and

2. To report on the financial statements, and communicates as required by the SAs, in accordance

with the auditor’s findings”.

1. Primary Objective: The main objective of an qudit is to determine whether the financial

stotements present a6 7 frue & foir view” of the finandal pesition and financial performence ef o

business during the period. The Balance Sheet shows the financial position on a particular date

(say, the last day of the financial year), and the profit & loss Accounts shows the financial

performance of the business over that period (income and expenditure during the whole financial

year). Section 143 of the companies Act, 2013 requires the auditor of the company to state if in his -

opinion the financial statements present “true and fair view” of the state of the companuy’s affairs
at the end of its financial year, and of the profit and loss for its financial year. Such an opinion by

the auditor increases the reliability of the Company’s financial statements,

2. Secondary Objective: The auditor is clso responsible for detecting frauds and ervovs in the books

of accounts ond finoncial records of the client’s business. Such detection of frauds and errors is

called the secondary objective of audit because the primary responsibility for safeguarding the

business assets rests with the management. If the auditor suspects the presence of material

misstatements or defalcations in the records of the business, he is expected to look into the matter

with greater detail by applying various audit procedures to satisfy himself about their existence or

non-existence. He is also to report on the existence of such misstatement and their magnitude

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43
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'thrbugh his audit report.

In the process of adhering to the aboue objectives, an audit also attains certain social objectives as

foltows:

1. To protect the shareholders’ interest of shareholders.

2. To stop euvasion of taxes

3. To safeguard against capital erosion

4, To ensure fair return on investors

5. To ensure reasonable price to customers

6. To ensure fair compensation to workers

7. Complying with polices regarding corporate social responsibitities

" Significance of Auditing

< From Legal Point of View:

1. Filing of Income Tax Return — Income Tax authorities generally accept the profit and loss

account that has been prepared by a quatified auditor and they do not go into details of the

accounts,

2. Borrowing of Money from External Sources — Money can be borrouwed easily on the basis of

audited balance sheet from the external sources. Most of the financial institution sanctions

various toans on the basis of audited financial statements.

3. Statement of Insurance Claim — In case of flood, fire, other natural calamities and the like

unexpected happenings the insurance company may settle the claim for loss or damages on the

basis of audited accounts of the previous year.

4, Sales Tax Payments — The audited books of accounts may generally be accepted by the sales

tax authorities.

5. Action Against Bankruptcy —~ The audited accounts serve as a basis to determine action in

bankruptcy and insolvency cases.

< From Internal Control Point of View

1. Quick Discovery of Errors and Frauds — Errors and frauds are located at an early dote, so that

in future no attempt is made to commit such frauds as one is rather careful not to commit an

error or a fraud as the accounts are subject to regular audit.

AKASH AGARWAL CLASSES
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2. Moral Check on the Employees — The auditing of the dccdunts keeps the accounts clerks and
the accountants regular and vigilant as they know that the auditor would complain against them -

if the accounts are not prepared up to date or if there is any irregularity.
3. Advice to the Management — It may happen that the management may consult the auditor

and seek advice on certain technic al points although it is not the duty of the auditor to give

advice.
4. Uniformity in Accounts — If the accounts have been prepared on a uniform basis, accounts of

one year can be compared with other years and if there is any discrepancy, the cause may be

enquired into.

< From External Affairs Point of View
1. Settlement of accounts — The audited accounts would facilitate the settlement of accounts of a

deceased partner.
2. Valuation of assets and goodwill — If the business is to be sold as a going concern basis, there
may not be much difficulty regarding the valuation of assets and goodwill as the accounts have

C TIN5

already been audited by an independent person,
3. Future trend of the business — From the audited books of accounts, the future trend of the

business can be assessed easily with certainty.

» ADVANTAGES OF AUDIT

The advantages of audit are as follows:
1. Audit is a tool, which different stakeholders can use to protect their interests in the enterprise.
2. Audit is not only a corrective measure but has a deterrent effect. It serves as a moral check on

the employees from committing defalcations or embezzlements.
3. The employees of the organisation remain alert and vigilant as regards the updating of books

of accounts and other records.
4. Audited accounts are considered more reliable by different cadres of Gouernment. For example,

the tax audit report filed with the taxation authorities.

5. It facilitates detection of wastages and losses and helps in instituting corrective actions.

6. Audited accounts are taken to be more reliable and useful during corporate restructuring

| exercises, valuations etc.
7. Banks, Financial Institutions and Government require audited accounts before granting any

financial assistance to the enterprise.

AKASH AGARWAL CLASSES i CONTACT US :- 8007777042/43
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8. Audited accounts are taken to be more helpful in the settlement of accounts between the.

partners and thus avoiding any dispute amongst them.

> INHERENT LIMITATIONS OF AN AUDIT

There are some inherent limitations of audit.
As per SA 200, the objective of an audit is to express an opinion as to the true and fair view of the

financial statements. The user should not believe that this option is as assurance as to the future

viability of the enterprise or the efficiency or effectiveness with which the management has
conducted the affairs of the enterprise. Again, the scope of audit is determined by the terms of

engagement, requirement of relevant legislation and pronouncements of The Institute of

Chartered Accountants of India (CA). Thus, the appointing authority cannot restrict the scope of
an audit in relation to those matters which are prescribed by the relevant legislation and the -
pronouncements of The Institute of Chartered Accountants of India (CA). While the auditor is

responsible for forming and expressing his opinion on the financial statements, the responsibility

S TR T

for their preparation is that of the enterprise. Management’s responsibility inctudes the

maintenance of adequate accounting records and internal controls, selection and application of

accounting policies and safeguarding the assets of the enterprise. The audit of financial

statements does not relieve the management of its responsibilities. Despite these guidelines
issued by the The Institute of Chartered Accountants of India (CA), it is very important to note the

following inherent limitations of audit.
1. An audit does not guarantee that all the material misstatements will be detected because of

the following inherent limitations of audit:

a. Test nature of the audit; _
b. The audit evidence auailable to the auditor is persuasive rather than conclusive in nature;

¢. Inherent limitations of internal control

2. Professional scepticism means an approach that would ensure that if
something is wrong it is detected. This behavior of auditor helps him in identifying and .

evaluating (a) matters that increase the risk of material misstatements resulting from fraud or

error, (b) circumstances that make the auditor to suspect material misstatements, (c) the

question of reliability of management’s representations. The auditor is entitled to accept the

records and documents as genuine unless there is some evidence to the contrary.

3. Materiality is one of basic fundamental concepts in process of Auditing as well as Accounting.

Auditor has to constantly & continuously judge whether transaction is material or not. It is used

AKASH AGARWAL CLASSES CONTACT US:- B007777042/43 13
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by him in his Audit Planning. Materiality means important cost wise, profit wise, effect wise,
value wise; which influences economic decision of user. What is material in one circumstance,

may not be material in another circumstances. Therefore, changes need to be done accordingly.

» CLASSIFICATION OF AUDITING
A. ORGANIZATIONAL STRUCTURE-WISE CLASSIFICATION

1. Statutory Audit _
Statutory audit is the checking of accounts as required by law. A statute or law may require

having an annual audit of financial records of a company or any other entity. The law may
require the audit to be conducted in the specified manner. The manner of reporting, contents of
the report and the authority to which the report of auditors should be presented are all specified
by the statute. Statutory audits are mandatory in nature. The statutory auditor is generally the

principal auditor in an organization.
1. In the case of companies, the Companies Act, 2013 governs the audit of accounts, its reporting,

- IVTHIINRETIRGT T E

and manner of preparing the audit report.

2. In the case of audit of a government body, the scope and audit programmers are set by the
Comptroller and Auditor General (CAG) of India and the Companies Act, 2013. '

3. Inthe case of audit of an insurance company or a nationalized bank, the audit is governed by
specific statutes and IRDAI/RBI (Insurance regulatory & Development Authority of India & Reserve
Bank of India) guidelines. Co-operative banks are also governed by the Co-operative Societies
Act, 1912

The statutory auditor of a company is appointed by the board /shareholders in the General
Meeting and shareholders cannot delegate this power to directors even by passing a special

resolution.
A statutory auditor can be appointed by the Central Government if shareholders fail to appoint
an auditor. A statutory audit should be performed by a qualified Chartered Accountant holding a

valid Certificate of Practice (COP) and not by any other person.

Advantages of Statutory Audit
The auditor expresses his independent opinion after following relevant audit procedures and

checking the external and internal evidences necessary for the conduct of audit. He comments on

the truthfulness and fairmess of statement of affairs of the 14rganization as on certain date and

also about the fact that no misstatement or misrepresentation has been made in the Financial

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43 12
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Statements under report.
Financial Statements which may further be used by different users for various purposes such as:

1. By the shareholders, for their economic decisions and for exercising their uoting rights.

2. For timely tax assessments.

3. For determining the purchase or sale consideration in case of ongoing concern.

4, Settlement of partners’ accounts in case of admission, retirement or death of partner on

account of goodwill or otherwise.
5. Before the court, in case of settlement of disputes with employees, creditors or debtors.

6. For determining the actual value of business or shares in case of merger, acquisition, etc.

7. For getting financial assistance from financial institutions, banks or inuestors.

8. In case of non-profit organisations, for getting government grants and availing tax

exemptions.
9. Eualuation of the internal control systems and strengthening it by removing the inherent

weaknesses, and checking the efficacy of the internal checks.
10. For checking the integrity of the management which manages the funds and affairs on behalf

TR e

of the real owners or shareholders.

11, For other users of financial statements like creditors, investors and government agencies, it

ensures that any assertions in the Financial Statements are neither overstated/understated nor

misrepresented. _
12. For the proper distribution of profits by way of payment of wages and other benefits.

13. For ensuring of proper distribution of profits as dividends.

14. For ensuring that all legal requirements are fulfilled and statutory compliances are adhered.

15. For settlement of insurance claims or other recoveries from government bodies or otherwise.

2. Non-Statutory Audit
When audit is conducted without any legal requirement, it is called non-statutory audit or

private audit. This kind of audit is arranged purely voluntarily or sometimes as per internal rules

of the organisations. Here the auditor is appointed as per an agreement which determines the

nature and scope of audit to be conducted, the rights and duties of the auditor, requirement of

reporting etc. Sole-proprietors, partnership firms, non-profit seeking organisations such as clubs,

associations of persens, hospitals, ete, get their accounts audited to make them reliable and

acceptable to their stakeholders. Some of these benefits are stated below:
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Advantages of Auditing for Sole Proprietors

1. It evaluates the intermal control system and strengthens it by removing weaknesses, if anu.

2. It increases the reliability and authenticity of Financial Statements.

3. It helps in timely finalization of Annual Financial Statements and tax assessments.

4. It keeps a moral check on the working of employees.

5. It helps them in obtaining funds easily from financial institutions, based on more reliable

Financial Statements auailable to the banks and financial institutions.

6. It helps in settling Trade disputes, Labour disputes and Iinsurance claims

Advantages of Auditing for Partnership Firms & Others
The added advantages besides other aduantages are enumerated below;

1. It helps in settlement of accounts among the partners on the basis of more reliable accounting

records.

2, It protects the interest of minors, sleeping partners/ partners who are not involved in day-to-

day operations, and keeps a check on persons who are working on behalf of others. :

3. It helps in partnership firms for settlement of goodwill at the time of admission, retirement

‘and death of partners.

4. It enables firm to get loans from banks, financial institutions as they rely on audited accounts

of firm.

Due to these advantages, even the entities which are not under any statutory obligation of

statutory audit get their accounts voluntarily audited to get the underlying benefits,

B. OBJECTIVE-WISE CLASSIFICATION OF AUDIT
1. Internal Audit
The Institute of Chartered Accountants of India describes Internal Audit as “an independent

management function, which involues a continuous and critic al appraisal of the functioning of

entity with a view to suggest improvements thereto and to add value and strengthen the overall

governance mechanism of the entity, including the entity’s strategic risk management and

internal control system. Internal Audit, therefore, proUides assurance that there is transparency

in reporting, a part of good gouvernance”.

Internal Audit being an independent appraisal function ensures objectivity and consultation

which enhances the value and improves an organisation’s operations. It not only inctudes matters

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA | G2- AUDIT

related to finance but also critical .c.tp.prqi_._sdl of the bolicies and procéd;lres of the company.

Internal Audit is based on principle of “early detection & prevention of further damage”. It points

out irregularities, non-compliances timely and not after year end as in case of Statutory Audit.

2. Independent Financial Audit

An independent financial audit may be conducted by a qualified auditor at the request of a client,

which may be a sole-proprietorship, partnership, non-profit organisation or any other entity. Its

objective is to comment on the truthfulness and fairness of the Financial Statements, and it may

be compulsory under some Acts which govern the entity.

C. PERIODICITY-WISE CLASSIFICATION OF AUDIT

1. Periodical or Final Audit

Final Audit is conducted at the end of the accounting year, after the books of accounts have been

closed. It does not interrupt with the regular functioning of the client’s accounting or operations

functions and ensures completion of work in one session due to continuity. The auditor may use

statistical sampling methods and techniques which lead to time effectiveness. The possibility of

tampering with the books of accounts during the audit is considerably reduced as the audit work

starts only after the books are closed.

Advantages and Limitations

Final audit is cost effective and ensures continued focus, planned approach to work and non-

Interference with client’s accounting work being continued.

However, a major disaduantage of annual audit is that all the errors and frauds are found at the

end of the accounting year, which makes it very difficult to fix responsibility for defalcations. It

delays the presentation of Audited Financial Statements to the shareholders and to prevent the

delay, the auditor uses sample testing, which also reduces the possibility of detection of frauds

and errors.

2. Interim Audit

Interim audit is the audit conducted between two annual audits. It may be conducted jor a

specific period, such as a quarter or half year, with an interim object of dectaration of interim

dividend or uvaluation of shares on a certain date, in case of mergers

It is carried out by professionals, but has no legal status as the figures may be altered

subsequently.
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It is useful for:
1. Ascertainment of interim profit and loss and declaration of interim dividend.

2. Change in the structure of a partnership firm.

3. Determining goodwill and net worth of any business for acquisition purpose.

4, Investigation of any suspected fraud.

5. Obtaining loans from financial institutions.

3. Continuous Audit
According to the Institute of Internal Auditors, USA, continuous auditing is “a method used to

perform control and risk assessments automatic ally on a more frequent basis. Continuous

auditing changes the audit paradigm from periodic reviews of a sample of transactions to

P R S

ongoing audit testing of 100 percent of transactions. It becomes an integral part of modern

auditing at many levels. technology is a key to enabling such an approach.” »

Continuous audit may be defined as the examination and verification of a firm’s financial

transactions and their supporting documents, continuousty throughout the year, at regular or

irregular interuvals.

Basic Features of Continuous Audit

1. It is a process conducted throughout the year.

2. ltis conducted at regular or irregular intervals.

3. [t focuses on testing 100% of transactions.

4. Technology is important to enable it.

5. It provides advance notice about errors and irregularities detected.

6. Surprise visits by the auditor are involued

Necessary of Continuous Audit

1. Internal controls are inadequate.

2. The transactions run in large numbers,

3. The management is interested in getting statements of accounts audited periodically for enabling

better management of resources.
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The Advantages of Continuous Audit
1. Early location of errors and frauds: It helps in detecting errors and frauds immediately on their

occurrence, and not at the year end when it would become difficult to install corrective control

mechanisms.
2. QuicR rectification: rectification of errors at an early stage is possible.

3. Guidance: Continuous guidance to client.
4. Finalizations of accounts completion in time: Just at the end of the accounting period.
5. Moral check: Make employees of the client alert and more efficient in conducting their work.

6. Improues statutory auditor’s focus: It relieves statutory auditors of routine testing and allows

them to focus efforts on more valuable activities

Demerits of Continuous Audit
1. The records and figures in the books of accounts, which have already been checked by the auditor,

S llmq_umnrr.]:ll:': 1.

2. Frequent visits made by the auditor may cause inconuenience at times inconvenient at work.
3. The client may suffer due to the clash of duties between his staff and that of the auditor clash
Of

4, It is more expensive because the auditor has to devote more time to this audit.

5. The work of audit becomes too mechanical and repetitive work.

D. SCOPE WISE CLASSIFICATION OF AUDIT

1. Complete Audit: A complete audit is an audit where the scope of audit is not confined to specific
limits, which may be set by the management or any other authority. The auditor is required to
check all the possible aspects of a business, including manufacturing operations, data flow

processes, accounting records and procedures, etc. In general, business practices, it is not feasible

to get a complete audit conducted.

2. Partial Audit: A partial audit is a non statutory audit, which restricts the scope of the auditorto
checking of certain specific aspects onlu. The auditor’s powers to enquiry are restricted bg.his
terms of engagement. He may not be allowed to obtain information which falls outside the
purview of the scope defined for him. E.g., an auditor may be appointed to check the accuracy of

recording of transactions relatiﬁg to c ash sales, or he may be appointed to conduct an audit for

the month of Diwali only.
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3. Detailed Audit: Detailed audit is also known as audit-in-depth. It involues checking of
transactions from the time of their recording till their final effect on the Financial Statements.

Every stage that a transaction goes through inthe accounting process is closely examined by the

auditor using various audit evidences.

E. SUBJECT MATTER -WISE CLASSIFICATION OF AUDIT.

1. Cost Audit
Cost Audit involues an examination of cost books, cost accounts, cost statements and subsidiary

and prime documents with a view to satisfying the auditor that these represent true and fair

view of the cost of production. This includes the examination of the appropriateness of Cost

Accounting system.
The Institute of Cost Accountants of India on the other hand, defines cost audit as “a system of

audit introduced by the Government of India for the review, examination and appraisal of the

Ce L NIRRT T

cost accounting records and attendant information, required to be maintained by specified

industries.”
Cost Audit renders invaluable services to various parties connected with the business directly or

indirectly. It acts as a tool of control in the hands of management enabling it to identify the areas

of inefficiency and wastage.

2. Management audit

Management audit is a comprehenstve and critical review of each and every aspect of the

management process. It is basically a tool of management control. It covers all areas of

management like planning, organising, ce-ordination and control, it assists managers at all levels

in the effective discharge of managerial functions.
Management audit is a forward-looking, independent and systematic evaluation of the activities

of the management for the improvement of the organisational profitability and attainment of

other predefined objectives of the organisation through well directed management function. it

acts as a guide, which helpsin improving the efficiency of the management.

3. Operational Audit
Operational Audit involues examination of all the operations and activities of the entity under

audit. The objective of operational audit includes the examination of the control structure of the
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entity, the relation of department controls to general policie_s and its relation with control of

other departments, It provides anappraisal of whether the department is operating in conformity

with prescribed standards and procedures laid down by the management.

It checks whether standards of efficiency and economy are maintained. It is concerned with

formulation of plans and checking of the implementation of systems and controls in respect of

other departments of the entity. It also checks whether capacity utilization in production

department and achievement of short- term targets in marketing departments and other activities

are so economically performed to achieve the predefined ouerall goals of the entity.

Operational audit, in its initial stages, was developed as a branch of internal auditing. Internal

audit focuses on accounting operations of the entity but operational audit has a wider scope of

working and couers all other operations, such as production and marketing too.

Operational audit is one of the management tools to get first hand information. It is more useful

et

in an entity where the management is at a distance from actual operations. It is very useful in

large organisations where management cannot control the actual operations due to layers of

T IRV IRETER, T

delegation of responsibility. The management information system has various tools like routine

performance report from department heads, internal audit reports, surprise checks, periodic -

inspections and investigation to control the managers responsible for their departments. The

operational audit is also one of the tools used in large or geographically vast entities to control

the operation at first stage and to fill up the gaps of information provided by department heads

through periodic reports.

&, Tax Audit

Tax audit can be defined as ‘an examination of financial records to assess correctness of calculation

of taxable profit, to ensure compliance with provisions of the Income Tax Act and also ensure

fulfilment of conditions for claiming deductions under Income Tax Act.’ Tax audit is required in

addition to the financial audit since taxable income largely differs from accounting profit because

of various allowances, disallowances, deductions and exemptions suggested under tax laws.

In India, the Income Tax Act, 1961 contains a number of provisions requiring tax audit of an entity.

Section 44AB giues the provisions relating to the class of taxpayers who are required to get their

accounts auditedfrom a chartered accountant, The audit under Section 44AB aims to ascertain the -

compliance of various provisions of the Income-tax Law and the fulfitment of other requirements

of the Income-tax Law. The prime objective of tax audit is to stop tax evasion.

rTam Y
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5. Social Audit
Business is a social institution and evolves out of social environment. In course of earning profit
businesstakes resources from society, so in return they should discharge certain duties to society

also for long termsustainability. In order to measure and examine how far the business concerns

haue been able to dischargetheir social responsibility, that is, how much contribution has been

made by the concern towards social welfare, the concept of ‘social audit’ was introduced in business

arena.
Social audit is defined as the system of independent evaluation of operations of an organisation,

examination of records relating to social responsibility accounting and critical appraisal of the

impact of organisations on the society.
Social audit is not mandatory in most of the countries including India. This exercise is often

undertaken bybusiness houses voluntarily.

- WFLHEERRERL 1 G

6. Propriety Audit
Propriety audit is the independent and systematic evaluation of the appropriateness of management —

decisions on the basis of public interest, financial discipline and behavioral standards. In other words, it

is an evaluationas to whether decisions have been undertaken in ‘tune with the accepted rules,
standards, policy and delegated power. The objective of propriety audit is to ensure safeguard of
assets, check misappropriation of funds, misutilization of delegated authority and increase the

productivity of management etc.
In India, propriety audit is not separately practiced. However, the Companies Act, CARO and other

legislations contain sufficient provisions that require performance of propriety audit in the context

of conuventional statutory audit.

7. Forensic Audit
Forensic audit involues examination of legalities by blending the techniques of propriety audit,

regularity,investigative and financial audits. The objective is to find out whether or not true

business value has beenreflected in the Financial Statements and in the course of examination to

find whether any fraud has takenplace. _
Major accounting scandals inuoluing Enron, World Tel, Parmalat and Satyam have been widely

reported.In all these cases, the methods and purpose of manipulations in the Financial Statements

were peculiar tothe motives of such manipulations.
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The Companies (Auditors’ Report) Oi'der, 2016, reqtiires auditors to report, um.ongst othérs,

“whether anyfraud on or by the company has been noticed or reported during the year. If yes, the

nature and the amountinvolued are to be indicated”. In this background, the techniques of forensic

auditing have gained importance.

8. Performance Audit

A performance audit is an independent assessment of an entity’s operations to determine if specific

programs or functions are working as intended to achieve stated goals. Performance audits are

typically associated with government agencies at all levels as most government bodies receive

federal funding.

Performance audits serve a fundamental purpose of government accountability. Through performance

audits government entities are held to objective standards of executing the responsibilities that

they are legally authorized and charged to carry out. -

9. Secretarial Audit

Secretarial audit is also a relatively new concept and is coming to be recognized with growing

complexities the corporate laws. Compliance with the provisions of various corporate laws is as

important to be in the Any failure to comply with corporate laws may invite heavy penalty and/or

even imprisonment.

Itis therefore imperative for corporate entities to ensure compliance with the applicable legal

requirements which are numerous. A secretarial audit assures the corporate body that the legal

requirements have beenduly complied with and in time. If non-complignces are noticed by the

auditor, management will have to rectify the situation with mush lesser problems and costs.

10. Human Resource Audit

Human Resource Audit is a comprehensive method of objective and systematic verification of

current practices, documentation, policies and procedures prevalent in the HR system of the

organization. An effective HR audit helps in identifying the need for improvement and

enhancement of the HR function. Italso guides the organization in maintaining compliance with

ever-changing rules and regulations. HR audit, thus, helps in anatyzing the gap between ‘what is

the current HR function’ and ‘what should be/could be the best possible HR function’in the

organization,

Though HR auditing is not mandatory like financial auditing, yet, organizations these daus are
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optingfor r.e'gular HR audits in order to examine the existing HR system in line with the

organizations policies, strategies and objectives, and legal requirements, HR auditor can be internal

or external to the organization.

11. Information Systems Audit

According to Ron Weber, “information systems auditing is an organizational function that
evaluates assetsafeguarding, data integrity, system effectiveness, and system efficiency in
computer-based information systems”. The effectiveness of an information system’s controls is

evaluated through an information systems. audit. An audit aims to establish whether information

systems are safeguarding corporate assets, maintaining the integrity of stored and communicated -

data, supporting corporate objectives effectively, and operatingefficiently. It is a part of a more

general financial audit that verifies an organization’s accounting records and financial statements.
The factors that led to the development of Information System Audit are:

1. The consequences of losing the data resource;

2. The possibility of misallocating resources because of decision based on incorrect data or decision

Wk A
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rules;
3. The possibility of computer abuse if computer systems are not controlled;

4, The high value of computer hardware, software, and personnel;

5. The high costs of computer error;

6. The need to maintain the privacy of individual persons; and

7. The need to control the evolutionary use of computers.

12. Environmental Audit
Environmental audit is an excellent management tool for relating productivity to pollution.

Environmentalaudit is the examination of the correctness of environmental accounts. In broader

sense, environmental auditing is the examination of accounts of revenues and costs of

environmental and natural resources, theirestimate, depreciation and values recorded in the books 3

of accounts. . :
In India, recognizing the importance of environmental audit, its procedure was first notified under ‘
the Environment (Protection) Act, 1986 by the Ministry of Environment of Forests. Under this Act,
every person carrgihg operations of an industry, operation or proéess requiring consent under
Section 25 of the Water (Prevention & Control of Pollution) Act, 1974
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+ BRIEF INTRODUCTION TO AUDITING STANDARDS

Standards on auditing are a set of well-defined guidelines which are followed by auditors in

conducting audit of the client’s accounts. These are formulated by professional bodies of

accountants based on the collective deliberations and suggestions received from uarious interested

groups or potential stakeholders including industry, academia and regulators. The Standards provide

principles and techniques expected to be followed by an auditor in order to improue the quality of

his audit work.

Purpose of Standard-s of Auditing

Stundards of Cll.ldltll‘lg serues a number of purposes as follows

1. Standards act as a ready reference of the procedures to be followed by an auditor under a given

2. Adherence to Standards reduces audit risk considerably.

3. An auditor conducting the audit work based on the relevant standards can always defend himself

against possible allegations of negligence

4, Standards improve the quality of audit work and therebg restore the public trust on the

profession.

Internatlonal Auditing and Assurance Standards Board (IAASB)

in 1977, the Internatlonul Federutlon of Accountants (IFAC ) was establtshed wlth a view to brmg

hurmong in the profession of accountancy on an international scale. In pursuing this objective, the

IFAC Board established the International Auditing and Assurance Standards Board (IAASB)

The IAASB functions as an independent standard setting body under the auspices of IFAC. The

objective of the IAASB is to serue public interest by developing and issuing high quality auditing

standards and by facilitating the convergence of international and national standards, thereby

enhancing the uniformity and quality of audit practice throughout the world and strengthening

Public confidence on the audit profession globally.
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Audltmg and Assurance Standards Board (AASB)

The Institute of Chartered Accountants of Indla is one of the founder rnembers of the International
Federation of Accountants (IFAC). Hence, it is one of the membership obligations of the institute of
Chartered Accountants of India to actively propagate the pronouncements of international Auditing
and Assurance Standards Board (IAASB) of the IFAC to contribute towards the global harmonization
and acceptance of the Standards issued by IAASB,

Accordingly, The Institute of Chartered Accountants of India constituted the Auditing Practices
Committee (APC) in 1982 to develop Statements on Standard Auditing Practices (SAPs). In July 2002,
the APC was converted into the Auditing and Assurance Standards Board (AASB). The composition

of the AASB is fairly broad-based and attempts to ensure participation of all interest groups in the
standard setting process. Apart from the elected members of the Council of The Institiite of Chartered

Accountants of India, the Board includes members from profession, members from SEBI, RBI, IRDA,

170 GIFETOMRETL T

[IMs, industry associations etc
The following are the objectives and functions of the Auditing and Assurance Standards Board:
1. To review the existing and emerging auditing practices worldwide and identify areas in which

Standards on Quality Control, Engagement Standards and Statements on Auditing need to be

developed

2. To formulate Engagement Standards, Standards on Quality Control and Statements on Auditing
so that these may be issued under the authority of the Council of the institute.

3. To review the existing Standards and Statements on Auditing to assess their relevance in the

changed conditions and to undertake their revision, if necessary.
4. To develop Guidance Notes on issues arising out of any Standard, auditing issues pertaining to

any specific industry or on generic issues, so that those may be issued under the authority of the

Council of the Institute. |
5. To review the existing Guidance Notes to assess their relevance in the changed circumstances '

and to undertake their revision, if necessary.
6. To fjormulate General Clarifications, where necessary, on issues arising from Standards.
7. To formulate and issue Technical Guides, Practice Manuals, Studies and other papers under its

own authority for guidance of professional accountants in the cases felt appropriate by the Board.
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In order to facilitate understanding of the ¢ scdpe and authority of the pronoﬁncements of the AASB
issued under the authority of the Councit of The Institute of Chartered Accountants of India, a
revised preface titled Preface to the Standards on Quality Control, Auditing, Review, Other
Assurance and Related Services has been issued which has come into effect from April 1, 2008.
Accordingly, the pronouncements by AASB are covered by the following two broad categories of
Standards:

A. Engagement Standards: The following Standards issued by the Auditing and Assurance
Standards Board under the authority of the Council are collectively known as the Engagement
Standards:

1. Standards on Auditing (SAs), to be applied in the audit of historical financial information.

2. Standards on Review Engagements (SREs), to be applied in the review of historical financial

TR e

information.
3. Standards on Assurance Engagements (SAEs), to be applied in assurance engagements, other

than audits and reviews of historical financial information.
4, Standards on Related Services (SRSs), to be applied to engagements invotuing application of

agreed- upon procedures to information, compilation engagements, and other related services

engagements, as may be specified by The Institute of Chartered Accountants of india.

B. Standards on Quality Control (SQCs): These are issued by the AASB under the authority of the
Council and are to be applied for all services covered by the Engagement Standards as described

above

In addition to abouve, AASB issues the following:
1. Statements on Auditing: These are issued with a view to securing compliance by professional

accountants on matters which, in the opinion of the Council, are critical for the proper discharge of

their functions. Statements are, therefore, mandatory.
2. General Clarifications: These are issued by the Board under the authority of the Council of the

Institute with a view to clarify any issues arising from the Standards. General Clarifications are

mandatory in nature.
3. Guidance Notes: these are issued to assist professional accountants in implementing the
Engagement Standards and the Standards on Quality Control issued by the AASB under the authority

of the Council. Guidance Notes are also issued to prouide guidance on other generic or industry specific
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audlt issues; not. necessunlg arising-outof a Standard.

The Structure of Standards issued by AASB under the authority of the Council of The Institute of

Chartered Accountants of India is given in the following diagram (Source: The institute of Chartered

Accountants of India)

The Cha_rtered Accountants Act, 1949, Code of Ethics and other relevant pronouncements of
The Institute of Chartered Accountants of india- =~ . .

Standards on Quality Control (SQCs) - -

Services converted by the pronouncements of the Auditing and ASsUrdncé Standards Board
.under the authorltg of the Councll of The Institute of Chartered Accountunts of Indm
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. Ré’lﬁféd- Seruices

for Assurance Engagements -

Assurance Engagements other

rical financiat - than audits or reviews of ~

information histor 1calfmancml mformutlon

 Standards on
Review
Engagements
- {SREs}) 2000 - 2699
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e Procedures for Issuing Standards on Auditing

Auditing and Assurance Standards Board (AASB) of the Institute formulates the auditing standards.
Broadly, the following procedure is adopted for the formulation of Standards on Auditing (SAs):
a. The Auditing and Assurance Standards Board identifies the areas where auditing standards need

to be formulated and the priority in regard to their setection.

b. In the preparation of Auditing Standards, AASB is assisted by study groups/task force constitute
to consider specific project. Study group comprising of a cross section of members_of the Institute.
The study group/task force will consider the specific subject and prepare the primarily draft of
Standards.

c. Based on the work of the study groups, an exposure draft of the proposed Standards is prepared
by the Committee and issued for comments by members of The Institute of Chartered Accountants of

ERE T T R

India ' : ' ;
d. After taking the comments into consideration, AASB finalize the draft and submit to the Council
of the Institute,

e. The Council on its review of the draft, makes suitable modifications in consultations with the

AASB and then Standards/Statements is issued under the authority of the Council. While

formulating the auditing standards, the Board also takes into consideration International Standards

on Auditing (ISA) issued by the International Auditing Practices Committee (IAPC), applicable laws,

customs, usages and business environment in the India.

Procedures for Iséuitig "St.an.dar.cis ..()n Audltmg

Auditing and Assurance Standards Board (AASB) of the Institute formulates the auditing standards.
Broadly, the following procedure is adopted for the formulation of Standards on Auditing (SAs):
a) The Auditing and Assurance Standards Board identifies the areas where auditing standards need to be

formulated and the priority in regard to their selection. -
b) In the preparation of Auditing Standards, AASB is assisted by study groups/task force constitute to .
consider specific project. Study group comprising of a cross section of members of the Institute. The

study group/task force will consider the specific subject and prepare the primarily draft of Standards.
¢) Based on the work of the study groups, an exposure draft of the proposed Standards is prepared by
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the Committee and issued for comments by members of The Institute of Chartered Accountants of India
d) After taking the comments into consideration, AASB finalize the draft and submit to the Councit of
the Institute

e) The Council on its review of the draft, makes suitable modifications in consultations with the AASB
and then Standards/Statements is issued under the authority of the Council. While formulating the
auditing standards, the Board also takes into consideration International Standards on Auditing (ISA)
issued by the Intemational Auditing Practices Committee (IAPC), applicable laws, customs, usages and

business environment in the India

O AT ain e
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» AUDIT ENGAGEMENT, PROGRAM, DOCUMENTATIONS,
EVIDENCE, NOTE BOOK

T

b Audit Engagement

In case of statutory audit, the appointment of the auditor and his duties and responsibilities are
governed by the respective statutes. In all other organizations, howeuver, these are decided by
the agreement between the auditor and the client. Such an agreement plays a significant rote in
the conduct of audit of the client because if the auditor is held responsible for anything beyond the

nature and scope of the current engagement, he can be relieved without any doubt. In addition,

existence of an agreement can easily avoid any misunderstanding or ambiguity in future. Thus, it is
desirable that before commencement of audit, the auditor and the client must agree on the terms

of engagement and the auditor should send an audit engagement letter in the interest of both of

DRlMeRgT TR LT ..

them.
As per SA-210, Agreeing the Terms of Audit Engagements, an auditor and the client should agree to

the terms of audit engagement prior to commencement of the audit. The agreed terms should
then be recorded by the auditor in an audit engagement letter or any other suitable form of

written agreement. Howeuver, if the law or regulation prescribes in sufficient detail the terms of

audit engagement, the auditor need not record them in written agreement.

CONTENTS OF AUDIT ENGAGEMENT LETTER
As per SA-210, Agreeing the Terms of Audit Engagements, every engagement letter as per should

contain the following:

1. Objective & scope of engagement

Management responsibility

Existence of inherent limitations

Need for use of nternal Auditor

Management confirmation letter

Restrictions & limitations of Auditor liabilities

Basis of computation of Audit fees

Billing arrangement _
Form of report & Other communications of engagement

ol o Moo & W~
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10. Validity of report
11. Limits on submission of report to other authorities

e mts  Audit Programme

An audit prc"J'grd'r'hme is a detailed plan of the auditing work to be performed, specifying the
procedures to be followed in verification of each item and the financial statements and the

estimated time required. To be more comprehensive, an audit programme is written plan

containing exact details with regard to the conduct of a particular audit. It is a description or

memorandum of the work to be done during an audit. Audit programme serves as a guide in

arranging and distributing the audit work as well as checking against the possibility of the

omissions.
As per SA 300, Planning an Audit of Financial Statements, the auditor should prepare a written

audit programme setting forth the procedures that are needed to be implemented while carrying

PRI e SR

out the audit plan. He may take into account the retiance to be placed on internal controls. The

auditor has some flexibility in deciding when to perform audit procedures. But sometimes he may

have no discretion as to timing, such as, observing the stock taking by the client’s personnel. The

audit programme should consider previous year’s audit programmes and these may be modified, if

necessary.

An audit programme may be classified into two categories:

1. Programme common to all types of audits - For example, checking of books of accounts; and

2. Special programme containing the work relating to a particular audit. For example, the audit

programme for a partnership firm would be different from that of a company.

ADVANTAGES OF AUDIT PROGRAMME
The main advantages of an audit programme are enumerated below; 3

1. It serves as a ready check list of audit procedures to be performed.

2. The audit work can be properly allocated to the audit assistants or the article Clerks

3. The auditor may easily know the extent of work done at any point of time. Thus, the progress of

work done can be under the supervision and control of the auditor.

4, Audit programme would not only be useful for the audit assistants in carrying the audit work

but for the principal too as he would be in a position to account for the individual responsibilities.

5. A uniformity of the work can be attained as the same programme would be followed from time

-“muw“ﬂﬁ-i{—,—;-:,,,.;;_ meAREETETUARG L o L . e
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6. tisa useful basis for pldnning the programme for the following year it is useful in selection of

team members & delegation of responsibilities to them.

7. It may be used as evidence by the auditor in the event when any charge is brought against

him.

8. It is useful in selection of Team members and delegation of responsibilities to them.

9. He can proue that there has no negligence on his part and he exercised reasonable care and skill

while performing the task.

DISADVANTAGES OF AUDIT PROGRAMME

The main disadvantages of an audit programme are enumerated below;

1. The auditor’s task becomes mechanical and the auditors may lose interest and initiative.

2. Drawing up of an audit programme may be unnecessary for a small concern.

EEL F) - T

3. Though audit programme helps in fixing responsibilities but inefficient staff may defend

themselues by stating that the matter was not contained in the audit programme.

4. Rigid programs cannot be laid down for each type of business.

h Audlt Doctime

In course of audit of an organization, an auditor adopts various methods and procedures to

accumulate and thereafter analyze audit evidences and other important documents to reach at

some meaningful conclusion regarding his engagement. Audit working papers include all such

records kept by an auditor in relation to the evidences accumulated, methods and procedures

1 adopted and conclusions reached during the course of the audit.

As per SA-230, ‘Audit Documentation’, audit working papers (also called audit documentation)

refer to the record of audit procedures performed, relevant audit evidences obtained and

conclusions the auditor reached.

Such records can be Rept either in physical form or in an etectronic form.

PURPOSE OF AUDIT WORKING PAPERS

According to SA-230, ‘Audit Documentation’, audit working papers or audit documentation serves a

number of purposes as follows:

1. Providing evidence of auditor’s basis for a conclusion about the achievement of the overall
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objectives of the auditor. | |
2. Providing evidence that audit was planned and performed in accordance with Standards of Audit

(SAs) and applicable legal and regulatory requirements.

3. Assisting the engagement team to plan and perform the audit.
4, Assisting members of the engagement team responsible for the supervision to direct and

superutse the audit work, and to discharge their review responsibilities in accordance with SA220,

‘Quality Control for an Audit of Financial Statements’.

5. Enabling the engagement teamn to be accountable for its work.

6. Retaining a record of matters of continuing significance to future audits.
7. Enabling the conduct of quality control reviews and inspections in accordance with SQC 1.
8. Enabling the conduct of external inspections in accordance with applicable legal, regulatory or

other requirements.

CONTENTS OF AUDIT WORKING PAPERS
As per SA-230, ‘Audit Documentation’, an auditor should follow the guidelines mentioned below to

decide on the form, content and extent of audit documentation (or working papers).

1. The auditor shall prepare audit working papers on a timely basis. They should be prepared while
performing the task itself rather than after the audit work is performed.

2. The auditor shall prepare audit working papers that is sufficient to enable an experienced

1o TR Sy

auditor, having no previous connection with the audit, to understand:

a) the nature, timing and extent of audit procedures performed to comply with the SAs and

applicable legal and regulatory requirements;
b) the results of the audit procedures performed and the audit evidence obtained; and

significant matters arising during the audit, the conclusion reached thereon and significant

¢) professional judgments made in reaching those conclusions. _
3. In documenting the nature, timing and extent of audit procedures performed, the auditor shall 2

record:
a) the identifying characteristics of the specific items or matters tested;
b) who performed the audit work and the date such work was performed; and
¢} who reviewed the audit work performed and the date and extent of such review.

4. The auditor shall document discussions of significant matters with management, those charged

e R

LOPE PR

with governance and others, including the nature of the significant matters discussed and when

and with whom the discussions took place.
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1's. If the auditor identified information that is inconsistent with the auditor’s final conclusion: T

| regarding a significant matter, the auditor shall document how the auditor addressed the

inconsistency.
6. If, in exceptional circumstances, the auditor judges it necessary to depart from a relevant
requirement in a SA, the auditor shall document how the altermative audit procedures performed

achieved the aim of that requirement, and the reasons for the departure.

TYPES OF WORKING PAPER FILES
In case of recurring audits, some working papers files may be classified into permanent audit files

and current audit files: white the former is updated with the information of .continuing importance,

the latter contains information relating to audit of a single period. The contents of these files are

given below:

PERMANENT AUDIT FILE .

| {a) Legul and organisational structure of the

L TITRAWMBRL G T M L

entity, e.g., Memorandum of Assoclatlon and annual reappomtment
Article of Association in case of a company, _ S -
{b) Extracts or copies of legal documents, (b) Extracts of lmportant matters in the minutes
agreements and minutes relevant to the audit. | of Board Meetings and General Meetings
' relevant to the audit.
()A record of studg and eualuutton of internal - | (c) Copies of management letters.
controls. .- S G
(d) Analysis of smgmﬁcunt ratios & trends (d) Analysis of transactions and batances.
(e) Copies of the audlted ﬁnuncwl stutements | (e) Copies of communication with other
of preuious year(s). . e " | auditors, experts and third parties. .
() Notes regarding Slgnlfic ant accountmg (f) Audit programme.
policies.
(g) Significant audit observations of the earlier | (g) Conclusions reached on significant aspects
years. of audit.

| OWNERSHIP AND CUSTODY OF AUDIT WORKING PAPERS
Working papers are the property of the auditor, the portions or extracts of which can be had at his

discretion. These working papers should be kept in safe custody and in confidential manner for

such time as is sufficient to meet the requirements of his practice or to satisfy any related legal or

professional requirement of record retention. Howeuer, if required by some legislation, the auditor

has to make working papers available to the regulatory authority(s). In case of Chantry Martin &

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA T G2- AUDIT

"] Co, it was held that the audit working papers are the property of the auditor and he is entitled to

retain them.
The Institute of Chartered Accountants of India has prescribed that the members have to retain the

working papers for a period of 7 years (as per SQC 1), otherwise, the member is guilty of

professional misconduct.

v Audit Evidence

While auditing, the auditor comes across various assertions of the management. The auditor has to

evaluate these assertions so that he would be able to express his opinion on the financial

statements. This evaluation can be made in the light of some facts and reasons. These facts and

reasons are called Audit Evidence.
As per SA-500, ‘Audit Evidence’, the term ‘audit evidence’ includes information used by the auditor

TR TR e

in arriving at the conclusions on which the auditor’s opinion is based. Audit evidence includes

both information contained in the accounting records underlying the financial statements and

other information.

In short, substantive evidence collected by an auditor from various sources to base his opinion on

the financial statements of the organization is called audit evidence.

Audit evidence is an important element of audit process. In order to form his unbiased opinion on

the reliability and fairness of the financial performance and financial state of affairs, an auditor

needs to objectively exarine the financial statements based on sufficient and appropriate

evidence. Opinion based on casual and subjective evaluation may leave material misstatements or

frauds undetected and as a result the auditor may be held guilty of professional negligence.

The auditor, therefore, should always try to obtain sufficient and appropriate audit evidence and

analyze them thoroughly before arriving at any opinion. Only by doing so, the auditor can keep the

audit risk to a substantially low level. o 3

In SA-200, it is recognized that reasonable assurance is obtained when the auditor has obtained

sufficient appropriate audit evidence to reduce audit risk to an acceptably low level. Here,

sufficiency refers to the quantity and appropriateness refers to the quality of audit evidence.
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< NEED FOR AUDIT EVIDENCE
Audit evidence is an important element of audit process. In order to form his unbiased opinion on

the reliability and fairness of the financial performance and financial state of affairs, an auditor

needs to objectively examine the financial statements based on sufficient and appropriate

evidence. Opinion based on casual and subjective evaluation may leave material misstatements or

frauds undetected and as a result the auditor may be held guilty of professional negligence.

The auditor, therefore, should always try to obtain sufficient and appropriate audit evidence and

anatyze them thoroughly before arriving at.any opinion. Only by deing so, the auditor can keep the

audit risk to a substantialty low level.

In SA-200, it is recognized that reasonable assurance is obtained when the

auditor has obtained sufficient appropriate audit evidence to reduce audit risk to an acceptably

low level. Here, sufficiency refers to the quantity and appropriateness refers to the quality of

audit evidence.

R L S R .

< AUDITOR’S JUDGEMENT WHILE OBTAINING AUDIT EVIDENCE
The auditor should evaluate whether he has obtained sufficient appropriate audit evidence so that "

reasonable conclusions can be drawn therefrom. It is to be noted that sufficiency and

appropriateness are interrelated and apply to evidence obtained from both substantive and

compliance procedures. Sufficiency refers to the quantum of audit evidence obtained and

appropriateness relates to its relevance and reliability. The following factors influence auditor’s

judgement while obtaining audit evidence:

the nature of the item;

1. the adequacy of internal controls;

the nature and size of the business carried on by the entity;

Situations which may exert an unusual influence on the management;
The financial position of the entitu;
The materiality of the item;

The experience gained during the previous audits;

The results of auditing procedures, including fraud or error which may have been found;

The type of information available;

Olw| N o] Fwle

The trend indicated by accounting ratios and analysis.
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% TYPES OF AUDIT EVIDENCE

Depending upon the source, audit evidences may be of two types—internal evidences and external

evidences. These are discussed below

1. Internal Evidences

These are evidences collected from within the organization. For example, sales invoices, counterfoils

of cash memos, goods received notes, credit notes and debit notes, etc.

2. External Evidences

These are evidences collected from outside sources. For example, quotations, confirmation from

debtors and creditors, etc

< RELEVANCE AND RELIABILITY OF AUDIT EVIDENCE

In order to arrive at an appropriate conclusion regarding the truthfulness and fairness of financiat

statements, the audit evidences under examination must be relevant and reliable.

BN |1 1) TE R S

As per SA-500, relevance of audit evidence deals with the logical connection with the purpese of

audit procedure and is therefore affected by the direction of testing. On the other hand, the

reliability of audit evidence depends on its source - internal or external and on its nature - visual,

documentary or oral. While the reliability of audit evidence is dependent on the circumstances

under which it is obtained, the following generalizations may be useful in assessing the reliability

of oudit evidence:

1. External evidence (e.g., confirmation received from a third party) is generally more reliable

than internal evidence;

2. Internal evidence is more reliable when related internal control is satisfactory;

3. Evidence in the form of documents and written representation is usually more reliable than orat

representations;

4. Evidence obtained by the auditor himself is more reliable than that obtained through the entity.

“+ METHODS TO OBTAIN AUDIT EVIDENCE

Auditor obtains evidence in performing compliance and substantive procedures by any one or more

of the following methods -

1. Inspection - It consists of examining records, documents, or tangible assets. Inspection of records

and documents provides evidence of varying degrees of reliability depending on their nature,

source and the effectiveness of internal controls over their processing.
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2. Observation - It consists of wi_tssi'rig a process or procedure being performed by others.
3. Inquiry and Confirmation - Inquiry consists of seeking appropriate information from a
knowledgeable person inside or outside the entity, Confirmation consists of the response to an

inquiry to corroborate information contained in the accounting records.

4, Computation - It consists of checking the arithmetic al accuracy of source documents and

accounting records or performing independent calculations,
5. Analytical Review - It consists of studying signific ant ratios and trends and investigating

unusual fluctuations and items.

< AUDIT PROCEDURE TO OBTAIN AUDIT EVIDENCE
As per SA-315 and SA-330, audit evidence to draw reasonable conctusions on which to base the

auditor’s opinion is obtained by performing:

1. Risk assessment procedures; and

2. Further audit procedures, which comprise:

Eﬁ-ﬁ‘lw‘!ﬂ:ﬂ- WERT su.

a) Test of control or Compliance Procedure, and

b) Test of details and analytical procedures known as Substantive Procedure.

Risk assessment procedures are the audit procedures performed to obtain an understanding of the

entity and its environment, inctuding the entity’s internal control, to identify and assess the risks

of material misstatement, whether due to fraud or error, at the financial statement and assertion

level (assertions are management representations, explicit or otherwise, that are embodied in the

financial statements).
Compliance procedures or Tests of controls are those activities performed by the auditor during the

control testing stage that gather evidence as to the operational effectiveness of internal control

procedures upon which the auditor has planned reliance.
Management impliedly asserts that internal control procedures are effective as to both their design

and operation. If controls are effective, then the auditor can plan retiance on the controls and

reduce the time spent in gathering audit evidence, This is because the objective of an audit is

similar in many respects to the objectives of internal control procedures. One of the primary

objectives of a financial statement audit is to gather evidence as to whether account balances and

classes of transaction are materially complete, valid and accurate. This is very similar to the

primary objective of internal control procedures - to provide management with assurance that

account balances and classes of transaction are complete, valid and accurate. Thus, if controls are

effective, the auditor can plan reliance on the controls and reduce the amount of evidence that he
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| would otherwise gather as to the completeness, validity and.accuracy of account balances and

classes of transaction.

In the audit planning stage, the auditor gathers evidence as to the effectiveness of design of
control procedures and decides which control procedure, if any, upon which he will plan reliance.
In the control testing stage, the auditor gathers evidence as to the effectiveness of operation of

those controls upon which the auditor has planned reliance.
The activities that the auditor employs to gather this evidence are referred to collectively as tests of

control (sometimes referred to as compliance tests or compliance procedures).

Tests of control include observation of an internal control procedure being performed, inspection of
evidence that the control procedure was performed (and performed at the appropriate time), and
inquiry about how and when the procedure u)as performed. Where the information system is

computerized, evidence may also be gathered using CAATs (Computer Assisted Audit Technique)

such as a generalized audit software or an embedded audit module.
Substantive procedures (or substantive tests) are those activities which are performed by the

-SRI T

auditor during the substantive testing stage of the audit that gather evidence as to the

completeness, validity and / or accuracy of account balances and underlying classes of

transactions.
Management impliedly asserts that account batances and underluing classes of transaction do not

- contain any material misstatements. In other words, that they are materially complete, valid and
accurate. Auditors gather evidence about these assertions by undertaking activities referred to as

substantive procedures.

For example, an auditor may | _
a. physically examine inventory on balance date as evidence that inventory shown in the

accounting records actually exists (validity assertion);
b. arrange for suppliers to confirm in writing the details of the amount owing at balance date as

evidence that accounts payable is complete (completeness assertion); and
¢. make inquires of management about the cotlectability of customers’ accounts as evidence that

trade debtors is accurate as to its valuation (accuracy assertion),

Evidence that an account balance or class of transaction is not complete, valid or accurate is

evidence of a substantive misstatement.
There are two categories of substantive procedures - analytical procedures and tests of detail.

Analytical procedures generally provide less reliable evidence than the tests of detail.

It may be noted that analyticat procedures are applied in several different audit stages whereas
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T ests of detail are only applied in the‘-SubStatiue teing_stage-.

U

Audit Note Book

In the course of conducting audit of an organization, the audit staff may come across various

misstatements, frauds or any other issues which need further clarification from the management or

investigation and in-depth observation later on. In order to avoid any chance of such issues being
unanswered, the audit staff generally records the same in a separate note book and raises the issue

in future. Such a record is known as Audit Note Book.

Generally separate note books are prepared for each client.

s+ CONTENTS OF AUDIT NOTE BOOK
Name of the business enterprise.

[T E ] e o .

Organization structure.
Important provisions of Memorandum of Association (MOA) and Articles of Association (AQA).

Communication with the previous auditor, if any.

Management representations and instructions.

List of books of accounts maintained by the enterprise.
Accounting methods, internal control systems followed by the enterprise, applicable laws etc.

Key managerial personnel.

LiIWI MO W N

Errors and fraud discovered.

10. Matters requiring explanations or clarifications.

11, Special points that need attention in the audit report.
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« AUDIT RISK ASSESSMENT OF AUDIT RISK, INTERNAL CONTROL,
INTERNAL CHECK INTERNAL AUDIT - INDUSTRY SPECIFIC, INTERPLAY
BETWEEN INTERNAL AUDIT AND STATUTORY AUDIT, RISK BASED
INTERNAL AUDIT, INTERNAL FINANCIAL CONTROL AND INTERNAL
CONTROL OVER FINANCIAL REPORTING

% Audit Risk and Its Assessment _

CONCEPT OF AUDIT RISK
A statutory auditor is required to express an opinion as to whether the financial statements

prepared by the entity exhibit a true and fair view of the financial performance and financial

position of the entity, Howeuver, in spite of his sincere efforts, it may not be possible for an auditor

to guarantee that the audited accounts are free from all sorts of material misstatements; rather,

there is every possibility that an auditor expresses an incorrect opinion in his report.

TUATIMENN T e .

Audit risk refers to the risk that an auditor gives an inappropriate opinion when the financial
statements are materially misstated. In other words, it is the risk that an auditor fails to express

an appropriate opinion on the financial statements of the entity. Consider the following example.

A Ltd. spent *50 lakh to repair a machinery. The repair was likely to improve the capacity of the

existing machine by 30%. Accordingly, the cost of repair should be capitalized and not to be
treated os a revenue expenditure. Unfortunately, the accountant debited the amount in the Repairs

and Maintenance A/C and changed the same as a revenue expenditure in the Statement of Profit
and Loss instead of debiting the Machinery A/c, The auditor, while auditing the accounts of the
company overlook the same and did not report anything regarding the error. In this situation,

the auditor’s opinion is inappropriate resulting into audit risk.

WHAT IS NOT AUDIT RISK? o
The following two, however, does not come under the purview of audit risk.
1. Audit risk does not include the risk that the auditor may express an opinion that the financial

statements are materially misstated when actually they are not so.

2, Audit risk also doesn’t include the business risk of the auditor such as loss due to litigation,

negative publicity, etc. It is something very technical and related to the audit of the fmanclal

statement of the client. . _
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TYPES OF AUDIT RISK

AUDIT RISK
I

RISK OF MATERIAL MISSTATEMENT DETECTION RISK
f——e INHERENT RISK

— CONTROL RISK

Audit risk can broadly be classified into - Risk of Material Restatement and Detection Risk.
A. Risk of Material Misstatement
It may be defined as the risk that the financial statements are materially misstated prior to the

audit exercise either due to any unintentional error or any organized fraud. This risk may exist at

MO

two levels:
1. At Overall Financial Statement Level: It refers to the possibility that material misstatement

relates peruasively to the financial statements as a whole and may potentially affect multiple

assertions.

2. At Assertion Leuél: It refers to the possibility that material misstatement may exist while
classifuing the transactions, calculating the balances or disclosing some material information.
The risk of material misstatement at the assertion level has two components as follows:

a) Inﬁerent Risk: This refers to the possibility of material misstatement due to complex
transactions or even due to organized fraud. Accordingly, this risk may be higher for some classes
of transactions, account balances and disctosures. For example, transactions such s fire damage

or acquiring another company are non-recurring and hence the auditor runs the risk of focusing

too much or too little on the unique event.
b) Control Risk: This refers to the possibility of material misstatement due to ineffective design,

implementation and maintenance of interal control system. Thus, a sound internal control

system significantly reduces this risk. However, internal control can reduce but cannot eliminate

the risk completely because of its inherent limitations. For example, due to inefficient internal

control system in the organizations, there may be a risk that bank reconciliations have not been

prepared for any month or not appropriately reviewed, resulting in misstatement of bank

e T I A B I T

balance.
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B. Detection Risk . _
This refers to the possibility that the audit procedures applied by the auditor to reduce the audit
risk to an acceptably low level will not be able to detect a misstatement which, either individually

or in aggregate, may be material. For example, if the auditor applies a testing method that checks

the accuracy of the invoice rather than the occurrence of the particular sale, he may run into a

detection risk, _
As audit risk comprises risk of material misstatement and detection risk, it may be said that, Audit

risk = Risk of material misstatement x Detection risk.

ASSESSMENT OF AUDIT RISK
As per SA 315, ldentifuing and Assessing the Risk of Material Misstatement through
Understanding the Entity and its Environment, the auditor shall perform risk assessment

procedures to provide a basis for the identification and assessment of risks of materiat

i ST [

misstatement at the financial statement and assertion levels, Risk assessment procedures by

themselves, however, do not provide sufficient appropriate audit evidence on which to base the

audit opinion.

The risk assessment procedures shall include the following:

1. Inquiries of management and of others within the entity who in the auditor’s judgment may
have information that is likely to assist in identifying risks of material misstatement due to fraud

or error.

2. Analytical procedures.

3. Observation and inspection. These are discussed below.
a) Inquiries of Management and Others Within the Entity: Much of the information obtained by
the auditor’s inquiries is obtained from management and those responsible for financial reporting.

However, the auditor may also obtain information, or a different perspective in identifying risks

of material misstatement, through inquiries of others within the entity and other employees with

different levels of authority. For example
1. inquiries directed towards those charged with governance may help the auditor understand the

environment in which the financial statements are prepared;

2. inquiries of employees involued in initiating, processing or recording complex or unusual

transactions may help the auditor to evaluate the appropriateness of the selection and

application of certain accounting policies.
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changes in the entity’s marketing strategies, sales trends, or contractual arrangements with its

customers.
- b) Analytical Procedure?: This means evaluations of financial information through analysis of
plausible relationships among both financial and non-financial data. Analytical procedures also

encompass such investigation as is necessary of identified fluctuations or relationships that are

inconsistent with other relevant information or that differ from expected values by a significant

amount.
Analytical procedures performed as risk assessment procedures may identify aspects of the entity

of which the auditor was unaware and may assist in assessing the risks of material misstatement

in order to provide a basis for designing and implementing responses to the assessed risks.

Chae ot

Analytical procedures performed as risk assessment procedures may include both financial and

non-financial information, for example, the relationship between sales and square footage of

S ANTAN T T

selling space or volume of goods sold. Analutical procedures may help identify the existence of

unusual transactions or events, and amounts, ratios, and trends that might indicat_e matters that

have audit implications. Unusuat or unexpected relationships that are identified may assist the

auditor in identifying risks of material misstatement, especially risks of material misstatement

due to fraud.
However, when such analytical procedures use data aggregated at a high level, the results of

those analytical procedures only provide a broad initial indication about whether a material

misstatement may exist.
c) Observation and Inspection: Observation and inspection may support inquiries of
management and others, and may also provide information about the entity and its environment.

Examples of such audit procedures include observation or inspection of the following:

1. The entity’s operations.

2. Documents (such as business plans and strategies), records, and internal control manuats.

3. Reports prepared by management (such as quarterly management reports and interim financial

statements) and those charged with gouernance (such as minutes of board of directors’ meetings).

4, The entity’s premises and plant facilities.

Some other relevant factors are as follows:
a) Information Obtained in Prior Periods: The auditor’s previous experience with the entity and

{ audit procedures performed in previous audits may provide the auditor with information about

WL
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| such matters as past misstatements and whether they were corrected on a timely basis, the

nature of the entity and its environment, and the entity’s internal control, significant changes

that the entity or its operations. This information may assist the auditor in gaining a sufficient

understanding of the entity to identify and assess risks of material misstatement.

b) Discussion among the Engagement Team: The discussion among the engagement team about

the susceptibility of the entity’s financial statements to material misstatement provides an

opportunity for experienced team members to share their insights based on their knowledge of the

entity, allows the team members to exchange information about the business risks, assists the

engagement team members to gain a better understanding of the potential for material

misstatement of the financial statements in the specific areas assigned to them, and provides a

basis upon which engagement team members communicate and share new information obtained

throughout the audit that may affect the assessment of risks of material misstatement or the

audit procedures performed to address these risks.
¢) The Required Understanding of the Entity and its Environment, Including the Entity’s Internal
Control: An understanding of the entity and its environment helps the auditor a lot in assessing

the risk of material misstatements. Factors such as industry, and regulations hauve significant

- '.:iil"{ﬂ'l.ﬂ':ﬂ'.l'-’::. [ . .

bearing on an entity. The industry in which the entity operates may give rise to specific risks of

material misstatement arising from the nature of the business or the degree of regulation. For |

example, long-term contracts may involue significant estimates of revenues and expenses that

give rise to risks of material misstatement. Similarly, relevant regulatory issues such as

applicable financial reporting framework, taxation, govemment policies, regulatory framework

for a regulated industry can well be the potential source of the risk of material mis- statements.

[n addition, the nature and structure of the entity (complex or simple), ownership and relations.

between the oumer and stakeholders may also give rise to audit risk.

An understanding of internal control assists the auditor in identifying types of potential

misstatements and factors that affect the risks of material misstatement, and in designing the

nature, timing, and extent of further audit procedures. However, internal control, no matter how

effective, can provide an entity with only reasonable assurance about achieving the entity’s
financial reporting objectives. The likelihood of their achievement is affected by inherent
limitations of internal control. Obtaining an understanding of the entity and its environment,

including the entity’s internal control, is a continuous, dynamic process of gathering, updating

and analyzing information throughout the audit. The understanding establishes a frame of

reference within which the auditor plans the audit and exercises professional judgment
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throughout the audit. - )
Information obtained by ﬁerformin'g risk assessment procedures and related activities may be
used by the auditor as audit evidence to support assessments of the risks of material
misstatement. In addition, the auditor may obtain audit evidence about classes of transactions,
account balances, or disclosures and related assertions and about the operating effectiveness of

controls, even though such procedures were not specifically ptanned as substantive procedures® or

as tests of controls.

During the audit, information may come to the auditor’s attention that differs significantly from
the informution' on which the risk assessment was based. For example, the risk assessment may
be based on an expectation that certain controls are operating effectively. In performing tests of
those controls, the auditor may obtain audit evidence that they were not operating effectively at
relevant times during the audit. Similarly, in performing substantive procedures the auditor may

detect misstatements in amounts or frequency greater than is consistent with the auditor’s risk

R £

assessments. In such circumstances, the risk assessment may not appropriately reflect the true
circumstances of the entity and the further planned audit procedures may not be effective in

detecting material misstatements,

Internal Control

CONCEPT OF INTERNAL CONTROL
internal control is the process, effected by an entity’s Board, management, and other personnel,

designed to provide reasonable assurance regarding achievement of the objectives in the

following categories:

1. Retiability of financial reporting,
2, Effectiveness and efficiency of operations, and

3, Compliance with applicable laws and regulations.
SA 265 defines the system of internal control as “all the policies and procedures (internal
| controls) adopted by the management of an entity to-assist in achieving management’s objective
“of enstiring, ds far ds practicable, the orderty and efficient conduct of its-business, including -
adherence to management policies, the sofeguarding of assets, the prevention and detection of

fraud and error, the accuracy and completeness of the accounting records, and the timely j

preparation of reliable financial information”. ]
Therefore, internal control system is the total system of control established by the management
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| of an organization so as to ensure achievement of organtzational objective effectively and

efficiently.

SCOPE OF INTERNAL CONTROL
Internal control comprises both administrative control and accounting controf.

1. Administrative Control: It ensures adherence to management’s plans and procedures.

Therefore, administrative control relates to the production process, quality control, pricing

strategies etc.

2. Accounting Control: it refers to the control system which ensures recording of transactions in

the books of accounts adhering to the established accounting policies and principles. Accounting

control relates to maintaining proper books of accounts, recording transactions timely, checking

~ arithmetical accuracy of books of accounts, rotation of duties of staffs, etc. Accounting control is

again divided into two sub-sections namely (a) Internal Check and (b) Internal Audit.

HIERTE 1 o T R I

BASIC ELEMENTS OF INTERNAL CONTROL
An effective system of internal control should have the following basic elements: '

1. Financial and Other Organization Plans: This may take the form of manual suitably classified

by flow charts. It should specify the various duties and responsibilities of both management and

staff, stating the powers of authorization that reside with various members.

2. Competent Personnel: In any internal control system, personnel are the most important

element. When the employees are competent and efficient in their assigned work, the internal

control system can be operated efficiently and effectively.
3. Division of Work: In any internal control system, each and every work of the organization

should be divided in different stages and should be allocated to the employees in accordance with

quality and skill.
4. Separation of Operational Responsibility from Record Keeping: In order to ensure reliable

- records and information, record-keeping function must be separated from the operational

responsibility of the concerned department.
5. Separation of the Custody of Assets from Accounting: To protect assets from misuse and
misappropriation, it is required that the custody of assets and their accounting should be done by

separate persons. _
6. Authorization: In an internal control system, all the activities must be authorized by a proper

authority. ) _
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~ | 7. Managerial Superuision and Review: The internal control system should be implemented and
maintained in conformity with the environmental and elemental changes of the concern, There

must be regular supervision and review of the effectiveness of the internal control sustem of the

organization.

OBJECTIVES OF INTERNAL CONTROL
Each organization must have a system of internal control in place for achieving the predetermined
goals. In addition to accomplishing the desired goals and objectives of the organization, this

system plays a very important role in any organization in several other ways. The main objectives

of internal control are:
1. To ensure that the business transactions take place as per the generat and specific

authorization of the management.
2. To make sure that there is a sequential and systematic recording of every transaction, with the

v 'ﬂﬁﬂ:lmmiﬂ'i:ﬁii'{f I

accurate amount in their respective account and in the accounting period in which they take

5

place.
3. To ensures that all recorded transactions fairly represent the economic events that actually

occurred, are lawful in nature, and have been executed in accordance with management’s general

authorization.
4. To ensure that all valid transactions are accurately recorded as per the accounting policies and

standards.

5. To provide security to the company’s assets from unauthorized use.

6. To review the working of the business, locate weak points in operations and to take corrective

measures for proper working.

7. To ensure there is the optimum utilization of the firm’s resources.

In this respect, SA-315, Risk Assessment and nternal Control, advocates the following objectives .

of internal control;

1. To ensure that transactions are executed as per management’s authorization

2. To ensure that transactions are recorded in proper way to facilitate preparation of financial

information for maintaining record of assets.

3.. To ensure that assets are protected from unauthorized use, sale, etc.

4.. To ensure that assets are verified at frequent intervals.
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| ADVANTYAGES OF |mg§5!, CONTROLS

1. Efficiency, effectiveness and economy: A good internal control system ensures that the

resources are utilized only for their intended purposes and helps to ouercome the risk associated

with the misuse of organization’s funds and other resources.

2. Prevention of errors and irregularities: It prevents errors and irregularities by detecting them in

a timely manner, thereby promoting retiable and accurate accounting records.

3. Safeguard from irregularities or misappropriations: A good internal control system ensures the

protection of organization resources from misappropriation. _
4. Employees’ satisfaction and productivity: It enhances employee satisfaction and productivity

by segregation of duties and delegation of responsibilities.

-

TYPES OF INTERNAL CONTROL
The type of intemal control system to be employed in an organization depends upon the

) a!nw_rrm:g'; e

requirements and nature of the business. Generally, there are two types of Internal Control in an

Orgonization: preventive and detective controls. Both types of controls are essential to an

effective internal control system. From a quality standpoint, preventive controls are essential

because they are proactive and emphasize qualtity. However, detective controls play a critical role

by providing evidence that the preventive controls are functioning as intended.

A, Preventive Control: Preventive Controls are designed to discourage errors or irregularities from

occurring. They are proactive controls that help to ensure achievement of departmental. Examples

of preuentive controls are:

1. Segregation of Duties: Duties are segregated among different people to reduce the risk of

error or inappropriate action, Normally, responsibilities for authorizing transactions (approval), -

recording transactions (accounting) and handling the related asset {custody) are divided.
2. Approuals, Authorizations, and Verifications: Management authorizes employees to perform 1

certain activities and to execute certain transactions within limited parameters. In addition,

management specifies those activities or transactions that need supervisory approval before they

are performed or executed by employees. A superuvisor’s approval (manual or electronic) implies
that he or she has verified and validated that the activity or transaction conforms to established

policies and procedures.
3. Security of Assets (Preventive and Detective): Access to equipment, inventories, securities,

cash and other assets is restricted; assets are periodically counted and compared to amounts
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shown on control records,

B. Detective Control: Detective Controls are designed to find errors or irregularities after they have

occurred. Examples of detective controls are:
1. Reviews of Performance: Management compares information about current performance to

budgets, forecasts, prior periods, or other benchmarks to measure the extent to which goals and

objectives are being achieved and to identify unexpected results or unusual conditions that

require follow-up.
2. Reconciliations: An employee relates different sets of data to one another, identifies and

investigates differences, and takes corrective action, when necessary.
3. Physical Verification of Inventories: The auditor may conduct phusical verification of inventory

to detect any misappropriation.

VAR

TECHNIQUES FOR EVALUATION OF INTERNAL CONTROL SYSTEM
The following methods are generally suggested for evaluation of intemal control system

rn'al_'__C:c_Jntr .

nie
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A. Narrative Record: It is a complete and exhaustive description of the system. It is

appropriate in circum- stances where a formal control system is lacking, like in the case of small

businesses. Gaps in the control system are difficult to identify using a narrative record.

B. Check List: The mtemal Control Checklist is a tool to help evaluate and strengthen internal controls,
promote effective and efficient business practices, and improve compliance in a department or
functional unit, The checklist is not meant to be absolute but informative when reviewing controls

in a given area. In fact, checklist is a series of instructions and/or questions which the auditor
or the audit staff must follow and answer. When he completes the instructions, he initials the space

against the instruction. Answers to the checklist instructions are usually ‘Yes’, ‘No’ or ‘Not Applicable’.
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| C. Flow Chart: It is a pictorial representation of the internal control system depicting its various

elements such as operations, processes and controls, which help in giving a concise and

comprehensive view of the organization’s working to the auditor. A complete flow chart would

depict the process of raising documents, personnel inuolued in doing so, the flow of documents

through various departments, maintenance of records, flow of goods and consideration, and

dealing with results. The internal control evaluation process becomes easier through a flow chart

as a broad picture of all the controls inuolued can be gauged in a glimpse.

d. Internal Control Questionnaire: This is the most widely used method for collecting information

regarding the intemal control system and involves asking questions to various people at different

levels in the organization. The questionnaire is in a pre-designed format to ensure collection of

complete and all relevant information. The questions are formed in a manner that would

- TR A .

facilitate obtaining full information through answers in ‘Yes’ or ‘No’, whereby the answer ‘Yes' is

satisfactory, whereas the answers ‘No’ appear to indicate a weakness. However, not always the

questionnaire is designed to receive responses in ‘Yes-No’ format as the same may not provide

adequate information. Hence, questionnaire may receive descriptive responses also.

CHECKLIST VS. INTERNAL CONTROL QUESTIONNAIRE

i Pointof | Itisissued at the commencement . It can be issued at any point of time
/ Time - of audit and reported back after " and reported back immediately.
_ completion of audit. - e
ii. Issued It is issued to the audit staff to be It is issued to various people at
~To | followed by them during audit and different levels in the organisation.
.| reported back at completion. 3
iii. Contents | It contains instructions to _b'é- It contains questions to be answered
e e fOllOlUEd bgau ditClSSiS tants, o | bu the emplogees o f_th_é OI’gGI‘IlZﬂ ﬁOl’I.
iv. | Objective | It works as a guideline for audit This is used to collect the information tg
~ | staff so that no major issues know about the internal control system
remain unchecked and to evaluate the weaknesses therei
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INHERENT I.IMITATIQ. NS OF INTERNAI. CONTROL

Internal controls-can provide only a reasonable assurance that objectives have been achieved.

This is because, some limitations are inherent in all internal control systems. These are as foltows:

1. Breakdowns: Even well-designed internal controls can break down. Employees may

misunderstand instructions or commit mistakes. Errors may also result from application of new

technology.

2. Judgment: The effectiveness of internal controls is highly impaired when decisions are made

with human judgment under pressure

3. Management Override: High level personnel may be able to override prescribed policies and

procedures for personal gain or advantage.

4, Collusion: Internal control systems may become ineffective due to collusion among employees.

Several individuals may act collectively to alter financial data or other management information

in a manner that cannot be identified by control systems.

5. Control Ouver Common Business Activities: Internal control system is suitable for common and

reparative business activities only.

6. Costly System: Operating an internal control system often turns up to be very costly. If the

losses incurred on account of errors and frauds exceed the benefits of internal control system,

then the system becomes completely redundant for the entity.

CONCEPT OF INTERNAL CHECK

internal Check is an integral part of the internal control system. It is a process in which the duties

of various staff of a business are arranged in such way that work performed by one is

automatically checked by the next staff while performing his duties. As a conseguence, any error

or fraud committed by the previous staff is automatically detected and corrected by the next one

and thus misstatements are easily prevented. For example, suppose a customer presents a cheque

of 1000 to the bank for payment. As per the bank policy, the work of the encashment of cheques

is divided among three employees. One shall investigate the cheque, and make entries in the

books of accounts. The second employee shall check this entry and send it to the third employee

making cheque payments who will make the final payment. Thus, any mistake by any previous

employee will be automatically detected by the next one and thereby errors and frauds can be
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According to The Institute of Chartered Accountant of England and Wales, London, “Internal Check

System is a system of instituting checks on the day-to-day transactions which operate

continuously as part of the routine system whereby the work of one person is proved

independently or is complementary to the work of another, the object being the prevention or

early detection of errors and frauds”.
Thus, internal check or internal check system may be defined as a system of allocation of duties

among the staff of the entity in such a manner that the chances of any duplicity of work are

eliminated and ot the same time work done by the previous employee is automaticatly checked by

the next one.

OBJECTIVES OF INTERNAL CHECK
The objectives of internal check are as follows:

1. Lessen the possibility of fraud and error.

D THERIEETL ST G-

2. Identify fraud and error at an earty stage due to independent checking.

3. Improve the efficiency of the workforce, by implementing division of labor.
4, Allocate the duties and responsibilities of each worker in a way that they can be easily identified

and held responsible for the actions performed.
5.. Receive confirmation of facts and entries both physical as well as financiat by way of

presentation and necessary maintenance of records.

6. Exercise moral pressure on the workforce with the implementation of a continuous receive process.

7. Reduce the workload of independent auditors by adopting an internal check system.

ESSENTIAL CHARACTERISTICS OF INTERNAL CHECK SYSTEM

Following are the essential characteristics or principles of a good internal check system,
1. Division of work: The entire task should be divided among the staff in such a way that no
single person is allowed to complete the work solely by himself from the beginning to the end.
2. Provision of check: There must be clear instruction that the work performed by any staff must
be checked by the next staff.

3. Responsibility: Responsibility of each individual must be properly defined and fixed.

&. Use of technology: As far as possible, various technology enabled devices should be used to

minimize human error.
5. Rotation of employees: A system of transfer or rotation of employees from one responsibility
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to another must be followed by the business. - . _ _
6. Control over employees: Generally, chances of frauds are hlgh in case there is dlrect contact

i

between staff and the customers. So, a manager can keep eyes in those areas to make internal

check system more effective.

7. Supervision: A strict supervision should be exercised to ensure that the prescribed intemal

checks and procedures are fully operative.

8. Periodical review: The system of internal check is reviewed from time to time to introduce

improvements.

ADVANTAGES OF INTERNAL CHECK SYSTEM

A good system of internal check offers many benefits as follows:

To the Auditor To the Client
- It saves time and cost of checking all records. - It reduces chances of errors and frauds.
- Auditor may apply test checking approach. - As worR is distributed among the employees E
- Auditor devotes more time to appraise critical | based on their skill the entire work process gets g
areas. completed smoothly. .
- This improues quality of audit work. - A moral pressure can be built on the employees.

- So, they remain reasonably honest.

- Final accounts are prepared promptly.

AUDITOR’S LIABILITY FOR RELYING ON THE INTERNAL CHECK SYSTEM
Reliance on an effective internal check system and thereby streamlining the audit process enables

the auditor to devote more time in examining the critical areas of accounting including valuation

of closing stock, valuation of assets and liabilities, determining the reasonableness of provisiens

etc. However, such reliance simultaneously increases the risk of the auditor. This is because, even

a sound internal check system cannot guarantee the elimination of all errers and frauds in'the

accounts. Hence, if the auditor relies on the internal check system and performs test checking
rather than a detail checking, he cannot escape his responsibility of any such-error or fraud
remaining undetected. This was also held in the famous case law of Mc. Bride Ltd us. Rooke and
Thomas, Canada (1941). Thus, the auditor should always keep in mind that resorting to test
checking by relying on internat check system of the organization no way reduces the liabiity of

the statutory auditor.
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Internal audit is a part of the internal control system of an organization. Trdditionallg internal

audit was seen as a continuous evaluation appraisal of financial operations within a given

organizational framework. However, today it is recognized as an independent appraisal of
various operating activities of the entity. Thus, an intemal auditor is not only to see that a purchase

transaction has been appropriately recorded in the books of accounts but also to see that there

was a valid purchase requisition, the order was placed to the vendor who was in the approved

list of the entity, the terms were reasonable and the goods was duly received and included in the

stock.
As per the Committee of Internal Audit, formed by The Institute of Chartered Accountants of India,
internal audit is, “An independent management function, which involues a continuous and critical

IR ST

appraisal of the functioning of an entity with a view to suggesting improuements thereto and add

value to and strengthen overall governance mechanism of the entity, including the entity’s risk

management and internal control system.”
As per SA 610, Using the Work of Internal Auditor, internal audit is a function of an entity that

performs assurance and consulting activities designed to evaluate and improve the effectiveness

of the entity’s governance, risk management and internal control process. _
Thus, internal audit is a continuous appraisal of the different operational activities of the entity,
including verification of the books of accounts, by a competent employee of the organization,

with an objective to report on the effectiveness of operations so that governance, risk

management and internal control process can be improved further.
SCOPE AND OBJECTIVES OF THE INTERNAL AUDIT FUNCTION
The objectives of internal audit functions vary widely and depend on the size and structure of the

entity and the requirements of management and, where applicable, those charged with _

governance. The activities of the internal audit function may include one or more of the following:

1. Monitoring of internal control: The internal audit function may be assigned specific

responsibility for reviewing controls, monitoring their operation and recommending

improvements thereto.
2. Examination of financial and operating information: The internal audit function may be

assigned to review the means used to identify, measure, classify and report financial and

operating information, and to make specific inquiry into individual items, including detailed
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testi'fftransactiohs,' balunceS'and-prbedur-es.

3. Review of operating activities: The internal audit function may be assigned to review the

economy, efficiency and effectiveness of operating activities, including non- financial activities of

an entity.

4. Review of compliance with laws and regulations: The internal audit function may be assigned

to review compliance with laws, regulations and other external requirements, and with

management policies and directives and other internal requirements.

5. Risk management: The internal audit function may assist the organization by identifying ond

evaluating significant exposures to risk and contributing to the improvement of risk management

and control systems.

6. Governance; The internal audit function may assess the gouernance process in its

accomplishment of objectives on ethics and values, performance management and accountability,

communicating risk and control information to appropriate areas of the organization and

effectiveness of communication among those charged with governance, external and internal

AR S e

auditors, and management.

ADVANTAGES OF INTERNAL AUDIT

Internal audit offers a number of advantages as follows:

1. Assistance to Management: Internal audit helps management in executing various ptans and

policies effectively and efficiently.

2. Detection Errors and Frauds: Through internal audit, frauds and errors can be detected easily.

3. Prevention of Errors and Frauds: By ensuring continuous evaluation, it contributes a ot in

preventing the errors and frauds.

4, Reduction in Wastage: Internal audit identifies the weaknesses and deficiencies of the

organization and thereby helps in reducing wastages.

5, Safeguarding Assets: Internal audit ensures that proper measures are in place to safeguard the

assefs.

6. Increased Efficiency: It helps in improving the effectiveness of the internal control system and

thereby improues the ouerall efficiency of the entity.
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INTERNAL AUDIT IN INDIA _ _
Section 138 of the Companies Act, 2013 read with Rule 13 of Companies (Accounts) Rules, 2014,
specifies certain classes of companies which are required to appoint Internal Auditors who shall

either be a Chartered Accountant, Cost Accountant or such other professional as may be decided
by the Board to conduct internal audit of the functions and activities of the company. The
following class of companies shall be required to appoint an internal auditor or a firm of internal

auditors, namely:

1. every listed company;

2. every unlisted pubtic company having-

3. paid up share capital of fifty crore rupees or more during the preceding financial year; or

4. turnover of two hundred crore rupees or more during the preceding financial year; or

R T

5. outstanding loans or borrowings from banks or public financial institutions exceeding one

hundred crore rupees or more at any point of time during the preceding financial year; or

6. outstanding deposits of twenty-five crore rupees or more at any point of time during the

preceding financial year; and

7. every private company having-

a) turnover of two hundred crore rupees or more during the preceding financial year; or

b) outstanding loans or borrowings from banks or public financial institutions exceeding one

hundred crore rupees or more at any point of time during the preceding financial year.

The internal auditor may be an employee of the company. The scope, functioning, periodicity and
methodology for conducting the internal audit shall be finalized by the Audit Committee of the

company or the Board in consultation with the Internal Auditor.

INTERPLAY BETWEEN INTERNAL AUDIT AND STATUTORY AUDIT ~ STATUTORY AUDITOR'S
RELIANCE ON THE WORK OF INTERNAL AUDITOR
As per SA 610, Using the Work of Internal Auditor, the external auditor can use the work of an

internal auditor after conducting an evaluation of internal audit functions.

Accordingly, the external auditor shall consider the following factors to determine the extent to

which he can rely on the work of an internal auditor:
1. whether internal audit is undertaken by an outside agency or by a separate audit department

within the entity.

2. the scope of internal audit, management action and the internal audit report.
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3. | experience and quai intal auditor.

4, the technical compliance by internal auditor.

5. authority vested on internal auditor and level of management to whom he is accountable.

6. whether professional care has been taken by the internal auditor in conducting audit work.
After the evaluation, if the external auditor is satisfied with all the aboue criteria and if the law

doesn’t prohibit, he can decide to rely upon the work of an internal auditor.
The external auditor, in such a case, shall discuss his plans to use direct assistance of the internal

audit function with the internal auditor. He shall carefully undergo the reports of internal audit

been applied and the related findings. In addition, the external auditor shall also perform

sufficient and appropriate audit procedure on the body of work of the internal audit function as a

whole to determine its adequacy for purposes of the statutory audit. He shall also inform the
management about his decision to rely on the internal audit function. Additionally, the external

auditor shall obtain a written agreement from an authorized representative of the entity that the

. :;__"T‘.._,,.._ e

internal auditors will be allowed to follow the external auditor’s instructions without their

intervention. A written agreement from the internal auditors shall also be obtained that they will

keep confidential specific matters as instructed by the external auditor. Moreover, the external

auditor also needs to document adequately the basis of his decision to use the work of internal

auditor in an appropriate manner,
Whatever is the nature and extent of use of direct assistance from an internal auditor, an external

| auditor cannot escape his liability for his opinion in the audit report. His reliance on the work of

the internal auditor can, in no way, reduce his responsibitity and he will be held res_ponmblefor

all damages arising out of any material mis- statement in the accounts remaining undetected

because of his reliance on the work of the internal auditor. An external auditor cannot be relieved

by the law under the plea that he relied upon the work of an internal auditor.
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INTERNAL CONTROL VS, INTERNAL CHECK VS. INTERNAL AUDIT
- S, Point of Internal Audit Internal Control Internal Check
~No. Distinction
1. | Modeof | aninternal audit | In internal controls | It operates in routine to
Checking | system, each systems, work of one | doubly check every part
component of work | person is automatically | of a transaction at the
is checked. checked by another. time of occurrence and
recording of the same
ii. Objective | Its objective is to Its objective is to ensure Its objective is to ensure
evaluate the adherence to management | that no one employee has
internal policies, safequarding of | exclusive control over
control system and | assets, prevention and any transaction or group
to detect frauds and | detection of frauds and of transactions and their _
errors, errors, accuracy and recording in the books
completeness of accounting =
. records. i
iti. [Point of |[Inaninternal audit | In an internal control Methods of recording o
Time |system,workis [ system, checkingisdone | transactions are devised
checked after it is simultaneously with the where work of an employee
done, . conduct of work. Every is checked continuously by
transaction is checked as correlating it with the
_ . S s00n as it is entered. work of others. .
iv. | Thrustof | The thrust of The thrust of internal check | The thrust of internal control
system internal system is to prevent errors. | lies in fixing of responsibility
system is to detect ' : | and division of work to -
errors and frauds. _ auvoid duplication.
v. |Cost In an internal audit | The system proves to be Itis a part of internal
Inuoluement | system, work is costly incase of small controland a method of
. -+ | checked specially; businesses becausea division of work,
therefore, cost is greater number of therefore does not addto
| involved in addition | employees are engaged the cost. .
_ | to accounting - : '
vi. | Report The internal auditor | Internat Controls provide The summary of day-to-
submits his report to | for builtin MIS reports day transactions work as
the management o report forthe senior.
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CONCEPT OF RISK BASED INTERNAL AUDIT _
Risks are inherent in every organization. Thus, the success of an organization largely depends on

how well it can manage its risks. In recent times, many corporate failures may be attributed to

poor risk management approaches followed by the management. Effective internal controts,

howewer, contribute to a great extent in minimizing the adverse impact of inherent business risks.
Institute of Internal Auditors {IIA) defines risk based internol auditing (RBIA) as a methodology
that links internal auditing to an organization’s overall risk management framework. RBIA allows

internal audit to provide assurance to the board that risk management processes are managing
risks effectively, in relation to the risk appetite. Thus, while traditional internal audit only
provides control assurance based on routine audit, RBIA prouides Assurance on the effectiveness
of risk management in addition to control assurance. To put it diffei‘entlg, RBIAs give auditors a
larger role in your risk reduction program. Beyond simply diagnosing the problems, they are atso
a part of the creation of effective controls and maintaining risk management efforts over time. By
following RBIA internal audit should be able to conctude that:

1. Management has identified, assessed and responded to risks aboue and below the risk

BT
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appetite.

2. The responses to risks are effective but not excessive in managing inherent risks within the risk

uppetite.
3. Where residual risks are not in line with the risk appetite, action is being taken to remedy the

some. N
4. Risk management processes, including the effectiveness of responses and the completion of

actions, are being monitored by management to ensure they continue to operate effectively.

5. Risks, responses and actions are being properly classified and reported.

This enables internal audit to provide the board with assurance that it needs on three areas:

1. Risk management processes, both their design and how well they are working.

2. Management of those risks classified as ‘key’, including the effectiveness of the controls and

other responses to them.
3. Complete, accurate and appropriate reporting and classification of risks.
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TRADITIONAL INTERNAL AUDIT VS. RISK BASED INTERNAL AUDIT

Troditional 1A Approach

Audit plan is based on the audit cycle

Risk Based 1A Ap'prohch

Audit plan is based on the results of the
business risk eualuation. Risky areas are
covered first and more frequentty.

Important risks might not be covered during
the audit plan

Provides assurance that important risks are
being managed properly

Focuses on deficiencies in controls and cases of
non-compliance with policies and procedures

Focuses on risks that are not properly
controlled andoverly-controlied

|A resources are spread ouver all business
activities

More efficient use of 1A resources by
concentrating on risk areas

Business risks are not being mapped

The importance of risks is established

during the risk assessment phase and n
agreement between IA -

6. | Disagreement with the business management
over the action plans leading to delugs in
1mplementatwn

Facilitates consensus with line
management on the needed action plans
thus improuing timely the implementation
of corrective measures

ADVANTAGES OF RISK BASED INTERNAL AUDIT

1. Consistency: Developing a consistent and comprehensive approach to risk management makes

it ensier for an organization to adapt to changing conditions. Adjusting audit schedule to risk

4 :|..::-r:;_m1l|m|'-:.iu.l: E
e .

—management frameworkwitl-atso-help-switchtactics quickly when business objectives need to

change.

2. Transparencﬁ: A risk-based approach to audit enables the internal auditors to identify risks

correctly and allows management to put the right internal controls in place for the best

performance. This provides a better understanding of the risks and enables organization to better

manage them,

3, Specificity: Ranking and mapping risks with RBIA will allow allocate activity and funds to the

areas that need the most attention, creating a unique risk management program rather than

relying on external frame- works and recommendations. While compliance frameworks are

necessary for many industries, they don’t account for every potential risk the entity could face;

relying on those requirements alone could result in risks going unnoticed and unattended.

AKASH AGARWAL CLASSES -

CONTACT US :- 8007777042/43 -




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA 1 G2- AUDIT

I b Internal FmancmlControl andIntern

INTERNAL FINANCIAL CONTROL (IFC)

BACKGROUND
The Satyam Scam of 2009 and the failure of statutory audit process to detect the financial fraud

of such a huge scale committed by the management brought to notice various loopholes in the 3

regulatory and legal frame- work dealing with board of directors and auditors of the company.

The scam compelled the Indian regulators to search for best practices across the world like
Sarbanes Oxley regulations in United States (US), Turnbutl Guidance in United Kingdom (UK) and

JSOX in Japan to raise the standard of corporate gouernance in India. Consequently, this

motivated the regulators to introduce the Internal Financial Control regulations within the ambit
of the Companies Act, 2013.

R

CONCEPT OF IFC
As per Section 134(5)(e) of Companies Act, 2013, the term ‘internal financial controls’ means the

policies and procedures adopted by the company for ensuring the orderly and efficient conduct of

its business, including adherence to company’s policies, the safeguarding of its assets, the

prevention and detection of frauds and errors, the accuracy and completeness of the accounting

_records, and. t_h_g__ti_mglg_pr_epgrq_t_ign_QI_r_eli_c!_blﬂ__fin_qn_ciql_iﬂfﬂ!@ﬁtiﬂ@ R

STATUTORY PROVISIONS REGARDING IFC
The following are the statutory provisions associated with IFC.

1. For listed entities only:
a) As per Section 134(5)(e) of Companies Act, 2013, the Directors’ Responsibility Statement shall

state that directors haue laid down IFC to be followed by the company and that such controls are

adequate and operating effectivelu.

2. For all entities, listed or unlisted
a) Section 143(3)(i) of Companies Act, 2013, the auditor’s report should state whether the

company has adequate IFC system in place and the operating effectiveness of such controls.

b) Rule 8(5)(viii) of the Companies (Accounts) Rules, 2014 states that the director’s report should
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contain details in rspect of adequacy of internal financial controls with rece to the fmaci'al

reporting.

3. For all companies hauing independent directors
a) Section 149 (7) and Schedule IV of the Companies Act, 2013, requires that the independent
directors should satisfy themselves on the integrity of financial information and ensure that

financial controls and systems of risk management are robust and defensible.

4, For all entities having Audit Committee
a) Section 177 of the Companies Act, 2013 states that the Audit Committee may call for comments

of auditors about internal control systems before their submission to the Board and may also

discuss any related issues with the internal and statutory auditors and the management of the

company.

e .-.||:1 TR

BENEFITS OF INTERNAL FINANCIAL CONTROL
With adequate and effective internal financial controls, some of the benefits that the companies

would experience include:

1. Senior Management Accountability.

2. improved controls over financial reporting process

3. Improved investor confidence in entity’s operations and financial reporting process.

4. Promotes culture of openness and transparency within the entity.

5. Trickling down of accountability to operational management. ' e

6. Improvements in Board, Audit Committee and senior management engagement in financial

reporting and financial controls.

7. More accurate, reliable financial statements,

8. Making audits more comprehensive.

Internal financial controls also become important as they help derive values in the form of:

1. Fresh independent look at Rey business processes.

2. ldentification of potential operating process opportunities.

3. Updated formal, centralized, and managed internal financial controls documentation for the

company.
4. Enhanced support to CEO/CFO certifications.

5. Enhanced control environment, thereby mitigating risk.
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understanding of inherent and residual control risks in internal controls.

7. Rationalizing the number of controls across organization - moving to smart and automated

controls.

8. Standardizing policies and procedures for multi-location/ multi-business companies.

9, Fostering a control conscious work cutture for people behind controls

10. Providing assurance to the CEQ/ CFO as well as improues business performance.

INTERNAL FINANCIAL CONTROL OVER FINANCIAL REPORTING (IFC-FR)

BACKGROUND
The definition of Internal Financial Control essentially suggests that the intent of the regulators is

to have control framework beyond financial controls. However, an auditor cannot be expected to

comment on the operational conduct of the business as a whole. Hence, it can be logically inferred

T*I]IT“:! T
I

that reporting of Internal Financial Control by auditors as required in Section 143(3)(i) is on

3 g

financial reporting aspect only. This led to the introduction of the term Internat Financial Control

over Financial Reporting (IFC-FR or ICFR).

MEANING OF IFC-FR

As per the Guidance Note, Audit of internal Financial Controls Over Financial Reporting, issued by

institute of Chartered Accountants of India, IFC-FR shall mean, “A process designed to provide

financial statements for external purposes in accordance with generally accepted accounting

principles”.

A companu’s internal financial control over financial reporting includes those policies and
pany P g p

procedures:

a. Pertain to the maintenance of the records that, in reasonable detail, accurately and fairly

reflect the trans- actions and dispositions of the assets of the company:

b. Provide reasonable assurance that transactions are recorded as necessary to permit

preparation of financial statement in accordance with generally accepted accounting principles,

and that receipts and expenditures of the company are being made only in accordance with

authorizations of management and director of the company.

¢. Provide reasonable assurance regarding preuention or timely detection of unauthorized

acquisition, use or disposition of the company's assets that could have a material effect of the
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financial statement.

Thus IFC-FR = Maintenance of Financial records + Authorization of transactions in accordance with

GAAP + Safeguarding of assets of the company

IFC VS. IFC-FR

Internal Financial Control ouer Financial Reporting (IFC-FR) co_ueré. those controls which are

elements of Financial Reporting i.e., of balance sheet, profit and loss accounts. IFC-FR processes

like order to cash, procurement to pay, Human Resource, Inventory Management cover risks only

to the extend having direct or indirect impact on financial reporting. Therefore, IFC-FR majorly

ensures controls which provide reasonable assurance that financial statements are free from

material misstatements.

Internal Financial Control (IFC), in addition to ICFR, covers controls which ensure efficient and .

effective unction’s of business, controls which safeguard assets and ensure compliance of policies.

To put it differently, IFC as a concept is much wider in scope when compared to IFC-FR. In fact, IFC
= IFC-FR + Operational Controls + Anti-fraud Controls. '

Thus, it can be said that IFC-FR is a concept which is more intended towards users/readers of

financial statement whereas IFC is more intended towards functions and management of the

business.
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« AUDIT SAMPLING, AUDIT TECHNIQUES AND ANALYTICAL
PROCEDURE (INCLUDING SCRUTINY OF TRIAL BALANCE AND
GROUPING SCHEDULES)

\ Audit Sampling

< CONCEPT OF AUDIT SAMPLING

In case of a large organization with umpteen number of transactions, it is not feasible for the

auditor to verify each and every transaction to form his opinion on the financial performance and

the state of affairs. The auditor, in such a large organization with adequate internal control in

place, should certainly apply partiat checking to form his opinion. However, the success of part

checking largely depends on appropriateness of the sample selected.

According to SA-530, Audit Sampling, issued by The Institute of Chartered Accountants of India

(CA), sampting in the context of auditing is the application of audit procedures to less than 100% of

the items within a population of audit relevance such that all sampling units have a chance of

selection in order to provide the auditor with a reasonable basis to draw a conclusion about the

entire population.

~« BENEFITS OF AUDIT SAMPLING

Audit sampling offers a number of benefits as follows:

1. 1.t reduces the.workload of the.auditor.. ... .. ... .
2. It saves time and cost. _
3, As it substantially reduces the time for audit work, the auditor may devote more time fof critical
4. In order to decide on the extent of sampling, the auditor evaluates the effectiveness of internal
5. It gives dependable result as it is based on statistical sampling methods.

< FACTORS TO BE CONSIDERED FOR AUDIT SAMPLING

The factors to be considered for audit sampling are as follows:

1. Objectives of audit: Audit sampting has to be done keeping in mind the objective of the audit

procedure.

2. Nature of population: Audit sampling technique must be selected based on the degree of

heterogeneity

3. Internal Control System: Adequate internal control helps the auditor to reduce his sample size.
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. Materiality of ltems: For materidl items the auditor must increase the sample size to reduce the risk.

5. Sampling Risk: Audit sample must be so designed as to keep the sampling risk within the

acceptable limit

6. Non-sampling Risk: This is the risk factor emanating from human error. The auditor must take

due care to avoid non-sampling risk.

7. Tolerable Error: It is the limit of error which does not significantly impact auditor’s opinion. For

material items, the limit should be kept low.

%+ APPROACHES TQ SAMPLING

The approaches or methods can be classified as follows:

1. Non-Statistical Sampling or Judgmental Sampling

Under this technique, the sample size and its composition are determined based on auditor’s own

experience and knowledge and no statistical tool is applied to select the sample. The method is

[ELLL INR VI

easy but subject to personal judgement.

2, Statistical Sampling

This approach is more scientific and does not depend on auditor’s personal judgement. The

approach includes the following methods:

a) Random Sampling: In this method of sampling each item of the population or within a given

group (popularty known as stratum) has a known chance of selection. Random sampling can again

be of twe types: -

i) Simple Random Sampling: Under this method of sampling, each unit of the population has an

equal chance of being selected in the sample. Here selection is normally done either by choosing a

random number manuatly from a random number table or allowing the computer programme to

select a random number and then identifuing the population unit that corresponds to the random

number by using any predefined rule. However, this method essenttally requires the population

units to be reasonably homogeneous or similar in nature,

ii) Stratified Sampling: This method requires a given heterogeneous population to be first divided

into a number of sub-populations (known as stratum) with homogeneous items and then selecting

equal or unequal proportion of items from each group to form a representative sample of _

reasonable size. For example, trade receivable balances may be divided in five groups with

specified ranges and then selection of trade receivables of a certain percentage can be done from

each group.

. AKASH AGARWAL CLASSES ~ CONTACT US :- 8007777042/43




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA 1 G2- AUDIT

BRIy T s T A

b) Systematic/ Intervat Sampling: This method requires selecting items using a constant interval

between selections with the first selection being random. The interval can be based on a number

(like every 30th item in the list) or a monetary value (like 30000 of cumulative value of sales after

the last selection).

¢) Monetary Unit Sampling: This method uses the monetary value of the transaction rather than

the items as the basis for sample size determingtion and item selection. It is also known as value-

based sampting or value-weighted sampling,

d) Multi-Stage Sampling: This method is suitable when data are stored in more than one level. For

example, an organization may have stock stored at a number of shops. Here, the first step would

be to randomly select a few shops and then to randomtly select a few stock items from the shops

already selected. If applied cautiousty, this method proues to be very effective.

< RISK ASSOCIATED WITH SAMPLING

. r,";‘li'qm;s:
i

According to SA-500, an auditor may use audit sampling in selecting items required to conduct an

effective test to provide appropriate audit evidence. However, it cannot be denied that such a

method will always involue some amount of risk. This risk associated with sampling can broadly be

| divided into two categories:

A. Sampling Risk: Since sample is only a selected part of the population, it can never reflect all the

characteristics of the population, Thus, there witl always be some amount of risk unavoidable in

this process. This sampling risk can again be of two types as follows:

‘| t. Sampling Risk assoctated with Compliance Procedure (Le., Test of Control): Here, the auditor,

based on sampling procedure, may come to the conclusion that that the controls are more effective

(or less effective) while they are not.

2. Sampling Risk associated with Substantive Procedure (i.e., Test of Details): Here, the auditor,

based on sampling procedure, may come to the conclusion that that the financial statements are

free from any material misstatements while they are not.

B. Non-Sampling Risk: While conducting sdmpling, error may also arise due to improper

processing of data, lack of expertise to analusis, etc. These are called non-sampling error or bias.

Accordingly, risk of any wrong opinion on the part of the auditor due to such errors is catled non-

sampling risk.

Non-sampling risk is avoidable. If the sampling is done by experienced audit clerks and they
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remain alert while analyzing the selected transaction, non-sampling risk can be reduced to

minimum or even zero. On the other hand, sampling risk is unavoidable. The auditor can only

reduce it to the possible extent by adhering to a proper method of sampling and by increasing the

sample size reasonably.

< STAGES IN AUDIT SAMPLING
Audit sampling requires the following steps:

1. Sample Design: Here, the auditor selects the appropriate method based on the consideration

of objectives of audit and nature of population.

2, Sample Size Determination: Auditor decides the sample size to minimize the sampling risk.

He generally applies statistical techniques to auoid subjectivity,

3 . Sample Selection: At this stage, using the selected methods, sample units are drawn from

the population.

4. Performance of Audit Procedure: Audit procedure is then performed on the selected sample

SEUAWEE LA

units. If the procedure cannot be applied on the selected unit, the same is replaced. Based on the

results of the audit procedure, the auditor forms his opinion.

| N Techmques

While conducting the audit of an organization, an auditor resorts to various techniques. Some of

these are invariably applied in all cases whereas some others are used only, if situation so

demands. These are popularly known as Audit Techniques.

Some of the common techniques which have wide application are discussed below:

1. Routine Checking

Routine checking may be defined as the procedure to check whether the transactions are properly

entered in the books of accounts and whether the posting and carry forwards are done accurately.

In other words, routine checking is done to ensure that mathematical accuracy is maintained while

recording transactions in the books of accounts. This is quite helpful to detect errors and frauds of

very simple nature,

Routine checking is normally performed by audit clerks. They examine the correctness of casting

and balancing of the books of primary entry, correctness of posting to ledgers, correctness of

casting, balancing and carry forwards of ledger accounts, correctness of triat balance and

correctness of the final accounts i.e., Statement of Profit and Loss and Balance Sheet.
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Routine checking ensures arithmetical accuracy and, in the pcss, detect the material

misstatements, if any. [t provides the base for the subsequent audit work to find out serious and

organized frauds.

2. Test Checking

In large organizations with huge number of transactions recorded in the books of accounts,

conducting a detail examination of all accounts becomes a mounting task for the auditor.

Additionally, due to the prevalent periodic audit system, the auditor is required to submit his

report within a definite time period. Thus, in organizations, where there exists a sound internal

control, the auditor selects a few transactions out of a number of similar transactions and conduct

in-depth examination of those. If no irregularities are found, then it is assumed that all the

transactions have been recorded properly. This procedure is known as test checking.

[T RE

The rationale behind test checking lies in the ‘Sampling Theory’ of Statistics. According to this
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theory, a well representative sample witl always reflect wmost of the characteristics of the

aggregate, i.e., population. Moreover, as the sample size increases, the deviations between the

results based on sample and that of aggregate or population will get reduced. Thus, under test

checking, the auditor applies an appropriate sampling technique to draw a representative sample

from the population items {transactions or disclosure issues) and apply audit procedures only to

those selected items and thereby form his ouerall opinion on the class.

Test checking, based on appropriate sampling technique, helps the auditor to form his opinion

based on a limited examination of transactions. It also saves time and cost of audit work.

However, italso lr;uoluessufﬁae_nt urr;ountg)f risk. Use of faulty sampling technique, sampling risk

(which is unavoidable) and non-sampling risk may result in non-detection of material errors and

frauds. The auditor, in such cases, cannot deny his responsibility due to application of test checking

instead of routine checking or other appropriate audit procedures.

Thus, test checking is never recommended for seasonal industries, for transactions of non-recurring

in nature, for transactions of legal importance, for accounting estimates, for rectification and

adjustments and for presentation and disclosures.

3. Auditing in Depth

Auditing in depth refers to the procedure where a few selected transactions are meticulously

examined from their beginning to their conclusion. In other words, it is a system which reviews

each and every single aspect of a transaction during its execution as well as recording. It is
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‘particularly helpful in case of large organizations where detailed examination of dll records at

every stage of a transaction is almost impossible. Hence, through this system, the auditor selects a

few representative transactions of material importance from a particular category and then

conducts a detailed stage by stage examination. If no irregularity is found, the auditor may come

to a conclusion that the entire category of transactions is likely to be free from any material

irregularity.
Audit in depth is a three-step process where (a) the auditor first reviews the effectiueness of the

internal control system, (b) then selects a few transactions of material importance from each

category and (c) finally conducts examination of each and every stage of the execution and

recording of the selected transactions based on sufficient decumentary evidence.

4. Cut-off Examination
For some entities, there may be a number of items especially at the end of an accounting period

that may have their impact carried to the next accounting period. Work in progress, goods in

s :'l'="l1qh'|1 EHER R N .

transit, goods sent on approval basis Lying with the customers, outstanding and prepaid items are

only a few. Even purchase and sale transactions during the end of the accounting period may have

their impact on the next year. Improper treatment of these items and inclusion of items relating to

one year in the next or previous year (like purchase and 'sales) may seriously distort the financial

results and mislead the decision makers. Hence, an auditor, during the course of his audit work,

should apply definite procedure to separate transactions at the end of one accounting period from

those at the commencement of the next accounting period. Such a procedure is known as Cut-off

Examination or Cut-off Procedure. Here, the auditor first decides a cut-off date (in case of annual

audit, generally balance sheet date is considered to be the cut-off date) and then examines all the

transactions that occurred within a definite time period prior and post such cut-off (known as cut-

off period) date to discriminate transactions of current year from that of the next year. This is

essential to eliminate any scope of manipulation in accounts.

5. Surprise Checking

Under traditional audit practices, an auditor generally informs the client about his routine checking

plan and timing of next visit well in advance. This is considered essential so that the client’s staff

can keep the books of accounts complete in all respects and readily available for verification.

Unjortunately, this also provides them ample scope for concealing any wrongdoings whatsoever.

Thus, it is generolly recommended that an auditor must also conduct surprise tests of some
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material items without any prior communication with the client’s office. These surprise checks, as a

part of the normal audit procedure, are likely to increase the efficiency of the audit work. Hence,

surprise checking may be defined as an audit procedure where verification of some material items

is conducted on a non-routine and surprise basis.

6. Walk Through Tests

Walk through test may be defined as tracing one or more transactions through the accounting

system and observing how it is actually passed through the internal control system. For example,

the auditor may decide to trace a purchase transaction from its initiation to its completion and

recording. This will require him to see how are requisitions generated, orders placed with the

suppliers, goods received and taken to the stores, bills processed and finally the accounting

treatment done. If the auditor is satisfied about the appropriateness of ail the relevant stages of

the transaction, he may conclude that the internal control is functioning well. Accordingly, the

auditor may decide to put reliance on the system to a certain extent and plan his audit work to

verify some selective transactions only. Alternatively, if walk through test reveals serious

weakness of the internal control system, the auditor may opt for verifying.

h Analytical Procedure

CONCEPT OF ANALYTICAL PROCEDURE

Traditional audit techniques such as routine checking or test checking help an auditor to identify

the existence of material misstatements or misappropriation of relatively simple in nature.

Howeuver, the books of accounts may contain complex errors or planned frauds that are difficult to

I identify by these traditionat methods. Existence of such errors or frauds may be quite fatal as that

will eventually make the audit report unreliable. Hence, the auditor should apply some innovative

procedures to deal with a situation of that kind. Analytical procedure has become very effective in

this respect.

According to SA 520, Analutical Procedures, analytical procedure means evaluation of financial

information through analysis of plausible relationships among both financial and non-financial

data. Analytical procedure also encompasses such investigation, as is necessary, of identified

fluctuations or relationships that are inconsistent with other relevant information or that differ

from expected values by a significant amount.
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Nature of Analytical Procedures

As per SA520, the nature of analytical procedures includes the following:

1. Analytical procedures consider comparison of entity’s financial information with

a) Comparable information of prior periods.

b) Any anticipated results of the organization like budget or forecast or any estimation by the

auditor like estimation of depreciation.

¢) Similar information of any other comparable entity belonging to the same industry or the

industry averages.

2. Analytical procedures may also include consideration of relationships:

a) Among different items of financial data that is expected to follow o predictable pattern like the

operating profit margin,

b) Between financial and non-financial information like the number of emplouees and the total

compensation cost.

¢) Analytical procedures consider application of diverse analytical tools that may range froma

simple comparison to complex analysis involving advanced statistical techniques.

d) Analytical procedures may be applied either on standalone or on consolidated financial

statements. Moreover, they can be applied on any component or individual information of the

statements.

APPLICATION OF ANALYTICAL PROCEDURE

According to SA 520, analytical procedures can be applied at different steps of the audit work.

These include;

1. Audit Planning: During the planning stage, the auditor may apply analytical procedures to have

an understanding of the nature of client’s business.

2. Substantive Test: In order to reduce the audit risk by relying on substantive procedures, the

auditor may apply substantive analytical procedures either alone or in combination with the test

of details (i.e., vouching and verification).

3. Invuestigation of Unusual items: If the analytical procedures performed in the organization

identify any inconsistency in relationships or any significant deviation from the respective expected

value of the items, the auditor should investigate such items

4, Overall Conclusion: The auditor may also apply the results of analytical procedures to assess

how far the conclusions drawn based on individual components or elements of the financial

statements are consistent and whether there is any need to revise them.
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TOOLS AND TECHNIQUES OF ANALYTICAL PROCEDURES
As per SA-520, analytical procedures include application of the following tools and techniques:
1. Trend Analysis: Under this method, analysis is done for to assess fluctuation of the amount of

any item over the year or years.
2. Testing of Reasonableness: This is done by comparing certain items or account balances with

other accounts or balances. Some examples are as follows;

@) Raw material consumption to production {(quantity)

b) Percentage of wastage and scrap against production and raw material consumption

¢) Work-in-progress based on material issued

statements in order to study their relationships. Some common ratios include:
a} Gross Profit Ratio
b) Receivable Turnover Ratio

IR T

¢} Inventory Turnover Ratio
4. Sources of Information: Analytical procedures also require analyzing the following sources of

information.

a) Interim financial information
b) Budgets

¢) Management Accounts

d) Non-financial information etc

A Scrutiny of TrlalBalance and Grouping Schedule

SCRUTINY OF TRIAL BEALANCE

| CONCEPT OF TRIAL BALANCE
A Trial Balance is defined as a statement of debit and credit balances of individual generat ledger

accounts, It is prepared primarily to test first-hand arithmetical accuracy of books of accounts and

1o facilitate quick preparation of financial statements. It is generally prepared at the end of an

accounting period, e. g., a month a quarter or year. It is also known as a list of balances of General

Ledger Accounts

In a mechanized accounting system, each Account head of a Chart of Accounts is given a code
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following a codification logic in order of Balance Sheet, Income Statement and Clearing Accounts to

ensure compliance with the entity’s declared accounting and reportiing policies, disclosure

requirements mandated by retevant regulations. Any Trial Balance adheres to the same

codification in assembling the account balances and gives a bird’s eye view of all accounts based

on which the organization may prepare financial statements. In manual accounting system, it also

helps testing arithmetical accuracy of books of accounts and detecting clerical errors, However, it

caon only detect errors other than errors of principle, compensating errors and errors of complete

omission.
In addition to the above, a Trial Balance also facilitates identification of any unusual

increase/decrease in number in any account head or unusual nature of balances, e.g., credit
batance in Depreciation A/c or debit balance of TDS Payable A/c, etc. by providing a summarized
view of account balances. It also helps in budgetary control of incomes, expenses, element-wise

HA T P

working capital, and capital expenditure.

LIl
I

SCRUTINY OF TRIAL BALANCE BY AUDITOR _
An auditor can use Trial Balance to reap important benefits, He can reasonably be assured about

the arithmetical accuracy of the accounts when the trial balance has tallied. An appraisal of Trial

Balance may also help him in identifying the areas where analyticat procedures should be

undertaken. For example, when the Trial Balance for a given period end shows an unusual change

in specific account balances or unusual nature of account balances, the auditor may decide to

conduct trend analysis and/or variance analysis with reference to the balance of corresponding

Ipreuious period to identify reasons for such unusual changes or unusual nature of balances,

However, while undertaking the scrutiny of Trial Balance to reap the aboue benefits, the auditor

should ensure that:
1.it has been prepared after a declared cut-off date for considering primary accounting entries for

business transactions and other journal entries,

2. the codification logic has been adhered to while preparing the trial balance.

3.it has been prepared strictly based on ‘As the Books written’ without any adjustments inserted

from any sources other than Financial Ledgers on a given date/or period end.

4. before the grouping schedule is prepared ledger accounts are corrected based on adverse

observations emerging from Trial Balance scrutiny.
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'SCRUTINY OF GROUPING SCHEDULE

CONCEPT OF GROUPING SCHEDULE
Grouping Schedules or clusters of related ledger account heads under specified account groups and

sub-groups are prepared before aggregated financial numbers are carried forward to Income

Statement, Balance Sheei:, and Notes to Accounts, This is an essential step before proceeding

forward to draft finaﬁcial statements in compliance with requirements of all the four ‘Frameworks

of Accounting.’

OBJECTIVES OF GROUPING SCHEDULE
The objectives of preparing Grouping Schedule are as follows:

1. Compilation of heads of accounts according to the line items prescribed-under relevant

regulations for preparation and reporting of financial statements of the organization.

2. Preparation of Notes to Accounts and clustering ledger account heads to comply with disclosure

requirements as mandated by respective provisions of laws and regulations governing the

accounting of the organization.

3. Exercising budgetary control both at granular level and group of accounts level in conformity

with the process followed for forecasting, budgeting, and budgetary control, and
4. Automating presentation of financial analyses required for different purposes and by different

stakeholders using an automated computing process and or disjointed excel sheets. Following is an

example of Grouping Schedule r”eia'tihg'tdeﬁlance Sheet.
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Tertiary Group

, Plant & Equipment

Building

Plant & Machinery

Furniture & Fixture

Motor Vehicles, etc.

Intangible Assets

Intellectual Property

Rights

ICT Software, etc,

Investments

Shares of Companies

gL Y —

Current Assets

ﬁ}ﬁﬁufg'grouﬁ I

Receivables -~

Secondary Group

Gouernment Entities

- Group

MSMEs

e ;-|.:F|11'||r,'n;: AR

Others

inventory

"Raw Materials |

Finished Goods

Work-in-Progress

Stores and Spare Parts

.| Investments. ..

Short term Deposits

Cash and Cash Equivalents -

Cash Balances =

< AUDITOR’S ROLE WITH RESPECT TO GROUPING SCHEDULE

Under a mechanized accounting system with a descent and pretested reliable software, accounts

are finalized and financial statements are prepared automaticatly based on organization’s policy

for Grouping Schedules. While this automated process minimizes infiltration of human bias,

chances of unintentional errors and organized frauds cannot be ruled out completely.

Management, by inappropriately compiling the heads, may still misguide the users in their process

of interpreting the line items. In addition, any attempt of relational analysis may also be

jeopardized. As a result, methodology adopted in designing the Grouping Schedule may be a

potential cause of concern for the auditor. The auditor, in this respect, should ensure that -

1. the composition of Grouping Schedules for various line items of the financial statements has
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adhered to the prescription of the relevant regulattons o _
2. the composition of the Grouping Schedule for various line items has been deaded only bg the

person(s) authorized for this purpose.
3, appropriate customization of the accounting software has been done to meet organization’s

accounting and reporting requirements.

4, the composition of the Grouping Schedule has not been altered without appropriate
authorization triggered by any legal and/ or regulatory authority.

A scrutiny of the Grouping Schedule helps the auditor confirm that the composition of individual

line items in the financial statements are appropriately computed and are in compliance with the

organizational policy and provisions.of relevant laws and regulations.
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 APPLICATION OF TECHNOLOGY IN AUDITING AND AUDIT
TRAIL

Apphcatlon of Technology in Auditing

<  AUDITING IN AN AUTOMATED ENVIRONMENT

In recent years, there is growing application of computer assisted information systems in

organizations for processing and storage of accounting records and other information. This has

truly revolutionized the accounting and administrative controls, information flow and

and finalization of annual accounts. In many organizations, the processes, operations. by using

computer systems — also known as Information Systems (IS) or Information Technology (IT)

systems which makes the environment automated.

Automated environment offers a lot of aduvantages:

a. It enables accurate data processing. As a result, computation becomes more reliable.

b. It can process high volume of transactions easily.

¢. It makes business processes faster.

d. Itimproues control efficacy and security.

e. It minimizes the human errors.

f. It offers better integration among business processes.

In an automated environment, auditing also undergoes through Slgmﬁcant changes as

- Automated environment offers a lot of aduantages:

< COMPONENTS OF AUTOMATED ENVIRONMENT

Following are the general components of an automated environment.

Databases - Oracle 19C, MS-SQL Server;

Operating systems - Windows, Unix, Linux;

Hardware and Storage devices — servers, disks, tapes, network storage;

Network devices - switches, routers and firewalls;

Networks - local area networks, wide area networks, virtual private networks, etc.;

S| F WIS

Physical and environmental landscape —IT facilities like Data center, physical access control

mechanisms like biometric based access system, CCTVs, adequate HVAC system, fire suppression

system etc.
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In addition, there are application software such as Package Software (e.g., Tally, Quich.Boohs),-

Small ERPs (e.g., Tally ERP, SAP, Business One, Focus ERP) and ERP applications for medium to

large enterprises (e.g., SAP ECC, Oracle Enterprise Business Suite).

%  AREAS OF USE OF COMPUTER IN AUDITING

The following are certain areas where the use of computer in auditing may be useful.

1. Preparation of detailed audit programming.

2. Preparation of audit planning, scheduling and assignment of available manpower to different -

assignments in hand.

3. Checking of validity, consistency and reasonableness of entries.

4, Reviewing the internal control of the system.

5. Retrieving requires key information from the files for making comparison with the set of

|-:':it_p|!r¢mq:' FERLL
i

standard information.

6. Doing arithmetical computations and checking the arithmetical computations.

7. Doing analytical review of the data by way of comparison, ratio analysis, trend analysis,

of reason- ableness and so on.

8. Selecting representatives for vouching, verification-debtors accounts may be planned to be

listed if they comply with certain predetermined criteria.

9. Preparation of flow- charts.

10. Preparation of audit reports, documenting working papers and writing other

etc.

<+ CONTROLS IN AN AUTOMATED ENVIRONMENT AND AUDITOR'’S ROLE

Authenticity and reliability of information in an automated environment largely depends on the

controls in place in such environment. Thus, auditing in an automated environment requires an

auditor to evaluate the same before applying the audit procedures. There are following types of

controls in an automated environment,

1. Application controls

Application controls are those controls (manual and computerized) that relate to the transaction

and standing data pertaining to a computer-based accounting system. Application controls need

be ascertained, recorded and evaluated by the auditor as part of the process of determining the
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of material misstatement in the audit client’s financial statements.

2. Input controls

Control activities designed to ensure that input is authorized, complete, accurate and timely are

referred to as input controls. The auditor needs to apply specific input validation checks to

evaluate the same.

a) Range checks: These ensure that information input is reasonable in line with expectations.

b) Compatibility checks: These ensure that data input from two or more fields is compatible. For

example, a sales invoice value should be compatible with the amount of sales tax charged on the

invoice.

¢) Validity checks: These ensure that the data input is valid.

d) Exception chechs: These ensure that an exception report is produced highlighting unusual

situations that have arisen following the input of a specific item.

e) Sequence checks: These facilitate completeness of processing by ensuring that documents

processed out of sequence are rejected.

§) Control totals: These also facilitate completeness of processing by ensuring that pre-input,

manually prepared control totals are compared to control totals input.

g) Check digit verification: This process uses algorithms to ensure that data input is accurate.

3. Processing controls

Processing controls exist to ensure that all data input is processed correctly and that data files

appropriately updated accurately in a timely manner. The processing controls for a specified

application program should be designed and then tested prior to ‘live’ running with real data.

4, Qutput controls

Output controls exist to ensure that all data is processed and that output is distributed only to

prescribed authorized users. While the degree of output controls will vary from one organization

another (dependent on the confidentiality of the information and size of the organization),

common controls comprise use of batch control totals, exception reports etc. The auditor must

ensure that output is kept confidential and auvailable to authorized users only.

5. Master file controls

The purpose of master file controls is to ensure the ongoing integrity of the standing data

contained in the master files. It is vitally important that stringent ‘security’ controls should be
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r must ensure that master file controls are effective and

exercised over all master files. The audito

adequate.

The above evaluation largely determines the auditor’s workload and scope of the audit work,

<  TESTING METHODS IN AN AUTOMATED ENVIRONMENT

An auditor applies four types of tests to identify the reliability of controls and associated risks.

These are inquiry, obseruation, inspection and reperformance. Though inquiry is the most

it must always be used with any of the three other methods to produce better results. Again,

reperformance, though the most eﬁ&tiue method, is time consuming and less efficient. Thus,

keeping in mind the risk assessment, internal controls in place, desired level of evidence required,

past history of errors and complexity of the business processes, the auditor

needs to decide the appropriate method of testing. Some of the common testing

in an automated environment include the following:

1. Obtain an understanding of the processing of an automated transaction by doing a

walkthrough of one end-to-end transaction using a combination of inquiry, observation and

inspection.

2, Observe how a transaction is recorded by a user in different scenarios.

3. Inspect the configuration of an application control.

For example, the auditor may perform a test check (negative testing) and observe the error

message displayed by the system or he may inspect the technical manual of systems and

applications.

Audit Trail

<  CONCEPT OF AUDIT TRAIL

Audit trail may be defined as the documents, records relating to transactions that enables an

auditor to trace the transactions from the source documents to the summarized total in

reports. It is an orderly, step-by- step record of transactions that serues as a proof of a

transaction’s history, right from recording to tracking all changes that may take place. For

example, a sequentiatly numbered sales invoice copies would normally be listed in a Register and

subsequently filed either in numerical or chronological order. Thus, it would be possible to trace

particular invoice from the daubook to the original file by reference to the number or date of the

invoice.
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| In an autornated environment accounting software provides the ideal example of audit tralls For -
example, when a transaction is entered in the software, the software will maintain a record of it.
Any further edits made to the details, such as a change in the name or amount will also be

by the software along with the user who made the changes and the time of change. Even if some
transactions were to be deleted, the software will track that as well and keep the record of

everything since the original entry was made.

+

2 STATUTORY REQUIREMENT FOR AUDIT TRAIL

According to Rule 3(1) of Companies (Accounts) Rules, 2014, as amended by Companies
Amendment Rules, 2021, for the financial year commencing on or after the 1st day of April, 2022,
every company which uses accounting software for maintaining its books of account, shall use
only such accounting software which has a feature of recording audit trail of each and every
transaction, creating an edit log of each change made in books of account along with the date
when such changes were made and ensuring that the audit trail cannot be disabled.

In simple words, the expectation is to maintain the edit log of every transition right from

to tracking the changes that may take place. '

< HOW DOES AN AUDIT LOG OPERATE?

An automatic record has automated logs, unlike a manual record that needs one to input the

The operations depend on the nature of IT infrastructure of the entitu. It uaries as per the

_systems, applications, and devices, ' o
Audit trails record every activity that occurs uuthm your sgstem It tahes detculs of when how |
by whom the activity was done. It also shows the response of your system to the activities that

took place.

Edit Log feature of software allows tracking the edits for masters and every transactions,

the date details and username when changes are made, generation of difference report etc. Thus,
through audit trail it is possible to identify unauthorized changes causing material

very easily.

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA | G2- AUDIT

L BRGNS 1 g

<  BENEFITS OF AUDIT TRAIL

A well-functioning audit trail offers the following benefits:

1. User Accountability: In an automated environment, a well-functioning audit trail system
records the activities of every user. This promotes appropriate user behavior because everyone is
held accountable for their doings. Thus, introduction of virus to the system or unauthorized
alteration of data can be prevented. Additionally, it helps to identify the intruders.

2. Promotes Organization’s Data Security: A well-functioning audit trail

sustem ensures data security as it protects data from unauthorized access and

fraudulent activities by staff and external parties.

3. Allows Reconstruction of Events: An excellent audit log system atlows organizations to
understand the operations of users, including cyber attackers. Data retrieual is also possible in

some cases.
&. Detection of System Interference and Errors: A functioning audit trails system indicates
upcoming system interference, failures, and errors. Such detections allow an organization to
respond accordingly to allow a smooth continuation of its operations.

' -;;_u;rgml" IS

% AUDITOR’S DUTY TO REPORT ON AUDIT TRAIL

According to Rule 11 of Companies (Audit and Auditors) Rules, 2014, as amended by Companies
(Audit and Auditors) Amendment Rules, 2021, an auditor needs to report whether the company,
respect of financial years commencing on or after the 1st April, 2022, has used such accounting
software for maintaining its books of account which has a feature of recording audit trail (edit
facility and the same has been operated throughout the year for all transactions recorded in the
software and the audit trail feature has not been tampered with and the audit trail has been
preserved by the company as per the statutory requirefnents for record retention.
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A. Multiple Choice Questions

1. Which of the following is not an audit risk?
A. Inherent Risk

B. Detection Risk

C. Control risk

D. Omission Risk

2. Permanent Audit File does not contain

A. A record of study and evaluation of internal control system
B. Significant audit observations of earlier years

C. Copies of management letters

D. Analysis of significant ratios and trends

3. Audit Procedures to obtain audit evidences include
A. Compliance Procedure

B. Substantive Procedure

C.BothofAandB

D. Neither Anor B

4, SA 530 stands for

A. Audit Documentation

B. Audit Sampling

C. Responsibility of joint Auditor |
D. Agreeing the terms of Audit Engagements

5. Which of the following is not a part of Temporary Audit file?

A. Correspondence relating to acceptance of annual reappointment,
B. Audit programme.

C. Extracts of minutes of board meetings

D. Legat and organisation structure of the company,.

6. SA 230 stands for

A. Quality control for an audit of Finoncial Statements
B. Agreeing the terms of Audit Engagements.

C. Audit Documentation '

D. Responsibility of Joint Auditor

TINTET
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7. Internal Audit is mandatory for every unlisted public company having paid up share capital of
A, * 100 crores during the preceding financial year
B. " 50 crores during the preceding financial year
C.* 500 crores during the preceding financial year
D. * 200 croves during the preceding financial year

8. Check list contains the instructions to be followed by the
A. Employer of the organisation

B. Employee of the organisation

C. Banker to the organisation

D. Audit staff engaged by the auditor of the organisation

9, SA 210 stands for

A, Audit Ptanning

B. Audit Working Papers

C. Agreeing the terms of Audit Engagements
D. Audit Documentation

10. Test checking requires application of
A. mathematical theory

B. sampling theory

C. geometry theory

D. stakeholder theory

B. State True or False -
1. There is no difference between statutory and external audit- FALSE

2. An lnuestlgatlon is done with the generally accepted audltmg procedure- FALSE

3. The primary objective of the audit is for detecting frauds and error in the boohs of accounts and fmancwl
records of the client’s business- FALSE

4, The concept of true or fair is a fundamental concept in auditing- FALSE

5. An audit engagement is the initial stage of an audit during which the auditor notifies the client thut he
has accepted the audit work- TRUE

6. An audit programme is a detailed plan of the auditing- TRUE

7. An Audit note book is a bound book in which a large variety of matters observed during the course of
audit are recorded- TRUE

8. Internal Auditing is a function distinct from authorisation and recording- TRUE

9. Internal auditor of a company cannot be its Cost Auditor- FALSE
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10. Risk based internal auditing (RBIA) is a methodology that links internal auditing to an organisation’s
overall risk management framework- TRUE

11. Auditing in depth refers to the procedure where a few selected transactions are meticulously examined
from their beginning to their conclusion- TRUE

12. Analytical procedure includes trend analysis- TRUE

C. Fill in the Blanks
1. Audit is derived from Latin word AUDIRE

2. Audit programme act as a CHECKLIST of audit procedures to be performed. .

3. The reliability of audit evidence depends on its source INTERNAL or EXTERNAL.

4. An audit report is the FINAL product of every audit.

5. Audit working papers are the record of the PLANNING and execution of the audit engagement.

LY :;I'-;.iEI.EwﬂFI.I'.I Ef s

6. Internal Audit is an Independent APPRAISAL activity.

7. Cut off procedures are generally applied to TRADING transactions.
8. The Internal Auditor is appointed by the DIRECTORS

9. IFC = IFC-FR + OPERATIONAL CONTROL + Anti-fraud Controls

10. This risk associated with sampling can broadly be divided into two categories — sampling and NON

SAMPLING RISK -
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« STATUTORY AUDIT, BRANCH AUDIT AND JOINT AUDIT, ROLE
OF AUDIT COMMITTEE

The term ‘statutory’ signifies anything regulated by laws of the state. Accordingly, an audit which

is conducted under any specific statute or Act may be called ‘statutory audit’

In a company form of erganization, the management is separated from ownership. Though

shareholders are the owners of company’s properties, they do not actively take part in the

management of the company; instead, the comp‘ang is managed by a group of managers who are

entrusted with the proper utilization of the resources procured by the company with the objective

of maximization of shareholders’ wealth. Therefore, in this context, the management'’s stewardship

must be properly vouched by an independent third party,. This is why, audit of the books of

accounts by a qualified and independent auditor has been made mandatory in every company.

mpanyAuthor’sEhgl _

QUALIFICATIONS OF A COMPANY AUDITOR

As per Section 141 of Companies Act, 2013, the following persons should be considered as qualified

for being a company auditor:

1. A person shall be eligible for appointment as an auditor of a company, only if he is a Chartered

Accountant [Section 141(1)].

2. A firm can also be appointed by its firm name to act as the auditor of a company if majority of

its partners practicing in India are qualified for appointment as company auditor [Section 141(1)].

3. Where a firm, including a limited liability partnership, is appointed as an auditor of a company,

only the partners who are Chartered Accountants shall be authorized to act and sign on behalf of

the firm [Section 141(2)].

Note: In this context, the meaning of the term ‘Chartered Accountant’ shall be interpreted based on

the provisions of The Chartered Accountants Act, 1949 as follows:

1.“Chartered Accountant” means a person who is a member of the Institute [Section 2].

2. A person is a member of the Institute if his name appears in the Register of the Institute

[Section 3].
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1. The following persons shall be entitled to have his name entered in the Register [Section 4]
a) any person who is a registered accountant or a holder of a restricted certificate at the

commencement of this Act.

b) any person who has passed such examination and completed such training as may be prescribed

for members of the Institute.

¢} any person who has passed the examination for the Government Diploma in Accountancy or an

examination recognized as equivalent thereto by the rules for the award of the Government

Diploma in Accountancy before the commencement of this Act and fulfils such conditions as

specified by the Central Government in this behalf.

d) any person who, at the commencement of this Act, is engaged in the practice of accountancy in

any State and fulfils such conditions as specified by the Central Government in this behalf.

any person who has passed such other examination and completed such other training without

india as is recognized by the Central Government or the Council as being equivalent to the

1 .'.r-;FﬁEu:;n; Ep

examination and training prescribed for members of the Institute.

e) any person domiciled in India, who at the commencement of this Act is studying for any

e

foreign examination and is at the same time undergoing training, whether within or without

~ India, have passed the examination or completes the training within five years after the

commencement of this Act.

In order to become the member of the Institute, the aforesaid persons must reside in India or must

be in practice in India. For any person outside India with all other requisite qualifications, the -

Central Government or the Institute may impose additional conditions. Moreover, any qualified

persons will have to formally apply for the membership to the Institute with requisite fees. His

name will be included in the Register only if the application is accepted.

DISQUALIFICATION OF A COMPANY AUDITOR
As per Section 141(3), read with Rule 10 of Company (Audit and Auditor) Rule 2014, the following

persons shall not be eligible for appointment as an auditor of a company:

1. a body corporate other than a limited tiability partnership registered under
the Limited Liability Partnership Act, 2008; |

2. an officer or employee of the company;

3. aperson who is a partner, or who is in the employment, of an officer or employee of the

company; .

%, a person who, or his relative or partner:
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a) is holding any security of or interest in the company or its subsidiary, or of its holding or

associate company or a subsidiary of such holding company, of face value not exceeding

one lakh;

b) is indebted to the companu, or its subsidiary, or its holding or associate company oy
Subsidiary of such holding company, in excess of rupees five lakh;

c) has given'a guarantee or provided any security in connection with the indebtedness of any

Third person to the companuy, or its subsidiary, or its holding or associate company or a

subsidiary of such holding company, in excess of rupees one lakh;
5. a person or a firm who, whether directly or indirectly, has business relationship with the

company, or its subsidiary, or its holding or associate company or subsidiary of such holding

company or associate company of such nature as may be prescribed;

.;_.l_:-;_-,-; ;"T!_lm wObL L

6. a person whose relative is a director or is in the employment of the company as a director or Rey

| managerial personnel;
7. a person who is in full time employment elsewhere or a person or a partner of a firm holding

appointment as its auditor, if such persons or partner is at the date of such appointment or

reappointment holding appointment as auditor of more than twenty companies;
8. a person who has been convicted by a court of an offence involuing fraud and a period of ten

years has not elapsed from the date of such conviction;
9. a person who, directly or indirectly, renders any service referred to in Section 144 to the company

or its holding company or its subsidiary company. _
Where a person appeinted as an auditor of a company incurs any of the disqualiﬁcations
mentioned in sub-section (3) after his appointment, he shall vacate his office as such auditor s
and such vacation shall be deemed to be a casual vacancy in the office of the auditor [Section 141(4)]
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A. In case of a company other than a Government Company §3

1. The first auditor of a company, other than a Government company, shall be appointed by the

Board of Directors within thirty days from the date of registration of the company.

2. In the case of failure of the Board to appoint such auditor, it shall inform the members of the

company, who shall appoint such auditor within ninety days at an extraordinary general meeting.

3. The auditor, so appointed, shall hold office till the conclusion of the first annual general

meeting.

B. In case of a Government Company f_‘z‘“

1. In the case of a Government company or any other company owned or controlted, directly or

indirecttu, by the Central Government, or by any State Government, or Gouernments, or partly by

the Central Government and partly by one or more State Governments, the first auditor shall be

appointed by the Comptroller and Auditor-General of India within sixty days from the date of

registration of the companu.

2. In case the Comptroller and Auditor-General of India does not appoint such auditor within the

aforesaid period, the Board of Directors of the company shall appoint such auditor within the next

thirty days.

3, Further, in the case of failure of the Board to appoint such auditor within the next thirty days, it

shall inform the members of the company who shall appoint such auditor within sixty days at an

extraordinary general meeting.

4, The auditor, so appointed, shatl hold office_till the conclusion of the first annual general

meeting.
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il. PROVISIONS RELATING TO APPCINTMENT OF SUBSEQUENT AUDITOR

A. In case of a company other than a Government Company [Section 139(1), read with
Rule 3 and 4 of Company (Audit and Auditors) Rule 2014]
1. Every company shall, at the first annual general meeting, appoint an individual or a firm as an

auditor who shall hold office from the conclusion of that meeting till the conclusion of its sixth

annual general meeting and thereafter tilt the conclusion of every sixth meeting.

2. Before such appointment is made, the written consent of the auditor to such appointment and a

certificate from him or it that the appointment, if made, shall be in accordance with the conditions -

as prescribed, shall be obtained from the auditor.

3. The certificate shall also indicate whether the auditor satisfies the criteria provided in Section
141 |

4. The company shall inform the auditor concemed of his or its appointment, and also file a notice

P P :“"T‘“;; ':r.li'!i!'iii W

of such appointment with the Registrar within fifteen days of the meeting in which the auditor is
appoirtted in Form ADT-1 [Rule 4(2)].

B. In case of a Government Company [Section 139(5)]

1. In the case of a Government company or any other company owned or controlled, directly or

indirectly, by the Central Government, or by any State Government or Gouernments, or partly by

the Central Government and partly by one or more State Governments, the Comptroller and

Auditor General of India shall, in respect of a financial year, appoint an auditor duly qualified to be

| dppointed as an auditor of companies under this Act, within a period of 180 days from the

commencement of the financial year.
2. The auditor, so appointed, shall hold office till the conclusion of the annual general meeting.

fil. APPOINTMENT IN CASE OF FILLING A CASUAL VACANCY [SECTION 139(8)]

A. In case of a company other than a company whose accotints are subject to audit by an auditor
appointed by the CAG _
1. Any casual vacancy will be fitled by the Board of Directors within thirty days.

2. If such casual vacancy is as a result of the resignation of an auditor, such appointment shall also

be approved by the company at a general meeting convened within three months of the

recommendation of the Board. ‘ -
3. The auditor, so appointed, shall hold the office till the conclusion of the next annual general
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meeting.

B. In case of a company whose accounts are sub]ect to audit by an audltor appointed by the CAG

1. Any casual vacancy will be filled by the Comptroller and Auditor-General of India within thirty

days.

2. In case the Comptroller and Auditor-General of india does not fill the vacancy within the

aforesuld period, the Board of Directors shall fill the uacuncg wlthm next thlrtg dags

Note Though not defmed clearlg, casua

As per Section 139(9), a retiring auditor may be re-oppointed at an annual general meeting, if:

1. He is not disqualified for re-appointment;

2, he has not given the company a notice in writing of his unwillingness to be re-appointed; and

3. a special resolution has not been passed at that meeting appointing some other auditor or

providing expressly that he shall not be re-appointed.

According to Section 139(10), where at any annual general meeting, no auditor is appointed or re-

“appointed, the existing auditor shalt continue to be the auditor of the company.

m ent':'of Auchtor =

Where a compcmg is requlred to constltute an Audlt Comrmttee under sectlon 177 all appomtments

including the filling.of a casual vacancy of an auditor under this section shall be made after

taking into account the recommendations of such committee,

As per Section 141(3)(g), a person or a partner of a firm shall not be eligible for appointment as the

auditor of a company if —
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. 'S:uch'pe'rsm is in full time employment elsewhere; or

O TR

2. Such person or partner is, at the date of such appointment or reappointment, holding

appointment as auditor of more than twenty companies, other than one person companies,

dormant companies, small companies and private companies having paid up capital less than 2100

crore.

Accordingly, the following points shall be kept in mind:

a) Every qualified chartered accountant whe is not in full time employment can be the auditor of a

maximum of twenty companies,

b) In case of a partnership firm, the limit will be twenty companies for each individual partner.

Hence, for a firm with three partners, the overall limit will be (20 x 3) = 60 companies.

¢) While computing the ceiling in case of a partnership firm, a partner with full time employment

elsewhere should not be taken into account.

d) If ony chartered accountant is a partner in a number of audit firms, then all the firms together

will be entitled to audit 20 companies with respect to such common partner.

. !|.:.55Erlvrl'n:i F AL

e) Similarly, if a chartered accountant is practicing individually and is also the partner in other firm

or firms, the overall ceiling with respect to him as individual and also the partner will be 20

companies.

f) While calculating the aboue ceiling, a joint audit assignment will be taken as one unit. Moreouer,

if an auditor is appointed to audit even a part of company’s accounts, it will be considered as one

unit.

~g) Every auditor, as an individual or as a partner of a firm can accept a maximum of 60 tax audit

assignments.

According to Section 140(2) of Companies Act, 2013 read with Rule 8 of Company {Audit and

' Auditoi‘s) Rule 2014, a company auditor resigning from his post must comply with the following

steps:

1. The auditor sholl file within a period of thirty days from the date of resignation, a statement in

the prescribed Form ADT-3 with the company and the Registrar, indicating the reasons and other:
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facts as may be relevant with regard to his.fesnat_ior'l.

2. In case of companies referred to in sub-section (5) of Section 139, i.e., Gout. Companies or any

other company owned or controlled, directly or indirectly, by the Central Government, or by any

State Government or Gouernments, or partly by the Central Gouernment and partly by one or more

State Governments, the auditor shall file such statement with the Comptroller and Auditor-General

of India.

If the auditor does not comply with the aboue prouision, he or it shall be punishable with fine of

fifty thousand rupees or the amount equal to the remuneration of the auditor, whichever is less,

and in case of continuing failure, with further penalty of five hundred rupees for each day after the

first during which such failure continues, subject to a maximum of two lakh rupees. [Section 140(3)]

The provisions for rotation of auditors shall be applicable to -

1. Every listed company excluding one person companies and small companies.

2. Every unlisted public company having paid up share capitat of rupees ten crore or more;

3, Every private limited company having paid up share capital of rupees fifty crore or more;

4, All other companies hauing public borrowings from financial institutions, banks or public

deposits of rupees fifty crore or more.

B. MAXIMUM TERM

1. No individual shall be appointed or reappointed as auditor for more than one term of five

consecutive years.

2. No audit firm shall be appointed or reappointed as auditor for more than two terms of five

consecutive years,

€. ADDIT ONDITIONS F TATION

1, An individual auditor or an audit firm who/which has completed his/its term shall not be eligible

for re-appointment as auditor in the same company for five years from the completion of such

term.

2, On the date of appointment, no audit firm having a common partner or partners to the other

audit firm, whose tenure has expired in a company immediately preceding the financial year, shall
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Béhppbirited as auditor of the same company for a period of five years:

3. Every company; existing on or before the commencement of this Act, which is required to

comply with provisions of Section 139(2), shall comply with requirements of this sub-section within
a period which not be later than the date of the first AGM of the company held within the period
specified in Section 96(1), after 3 years from the date of commencement of Companies Act.

4. The aboue provisions shall not prejudice the right of the company to remove an auditor or the

right of the auditor to resign from such office of the company.

D. ROTATION OF PARTNERS IN THE AUDIT FIRM

According to Section 139(3), the members of a company may resolve to provide that -
1. in the audit firm appointed by it, the auditing partner and his team shall be rotated at such

intervals as may be resolved by members; or

2. the audit shall be conducted by more than one auditor.

rTqmu R
' ]
il ..
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E. MAKNKER OF ROTATION CF AUDITORS BY THE COMPANIES ERPIRY OF THEIR TERM
As per Section 139(4), the Central Government may, by rules, prescribe the manner in which the
companies shall rotate their auditors in pursuance of Section 139(2). Accordingly, the Central

Government has prescribed the following provisions under Rule 6 of the Company (Audit and
Auditor) Rules 2014.
1. Where a company is required to constitute an Audit Committee u/s 177 of the Act, the Audit

Committee shall recommend to the Board, the name of an individual auditor or of an audit firm

who may replace the incumbent auditor on expiry of the term of such incumbent.
2. Where a company is not required to constitute an Audit Committee u/s 177 of the Act, the Board

shall consider the matter of rotation of auditors and make its recommendation for appointment of

the next auditor by the members in annual general meeting.

Note: For the purpose of the rotation of auditors - _
1. the period for which the individual or the firm has held office as auditor prior to the

commencement of the Act shall be taken into account for calculating the period of five consecutive

years or ten consecutive years, as the case may be;
2, the incoming auditor or audit firm shall not be eligible if such auditor or audit firm is associated

with the outgoing auditor or audit firm under the same network of audit firms.

The term “same network” shall include the firms operating or functioning, hitherto or in future,

under the same brand name, trade name or common control.
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Note: For the purpose of rotation,
1. a break in the term for a continuous period of five years shall be considered as fulfilling the

requirement of rotation;
2. if a partner, who is in charge of an audit fifm and also certifies the financial statements of the

company, retires from the said firm and joins another firm of chartered accountants, such other

firm shall also be ineligible to be appointed for a period of five years.

Section 142 of Companies Act, 2013 contains the statutory provisions in relation to remuneration of

auditors are contained in. These are as follows:
1. The remuneration of the auditor of a company shall be fixed in its general meeting or in such
manner as may be determined therein. The Board may, however, fix remuneration of the first

rl:l!-:s ETN [
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auditor appointed by it.
2. The aboue remuneration shall be in addition to the fee payable to an auditor and shall inctude

the expenses, if any, incurred by the auditor in connection with the audit of the company and any

Removal of e
Auditor ~ .
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A. REMOVAL OF THE AUDITOR BEFORE EXPIRY OF HiS TERM |

The auditor appointed under Section 139 may be remoued from his office before the expiry of his
term, subject to the fulfilment of the following conditions under Section 140 (1) read with Rule 7 of
CAAR 2014:

1. An application to the Central Government for removal of the auditor shall be made in Form

ADT-2. The application shall be accompanied with fees as provided for this purpose under the

Companies (Registration Offices and Fees) Rules, 2014.
2. The application shall be made to the Central Gouernment within thirty days of the resolution

passed by the Board.
3. The company shall held the general meeting within sixty days of receipt of approval of the

Central Government for passing the special resolution for remoual of the said auditor.

4. The auditor concerned shall be given a reasonable opportunitg of being heard.

an_w_ IEETT arTIE
1 | .

B. REMOVAIL OF THE AUDITOR BY THE TRIBUNAL

As per Section 140(5), an auditor can be removed from his office by the Tribunal in the following

'il-'-'iffllr

manner:

1. The Tribunal either suo motu or on an application made to it by the Central Government or by

any person concerned, may, by order, direct the company to change its auditor, if it is satisfied that
the auditor has, whether directly or indirectly, acted in a fraudulent manner or abetted or colluded

in any fraud bu, or in relation to, the company or its directors or officers.

2. If the application is made by the Central Government and the Tribunal is satisfied that any

change of the auditor is required, it shall within fifteen days of receipt of such application, make

an order to the remoual of the auditor from his office.

3. The Central Government may appoint another auditor in his place.

4. An auditor, whether individual or firm, against whom final order has been passed by the

Tribunal under this Section shall not be eligible to be appointed as an auditor of any company for a

period of five years from the date of passing of the order and the auditor shall also be liable for

action under Section 447,

Mote: For this purpose, the word ‘auditor’ shall include a firm of auditors.

Moreover, in case of a firm, the liability shall be of the firm and that of every partner or partners

who acted in a fraudulent manner or abetted or colluded in any fraud by, or in relation to, the

company or its directors or officers.
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Effective discharge of duties on the part of the auditor requires certain rights and power which are

company auditor:

1. Inspect Books of Accounts and Vouchers: Every auditor of a company shall have the right of
access, at all times, to the books of account and vouchers of the companu, whether kept at the
registered office of the company or at any other pla'ce. In addition, auditor of a holding company
shall also haue the right of access to the records of all its subsidiaries and associate companies in
so far as it relates to the consolidation of its financial statements with that of its subsidiaries
[Section 143(1)]. ;
2. Obtain Information and Explanations: The auditor shall be entitled to require from the officers ;

of the company such information and explanation as he may consider necessary for the

performance of his duties as the auditor [Section 143(1)].
3. Inspect Branch Offices and Branch Accounts: The company auditor is also entitled to inspect
the accounts of any branch office in case he considers it necessary in order to discharge his duties

as the company auditor. He can do so, even if a separate auditor has already been appointed to
audit the branch accounts [Section 143(8)].
&, Receive the Report of Branch Audit from the Branch Auditor: In case a separate auditor has

been appointed to audit the branch accounts, the company auditor has the right to receive the

branch audit report from the branch auditor so appointed and use it to prepare the overall audit
report [Section 143(8)]. '

5. Sign the Audit Report and Other Documents: The company auditor also has the right to

sign the auditor’s report or sign or certify any other document of the company in accordance

with the provisions of sub-section of Section 141 [Section 145].
6. Have Audit-Report Read at the AGM: The company auditor has the right to have the report
read before the company in the General Meeting (especially in case the qualifications, observations

or comments on financial transactions or matters, mentioned in the auditor’s report, have any

adverse effect on the functioning of the company) and the same shall be open to inspection by any

member of the company [Section 145].
7. Receive Notices and Attend General Meetings: The company auditor is entitled to receive all

notices of, and other communications relating to, any general meeting and to attend such meetings '
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either by himself or through his authorized representative, who shall also be qualified to bean
auditor. The auditor shall also have the right to be heard at such meeting on any part of the

business which concerns him as the auditor [Section 146].

8. Attend the Meeting of the Audit Committee: The auditors of a company shall have a right to
attend the meetings of the Audit Committee and to be heard in the meetings when the Committee
considers the auditor’s réport, but shatl not have the right to vote [Section 177(7)].

9. Right to be Indemnified: The auditor of a company shall also have the right to be indemnified

jor any expenses incurred by him in defending himself in case the judgement in any law suit

(whether civil or criminal) against the company goes in favor of the auditor.

The aboue rights of a company auditor are protected by law and no clause of the Articles of

Association of a company or resolution adopted in any meeting can supersede them.

A D utics of the Company £
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The Companies Act, 2013 provides a comprehensive list of duties of a company auditor. These are

enumerated below:
1. BUTY UIRE:
As per Section 143(1), it is the duty of the auditor to inquire into the following matters:

1. whether loans and advances made by the company on the basis of security have been properly

secured and whether the terms on which they have been made are prejudicial to the interests of the

company or its members;

2. whether transactions of the company which are represented merely by book entries are

prejudicial to the interests of the company;

3. In case of a company other than an investment company or a banking company, whether so

much of the assets of the company as consist of shares, debentures and other securities have been

sold at a price less than that at which they were purchased by the company;

4, whether loans and advances made by the company have been shown as deposits;

6. where it is stated in the books and documents of the company that any shares have been

allotted for cash, whether cash has actually been received in respect of such altotment, and if no

cash has actually been so received, whether the position as stated in the account books and the

balance sheet is correct, regular and not misleading.
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As per Section 143(2), the auditor shall make a report to the members of the company on the

accounts exarined by him and on every financial statements which are required by or under this

Act after taking into account the provisions of this Act, the accounting and auditing standards etc.

Additionally, he has also to report whether in his opinion and according to the best of his

information and knowledge, the said accounts, financial statements give a true and fair view of

the state of the company’s affairs as at the end of its financial year and profit or loss and cash flow

for the year.

1. Whether he has sought and obtained all the information and explanations which to the best of

his knowledge and belief were necessary for the purpose of his audit and if not, the details thereof

and the effect of such information on the financial statements.

2. Whether, in his opinion, proper books of account as required by the law have

been kept by the company and proper returns adequate for the purposes of his audit have been

received from branches not visited by him.

3. Whether the report on the accounts of any branch office of the company audited by a person

other than the company’s auditor has been sent to him and the manner in which he has dealt with

it in preparing his report.

agreement with the books of account and returns.

5, Whether, in his opinion, the financial statements comply with the accounting standards.

6. The obseruations or comments of the auditors on financial transactions or matters which have

any aduerse effect on the flincti'oning of the companu.

7. Whether any director is disqualified from being appointed as a director under subsection (2) of

Section 164.

8. Any qualification, reservation or adverse remark relating to the maintenance of accounts and

other matters con_nected therewith.

9. Whether the company has adequate internal financial controts with reference to financial

statements in place and the operating effectiveness of such controls.
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10. The auditor’s report shall also include his views and comments on the following matters,

namely:

a) whether the company has disclosed the impact, if any, of pending litigations on its financial

position in its financial statement;

b) whether the company has made prouision, as required under any taw or accounting standards,

for material foreseeable losses, if any, on long term contracts including derivative contracts;

¢} whether there has been any delay in transferring amounts, required to be transferred, to the

Investor Education and Protection Fund by the company;

d) i whether the management has represented that, to the best of its knowledge and belief, other

than as disclosed in the notes to the accounts, no funds have been advanced or loaned or

Invested (either from borrowed funds or share premium or any other sources or kind of

funds) by the company to or in any other person(s) or entity(ies), including foreign entities

(“Intermediaries”), with the understanding, whether recorded in writing or otherwise,

that the Intermediary shall, whether, directly or indirectly lend or invest in other

persons or entities identified in any manner whatsoever by or on behalf of the company

(“Ultimate Beneficiaries”) or provide any guarantee, security or the like on behalf of the

Ultimate Beneficiaries.

it. whether the management has represented, that, to the best of it’s hnowledge and belief,

Other than as disclosed in the notes to the accounts, no funds have been received by the cm

company froany person(s} or entity(ies), including foreign entities (“Funding Parties”), with the

understanding, whether recorded in writing or otherwise, that the company shall, whether,

directly or indirectly, lend or invest in other persons or entities identified in any manner

whatsoever by or on behalf of the Funding Party (“Ultimate Beneficiaries”) or provide any

guarantee, security or the like on behalf of the Ultimate Beneficiaries; and

iil. based on such audit procedures that the auditor has considered reasonable and appropriate

the circumstances, nothing has come to their notice that has caused them to believe that the

representations under sub-clause (1) and (2) contain any material mis-statement,

e) whether the dividend declared or paid during the year by the company is in complionce with

section 123 of the Companies Act, 2013.

f) whether the company, in respect of financial years commencing on or after the 1st April, 2022,

has used such accounting software for maintaining its books of account which has a feature of

recording audit trail (edit log) facility and the same has been operated throughout the year for
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| sains recorded in the so‘ftw_re and the audit trail feture has not been tampe :

the audit trail has been preserved by the company as per the statutory requirements for record

retention.

4. BUTY TO PROVIDE REASONS FOR ANY NEGATIVE REMARI CALIFICAF!

According to Section 143(4), where any of the above-mentioned matters required to be included in

the audit report is answered in the negative or with a qualification, the report shall state the

reasons therefor.

5. DUTY T2 COMPLY WITH THE DIRECTIONS OF CAG

As per section 143(5), in the case of a Government company or any other company owned or

controlled, directly or indirectly, by the Central Government, or by any State Government or

Governments, or partly by the Central Government and partly by one or more State Governments,

the auditor shall, in his report, include-

1. The directions, if any, issued by the Comptrotler and Auditor-General of india regarding the

manner of audit of accounts; and

2. The action taken on such directions and its impact on the accounts and financial statement of

the company.

6. BUTY TO COMPLY WITH AUDITING STANDARDS

Section 143(9) provides that it is the duty of every company auditor to comply with the applicable

auditing standards in conduct of his audit.

7. BUTY TO REPORT ANY FRAUD TO THE CENTRAL GOVERNMENT

According to Section 143(12) read with Rule 13 of the Company (Audit and Auditors) Rules 2014 -

1. If an auditor of 6 company, in the course of the performance of his duties as statutory auditor,

has reason to believe that an offence of fraud, which involues or is expected to involue individually

an amount of rupees one crore or aboue, is being or has been committed against the company by

its officers or employees, the auditor shall report the matter to the Central Government.

2. The auditor shall report the matter to the Central Government as under:

a) the auditor shall report the matter to the Board or the Audit Committee, as the case may be,

immediately but not later than two days of his knowledge of the fraud, seeking their reply or

obseruations within forty-five days;
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'b') on receipt of such reply or observations, the auditor shall forward his report and the reply or
observations of the Board or the Audit Committee along with his comments (on such reply or
observations of the Board or the Audit Committee) to the Central Government within fifteen

days from the date of receipt of such reply or observations;

¢} in case the auditor fails to get any reply or obseruations from the Board or the Audit Committee
within the stipulated period of forty-five days, he shall forward his report to the
Central Government along with a note containing the details of his report that
was earlier forwarded to the Board or the Audit Committee for which he has not received any

reply or observations;
d} the report shall be sent to the Secretary, Ministry of Corporate Affairs in a sealed cover by
Registered Post with Acknowledgement Due or by Speed Post followed by an e-mail in

confirmation of the same;
e} the report shall be on the letter-head of the auditor containing postal address, e-mail address

and contact telephone number or mobile number and be signed by the auditor with his seal and

i :I??!ZTil'Tﬂ‘li'.sll:}ll".i:':' P

shall indicate his Membership Number; and

f) The report shall be in the form of a statement as specified in Form ADT-4.
3. In case of a fraud involuing lesser than the amount specified in sub-rule (1), the auditor shall
report the matter to Audit Committee constituted under Section 177 or to the Board immediately
but not later than two days of his knowledge of the fraud and he shall report the matter specifying

the following:

a) Nature of Fraud with description;

b) Approximate amount involved; and

¢} Parties involued.

The provisions of this section regarding the duties of an auditor also apply to the cost accountant

conducting cost audit under Section 148 and the company secretary in practice conducting
secretarial audit under Section 204 [Section 143(14)].

8. DUTY TO PAY PENALTY
As per Section 143 (15), if any auditor, cost accountant or company secretary in practice fails to

comply with the provisions of sub-section (12) of Section 143, he will be liable -

1. in case of a listed company, to pay a penalty of five lakh rupees; and

2. in case of any other company, to pay a penalty of one lakh rupees.
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9. DUTY TO MAKE COMMENTS SOUGHT BY fHE AUDIT COMMITTEE ON CERTAIN MATTERS

According to Section 177(5), it is the duty of the company auditor to offer

comments on internal control systems, the scope of audit, including the

observations of the auditors and review of financial statement, if asked by the

Audit Committee.

10. OTHER DUTIES UNDER COMPARKIES ACT, 2013

In addition to the aboue, the auditor shall have the following duties under the Companies Act, 2013

1.To report on the accounts of the company which will be included in the prospectus of the

company while issuing new shares [Section 26].

2. To sign on the audit report [Section 145].

The duties of a company auditor have been specified in various prouisions of the Act. Accordingly, if

a company auditor fails to discharge his specified duties, he will be legally held liable. Moreover,

there are a number of occasions where an auditor may be held liable to his appointing authority,

the Gouernment or any other persons,

The liabilities of an auditor may be discussed as follows:

STATUTORY LIABILITIES

I. UNDER COMPANIES ACT, 2013

A, Ciel Liabliities: The civil liabilities as per Companies Act, 2013 are stated below:

1. For Misstatement in the Prospectus: As per Section 35, where a person has subscribed for

securities of a company acting on any statement included in the prospectus, or on the inctusion or

omission of any matter in the prospectus which is misteading and thereby has sustained any loss or

damage and where the auditor as an expert has either made such statement or has given written

consent to the issue of the prospectus, he shalt be held liabte.

2. Liability for Misfeasance: Misfeasance implies breach of trust or negligence in the performance

of duties. As per Section 340, a company auditor may be charged with misfeasance only at the time

of liquidation of the companu, if it is found that he -

a) has misapplied, or retained, or become liable or accountable for, any money or property of the

~ company; or

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43

i :|.'::'rs'i_||11q|m AR R




T

CA AKASH AGARWAL PROF. NIKITA OSWAL CMA 1 G2- AUDIT

g

b) has been guilty of any misfeasance or breu.ch of trust in relation to the companuy.

&. {risslral Liabitity: The criminal liabilities of an auditor under the Companies

Act, 2013 are as follows:

1. Criminol Liability for Misstatement in the Prospectus: As per Section 34, where the auditor has
authorized the issue of any prospectus which includes any statement which is untrue or misleading

or where the prospectus has included or omitted any matter which may mislead, the auditor shall
be held liable under Section 447. |
Accordingly (i.e., as per Section 447), for any fraud, invelving an amount of at least ten lakh

rupees or one per cent of the turmover of the company, whichever is lower, the auditor shall be

punishable with imprisonment for a term which shall not be less than six months but which may

extend to ten years and shall also be liable to fine which shall not be less than the amount
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thvolued in the fraud, but which may extend to three times the amount involued in the fraud.

Moreover, where the fraud in question involues public interest, the term of imprisonment shall not

be less than three years.

However, where the fraud involues an amount less than ten lakh rupees or one per cent of the

turnover of the company, whichever is lower, and does not involue public interest, any person

guilty of such fraud shall be punishable with imprisonment for a term which may extend to five

years or with fine which may extend to fifty lakh rupees or with both.

2. Punishment for Non-complionce with Sections 139, 144 and 145 of the Act: As per Section 147 -
a) If an auditor contravenes the provisions of Section 139, 144 or 145, he shall be punishable with
fine which shall not be less than 225,000 but which may extend to 25,00,000 or four times the

remuneration of the auditor, whichever is less.

b) If an auditor has contravened the above prouisions knowingly or willfully with the intention to

deceive the company or its shareholders or creditors or tax authorities, he shall be punishable with

imprisonment for.a term which may extend to 1 year and with fine which shall not be less than
250,000 but which may extend to 325,00,000 or eight times the remuneration of the auditor,

whichever is less.
¢) Convicted auditor shall be liable to rgfund the remuneration received by him from the company

and pay for damages to the company, statutory bodies or authorities or to members or creditors

of the company for loss arising out of incorrect or misleading statements of particulars made r

in his audit report.
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d) In case where the audit of a company is being conducted by an audit firm, if it is proved that the

partner or partners of the audit firm has or have acted in a fraudulent manner or abetted or

colluded in any fraud by, or in relation to, the company or its directors or officers, the partner or

partners concerned of the audit firm as well as the firm itself shall be liable for fine jointly and

severally. However, for criminal liability other than fine, only the partner or partners will be liable.

3. Punishment for Refusal or Failure to Produce Documents: As per Section 217, if any auditor fails

without reasonable cause or refuses to produce to an inspector or any person authorized by him in

this behalf any book or paper, to furnish any information, to appear before the inspector

persenally when required, to answer any question which is put to him by the inspector, or to sign

the notes of any examination referred to in sub-section (7) of Section 217, he shall be punishable

with imprisonment for a term which may extend to six months and with fine ranging from twenty-

five thousand rupees to one lakh rupees, and also with a further fine which may extend to two

thousand rupees for every day after the first during which the failure or refusal continues.

4. Fraud in Relation to a Compoany in Winding-up: As per Section 336, if any auditor is engaged in

any fraudulent activities in retation to any company in winding up, he shall be punishable with

imprisonment for a term which shall not be less than three years but which may extend to five

years and with fine which shall not be less than one lakh rupees but which may extend to three

lakh rupees.

5, Punishment for False Statement: As per Section 448, if any auditor deliberately makes any faise

statement in any return, report, certificate, financial statement, prospectus, statement or other

document required by the act or deliberately omits any material fact, he shall be liable under

Section 447 and shall be subject to the punishment as stated earlier in point (a).

6. Punishment for False Evidence: As per Section 449, if the auditor intentionally gives false

evidence upon any examination on oath or solemn offirmation or in any affidavit, deposition or

solemn affirmation, in or about the winding up of any company or about any

matter under this Act, he shall be punishable with imprisonment for a term

which shall not be less than three years but which may extend to seven years

and with fine which may extend to ten lakh rupees.
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| 1L UNDER OTHER ACTS

1. Liabilities under Income Tax Act, 1961: As per Section 278 of the Act, if any auditor abets or

induces in any manner another person to make and deliver an account, statement or declaration

relating to any income chargeable to tax which is false and which the auditor either knows or does

not believe to be true, the auditor shall be punished.

2. Liabilities under Chartered Accountants Act, 1949: Schedule | and Il of the Act contains a list of

instances where a Chartered Accountant shall be held guilty of professional misconduct under

Section 22 of the Act.

3. Liabilities under Life Insurance Act, 1956: As per Section 104 of the Act, if an auditor makes any

false statement in any return, report or other such forms to be issued under this Act, he shall be

sentenced to imprisonment or fine or both.

4, Liabilities under Banking Regulation Act, 1949: As per Section 46 of the Act, if an auditor in any

return, balance sheet, or other document willfully makes a statement, which is false in any

material particulars, knowing it to be false, or willfully omits to make a material statement, he

shall be held liable.

CONTRACTUAL LIABILITIES

The scope of any audit work is determined by the written contract entered into between the auditor

and the client. Thus, if any of the terms of the said contract is contravened, the auditor may be

held liable under the Indian Contract Act, 1872.

In case of absence of any written contract between the auditor and the appointing authority, the

auditor is expected to conduct complete audit. Hence, if in such a circumstance, he conducts only

partiat audit and any error or fraud is discovered later on, he shall be held liable.

Moreover, an auditor shall also be held liable if he discloses any secret information of the client to

any third party. In the case Wilde and Others us. Cape and Dalgleish (1897) also,

it was held that if the client suffers any loss due to the auditor not complying

with the contract, the auditor will have to compensate the client for such loss.
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Section 128(1) of the Companies Act, 2013 prouides that every company shall prepare and keep at

its registered office books of account and other relevant books and papers and financial statements

for every financial year which give a true and fair view of the state of the affairs of the companu,

including that of its branch office or offices, if any, and explain the transactions effected both at

the registered office and its branches and such books shall be kept on accrual basis and according

to the double entry system of accounting.

The Board of Directors may, however, decide to keep all or any of the aforesaid books of account

and other relevant papers at such other place in India. In such circumstances, the company shall,

within seven days thereof, file with the Registrar a notice in writing giving the full address of that

other place.

Section 128(2) further specifies that, where a company has a branch office in India or outside India,

it shall be deemed to have complied with the prouisions of Section 128(1), if proper books of

account relating to the transactions effected at the branch office are kept at that office and proper

summarized returns periodicatly are sent by the branch office to the company at its registered

office or the other place as decided.

Hence, given the provisions of Section 128(1) and 128(2), there arises the scope of audltlng the

records of transactions effected at branch office(s) in India or outside India, whether such records

are kept at the registered office, branch office or any other place.

Accordingly, Section 143(8) of the Companies Act, 2013, read with Rule 12 of CAAR 2014, states the

following provisions relating to the accounts of a branch office of a companuy:

1. Where a company has a branch office, the accounts of that office shall be audited either by the

auditor appointed for the company (herein referred to as the company’s auditor) under this Act or

by any other person qualified for appointment as an auditor of the company under this Act and

appointed as such under Section 139.

2. Where the branch office is situated in a country outside India, the accounts of the branch office

shall be audited either by the company’s auditor or by an accountant or by any other person

duly qualified to act as an auditor of the accounts of the branch office in accordance with the taws

of that country.

3. The duties and powers of the company's auditor with reference to the audit of the branch and

the branch auditor, if any, shall be as contained in sub-sections (1) to (&) of Section 143.
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4, Similarly, if the branch auditor is appointed S_eparatelg, the duties and powers of the branch

auditor shall be as same as applicable to the company auditor under sub-sections (1) to (4) of

Section 143,

5. The branch auditor shall submit his report to the company’s auditor.

6. Provisions of sub-section (12) of Section 143 regarding reporting of fraud by the auditor shall

also extend to the branch auditor to the extent it relates to the concerned branch.

Joint audit refers to the process of conducting the audit of a single organization by more than one

auditor. Large Companies with diversified business operations often resort to this process of

auditing where they employ multiple auditors to conduct statutory audit. The basic aim in appluing

joint audit is to pull the resources of multiple auditors to conduct audit efficiently and within lesser

amount of time

. Benefits of doint Audit

The benefits of joint audit are as follows:

1. Joint audit reduces the workload of a single auditor.

2. Since different auditors may be engaged to handle different parts of accounts, timely completion

of work is possible even in a large organization,

3. The auditors may share their expertise and solve critical problems in the process.

4, Joint audit improves the quality of audit work to a great extent.

5. There may be healthy competition among the auditors uwhich improues the

quality and speed of the audit work,

6. Under joint audit, it is possible to get the benefit of extensive knowledge of different auditors at

the same time,
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The limitations of joint audit are enumerated below:

1. Established auditors may have a superiority complex over the less experienced one.

2. It is not suitable for a small entity due to substantial cost burden.

3. At times, lack of coordination among the auditors may slow down the speed of work.

4, There may be uncertainty about the liability of any work.

5. Areas of common concern may be neglected.

6. The auditors have to share the fees

SA 299, Responsibility of Joint Auditor, has prescribed the following guidelines with respect to joint

audit:

A. DIVISION RK:

1. Where joint auditors are appointed, they should, by mutual discussion, divide the audit work

among themselves. The division of work would usually be in terms of audit of identifiable units or

specified areas. In some cases, due to the nature of the business of the entity under audit, such a

division of work may not be possible.

2. In such situations, the division of work may be with reference to items of assets or liabilities or

income or expenditure or with reference to periods of time.

3. Certain areas of work, owing to their importance or owing to the nature of the work involved,

would often not be divided and would be covered by all the joint auditors.

4. The division of work among joint auditors as well as the areas of work to be covered by all of

them should be adequately documented and preferably communicated to the entity.

B, CO-ORDINATION

Where, in the course of his work, a joint auditor comes across matters which are relevant to the

areas of responsibility of other joint auditors and which deserve their attention, or which require

disclosure or require discussion with, or application of judgement bu, other joint auditors, he should

communicate the same to all the other joint auditors in writing. This should be done by the

submission of a report or note prior to the finalization of the audit.
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C. RELATIONSHIP AMONG JOINT AUDITORS AND THEIR RESPONSIBILITY

In respect of audit work divided among the joint auditors, each joint auditor is responsible only for
the work allocated to him, whether or not he has prepared a separate report on the work
performed by him. On the other hand, all the joint auditors are jointly and severally responsible

1. in respect of the audit work which is not divided among the joint auditors and is carried out by

all of them;

2. in respect of decisions taken by all the joint auditors concerning the nature, timing or extent of

the audit procedures to be performed by any of the joint auditors. It mau, however, be clarified

that all the joint auditors are responsible only in respect of the appropriateness of the decisions

concerning the nature, timing or extent of the audit procedures agreed upon among them; proper

execution of these audit procedures is the separate and specific responsibility of the joint auditor

concerned; _
3. inrespect of matters which are brought to the notice of the joint auditors by any one of them
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and on which there is an agreement among the joint auditors;
4, for examining that the financial statements of the entity comply with the disclosure

requirements of the retevant statute; and
5. for ensuring that the audit report complies with the requirements of the relevant statute.
If any matters of the nature referred ta in (B) abouve are brought to the attention of the entity or

other joint auditors

D. DEPENDENCE ON OTHER AUDITORS

Each joint auditor is entitled to assume that the other joint auditors have carried out their part of

the audit work in accordance with the generally accepted audit procedures. It is

not necessary for a joint auditor to review the work performed by other joint _
auditors or perform any tests in order to ascertain whether the work has actually been performed .
in such a manner. Each joint auditor is entitled to rely upon the other joint auditors for bringing to

his notice any departure from generally accepted accounting principles or any material error

noticed in the course of the audit.
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E. REPORTING RESPONSIBILITIES

Normally, the joint auditors are able to arrive at an agreed report. Howeuer, where the joint

auditors are in disagreement with regard to any matters.to be covered by the report, each one of

them should express his own opinion through a separate report. A joint auditor is not bound by the

views of the majority of the joint auditors regarding matters to be covered in the report and should

express his opinion in a separate report in case of a disagreement.
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Regulators across the world have suggested strict corporate governance codes to minimize

corporate frauds by management, Since, an independent audit report may, to a great extent,

reveal the existence of frauds in corporate accounts, ensuring independence of audit can

significantly help in enhancing fair conduct or good governance. Thus, governance codes have been

designed to incorporate a number of regulations to ensure auditor’s independence, elimination of

the scope of any conflict of interest on the part of the auditor as consultant, review of auditor’s

performance etc. by establishing a separate committee known as Audit Committee. : )

The concept of audit committee is not new in India. Clause 49 of the Listing Agreement as issued by

SEBI had specified such a requirement long ago. However, such a requirement was limited to only

listed companies and not for all others. The new Companies Act 2013 has broadened the scope

further by bringing it in the purview of the Act.

AUDIT COMMITTIEE: As per Section 177(1) read with Companies (Meetings of

Board and its Powers) Rules, 2014, the Board of directors of every listed company and the following

classes of companies shall constitute an Audit Committee of the Board-

1. all public companies with a paid-up capital of ten crore rupees or more;

2. all public companies hauving tumover of one hundred crore rupees or more;
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3. all public companies, having in aggregate, outstanding loans or borrowings or debentures or

deposits exceeding fifty crore rupees or more.

B. COMPOSITION: The Audit Committee shall consist of a minimum of three directors with
independent directors forming a majority: Moreover, majority of members of Audit Committee

including its Chairperson shall be persons with ability to read and understand, the financial
statement. [Section 177(2)]

€. BROAD FUNCTIONS OF AUDIT COMMITTEE: As per Section 177(4) of the Act, The Board shall

In writing, the terms of reference for the Audit Committee which shall, inter alia, include —

1. the recommendation for appointment, remuneration and terms of appointment of auditors of the

company; review and monitor the auditor’s independence and performance, and effectiveness of

audit process;

2. examination of the financial statement and the auditors’ report thereon;

3. approual or any subsequent modification of transactions of the company with related parties:

4. scrutiny of inter-corporate loans and investments;

5. valuation of undertakings or assets of the company, wherever it is necessary;

6. evaluation of internal financial controls and risk management systems;

7. monitoring the end use of funds raised through public offers and related matters.

D. POWER OF AURIT COMMITTEE :

1. Comimiitee moy ash for Auditor’s Comment: The Audit Committee may call for the comments of

the auditors about internal control systems, the scope of audit, the obseruations of the auditors

and review of financial statement before their submission to the Board. The

Committee may also discuss any related issues with the internal and statutory

auditors and the management of the company. [Section 177(5)]

1.1

rrigstigation: The Audit Committee shall have authority to investigate into any matter in

relation to the items specified in Section 177(4) or referred to it by the Board. For this purpose, the

Committee shall have power to obtain professional advice from external sources and have full

access to information contained in the records of the company. [Section 177(6)]

3 Board’s Repovt and Audit Covmmittee: The Board's report under sub-section (3) of section 134

shall disclose the composition of an Audit Committee and where the Board had not accepted any

recommendation of the Audit Committee, the same shall be disclosed in such report along with the '
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reasons therefor. [Section 177(8)]

2. vehistic Bisusing Policy: Every listed company and company accepting public deposits or

borrowing in excess of fifty crore rupees from banks and financial institutions shall establish a vigil

mechanism for directors and employees to report genuine concerns in such manner as may be

prescribed. [Section 177(9)]

5. Sofagueids ngalnst Vielulotor: The vigil mechanism under sub-section (9) shall provide for

¥

adequate safeguards against victimization of persons who use such mechanism and make provision

for direct access to the chairperson of the Audit Committee in appropriate or exceptional cases. The

company shall disclose establishment of such mechanism on its website, if any, and in the Board’s

report. [Section 177(10)]
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. COST AUDIT

. Concept and Definition of Cost Audit

In a competitive business world, decisions on pricing policy, product or service mix, utilization

of idle capacity etc. often requires dependable cost data. Hence, an independent and critical

appraisal of the cost records and cost accounts is imperative. Cost audit is the independent and

critical examination of the cost data to authenticate the results relating to ascertainment of

cost and adherence to the auvailable regulatory guidelines.

According to the Institute of Cost and Management Accountants of England, cost audit

represents the verification of cost accounts and a check on the adherence to cost accounting

plan. Cost audit, therefore, comprises:

-'-’nlmrn!mi: LR T o e

1. Verification of cost accounting records such as the accuracy of the cost accounts, cost reports,

cost statement, cost data and costing techniques, and

2. Examination of these records to ensure that they adhere to the cost accounting principles,

plans, procedures and objectives.

According to The Institute of Cost Accountants of India, cost audit is an independent

examination of cost and other related information in respect of a product or group of products

of an entity whether profit oriented or not, irrespective of its size or legal form, when such an

examination is conducted with a view to expressing an opinion thereon.

The growing importance of cost audit can be attributed to the following facts:

1. Cost audit provides authentic data on cost data and thereby helps in muhihg decisions on

pricing policy, product mix, outsourcing, discontinuance of product etc.

2. Cost audit identifies the inefficiencies and thereby helps in improving the productivity.

3, Cost audit helps in ensuring the optimum utilization of limited resources, The benefits are

extended to the customers.

4. Cost audit appraises the cost control mechanism followed in the organization

5. Audited cost data may form the basis for determining the standard cost data.
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1. Gouemment often decides on extending or abolishing tariff protection based on audited data

on cost structure of the product.

Section 148(1) of the Companies Act 2013 authorizes the Central Government to make it
mandatory, by order, the maintenance of cost records (relating to the utilization of material or

labor or to other items of cost as may be prescribed) for certain classes of companies.

Section 148(2) atso empowers the Central Gouernment to issue orders to make audit of cost

records of above-mentioned companies mandatory.

Accordinglu, the Ministry of Corporate Affairs issued the Companies (Cost Records and Audit)
Rules 2014 on 30.06.2014 which was further amended through Companies (Cost Records and
Audit) Amendment Rules 2014 and made effective from 31.12.2014. The Rules were further
amended subsequently (The latest being the amendments in 2019).

This Rule has divided the list of companies required to maintain the cost records into two

AT TTSINRHR B

categories namely (i) regulated sector and (ii) non-regulated sector as follows:
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* | REGULATED SECTORS
: Indus'trg/Sectar/ Product/Service

1| Telecommunication services made available to users by means of
any transmission or reception of signs, signals, writing, images and

Requlatory Authority of India under the Telecom Regulatory
Authority of India Act, 1997 (24 of 1997); including activities that
requires authorization or license issued by the Department of
Telecommunications, Government of India under Indian Telegraph
Act, 1885 (13 of 1885);

sounds or intelligence of any nature and regulated by the Telecom

CMA | G2- AUDIT

Customs Tariff Act
{wherever applicable).
Not applicable

Generation, transmission, distribution and supply of electricity

Generation - 2716;

6/ Sugar and industrial alcohol;

2| regulated by the relevant regulatory body or authority under the Other
Electricity Act, 2003 (36 of 2003); Activity — Not
- Applicable
3| Petroleum products; including activities regulated by the Petroleum | 2709 to 2715; Other
and Natural Gas Regulatory Board under the Petroleum and Activity — Not
Natural Gas Regulatory Board Act, 2006 (19 of 2006); Applicable
4| Drugs and pharmaceuticals; 2901 to 2942; 3001 to
. 3006.
5| Fertilizers; 3102 to 3105.
1701; 1703; 2207.

NON REGULATED SECTOR

AKASH AGARWAL CLASSES - CONTACT US :- 8007777042/43
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Industry/ Sector/ Product/ Seruvice {wherever
o U . applicoble)

1 Machinery and mechanical appliances used in defense, spaceand | 8401; 8801 to
atomic energy sectors excluding any ancillary item or items; 8805;8901
Explanation. - For the purposes of this sub-clause, any company 108908.
which is engaged in any item or items supplied exclusively for use
under this clause shall be deemed to be covered under these rules. |

2 Turbo jets and turbo propellers; 85M

3 Arms and ammunitions and Explosives 3601 to 3603;

: ' ' 9301 to 9306
4 Propellant pourders; prepared explosives (other than propellant 3601 to 3603
| powders); safety fuses; detonating fuses; percussion or detonating
caps; igniters; electric detonators;

5 Radar apparatus, radio navigational aid apparatus and radio 8526
remote control apparatus; : _

6 Tanks and other armored fighting vehicles, motorlzed whether or 8710
not fitted with weapons and parts of such vehicles, that are
funded (investment made in the company) to the extent of ninety
per cent or more by the Govermnment or Government agencies

7 Port services of stevedoring; pilotage; hauling, mooring; re- Not applicable:
mooring, hooking, measuring, loading and unloading services
rendered by a Port in relation to a vessel or goods regulated bg the
Tariff Authority for Major Ports;

8 Aeronautical services of air traffic management aircraft Not applicable,
operations, ground safety services, ground handling, cargo
facilities and supplying fuel rendered by airports and regulated by

" the Airports Economic Regulatory Authority under the Airports
Economic Regulatory Authontg of Indtu Act, 2008 (27 of 2008);
9 Iron and Steel 7201 to 7229;
: 7301 to 7326
10 Roads and other infrastructure projects corresponding to Para No. Not applicable
(1) (a) as specified in Schedule Vi of the Compumes Act, 2013; (18 :
of 2013)
M Rubber and allied products being regulated bg the Rubber Board 4001 to 4017
constituted under the. Rubber-Act, 1947 (XOUV. of 1947). o

12 Coffee and tea; _ 0901 to 0902

13 | Railway or tramway locomotives, rolling stock, railway or 8601 to 8608,
tramway fixtures and fittings, mechanical (including electro 8609
mechanical) traffic signaling equipment’s of all Rind;

AKASH AGARWAL CLASSES
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industry/ Sector/ Product/ Service

Cement; -

CMA | G2- AUDIT

{eading

2523; 6811 to 6812

Ores and Mineral products;

2502 to 2522; 2524 to
2526; 2528 to 2530; 2601
to 2617

Mineral fuels (other than Petroleum), mineral oils etc.;

2701 to 2708 _
Base metals; 7401 to 7403; 7405 to
' 7413,
7419; 7501 to 7508; 7601
to
7614; 7801 to 7802; 7804,
7806; 7901 to 7905,
7907, 80071,
8003; 8007, 8101 to 8113
Inorganic chemicals, organic or 2801 to 2853; 2901 to
inorganic compounds of precious 2942;
metals, rare-earth metals of radioactive elements or isotopes, | 3801 to 3307; 3402 to
and Organic Chemicals; 3403;
o 3809 to 3824.
jute and Jute Products 5303, 5307, 5310
Edible Oil; 1507 t0 1518
Construction Industry as per para No. (5) (a) as specified in Not applicable.
Schedule VI of the Companies Act, 2013 (18 of 2013)
Health services, namely functioning as or running hospitals, Not applicable.
_diagnosticcentres, clinical centres or test laboratories;, |
Education services, other than such similar services falling Not applicable
under philan-thropy or as part of social spend which do not-
form part of any business, -
Milk powder; 0402
~ Insecticides; 3808
Plastics and polymers; 3901 to 3914; 3916 to
3921; 3925
- Tyres and tubes; 4011 to 4013
- Paper; 43801 to 4802
Textiles; 5004 to 5007; 5106 to

5113, 5205 to 5212; 5303;
5310; 5401

to 5408; 550110 5516 |
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o - " L ~ever applicable) -

e gy T — e ?011
L - = ' 7016 _
31 | Other machinery; ' - _ 8402 to 8487
' 8501 to 8507; 8511

to

8512; 8514 to 8515;
8517; 8525 To 8536;
8538 to 8547.

33 | Production, import and supply or tradmg of following medical 9022
devices, namely:

1.Cardiac stents;

2.Drug eluting stents;

3.Catheters; ' ‘

& Intra oculor lenses; £

5.Bone cements; K =

6.Heart valves; . =

7.0rthopaedic implants;

8.Internal prosthetic replacements;

9.5calp vein set; _

10.Deep brain stimulator;

11.Ventricular peripheral shud;

12.Spinal implants; '

13.Automatic impalpable cardiac deflobitlator;

-14.Pacemaker (temporary and permanent);

15,Patent ductus arteriosus, atrial septul defect und uentrlcular
" “septal defect closure device; T

16.Cardiac re-synchronize therapy;

17.Urethra sinecure devices; (xviii)Sling mate or female,

18.Prostate occlusion device; and Urethral stents

32 | Electricals or electronic machinery;
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Following are the important provisions of Companies Act 2013 and Companies (Cost Records
and Audit) Rules 2014 as amended up to date.

1. Application of Cost Records [Rule 3]

Rule-3 of the Companies (Cost Records and Audit) Rules, 2014 provides that all companies
under regulated and non-regulated list, engaged in the production of goods or providing

services, having an overall turouer from all its products and services of 235 crore or more

during the immediately preceding financial year, are required to include cost records in their

books of account. These companies shall also include Foreign Companies defined in Sub-
section(42) of Section 2 of the Act, but exclude a company classified as a Micro Enterprise or a

Small Enterprise as per the turnover criteria provided under Micro, Small and Medium

Enterprise Development, 2006

2, Applicability for Cost Audit [Rule4]
1. Every company specified in item (A) of rule 3 shall get its cost records audited in accordance

with these rules if the overall annuat turnover of the company from all its products and

services during the immediately preceding financial year is rupees fifty crore or more and the

aggregate turnover of the individual product or products or service or services for which cost

records are required to be maintained under rule 3 is rupees twenty-five crore or more,
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2. Every company specified in item (B) of rule 3 shall get its cost records audited in accordance

with these rules if the overall anmual tumover of the company from all its preducts and

services during the immediately preceding financial year is rupees one hundred crore or more

and the aggregate turnover of the individual product or products or service or services for

which cost records are required to be maintained under rule 3 is rupees thirty-five crore or
more. _ '
3. The requirement for cost audit under these rules shall not apply to a company which is

covered in rule 3; and

a) whose revenue from exports, in foreign exchc;ﬁge, exceeds seventy-five per cent of its total

reuvenue; or

b) which is operating from a special economic zone;

¢) which is engaged in generation of electricity for captive consumption through Captive

Generating Plant. For this purpose, the term “Captive Generating Plant” shall have the same

v r;uiTl!su BT TRINR

meaning as assigned in rule 3 of the Electricity Rules, 2005".
Section 148(4) of Companies Act, 2013 further states that an audit conducted under this section

shall be in addition to the audit conducted under Section 143

3. Maintenance of Records [Rule 5]

1. Every company under these rules inctuding all units and branches thereof,

shall, in respect of each of its financial year commencing on or after the 1st day

of April, 2014, maintain cost records in form CRA-1.

Provided that in case of company covered in serial number 12 and serial numbers 24 to 32 of

item (B) of Rule 3 (i.e., Non-regulated sectors), the requirement under this rule shall apply in

respect of each of its financial year commencing on or after 1st day of April, 2015.

2. The cost records referred to in sub-rule (1) shall be maintained on regular basis in such

manner as to facilitate catculation of per unit cost of production or cost of operations, cost of

sales and margin for each of its products and activities for every financial year on monthly or

quarterly or half-yearly or annual basis.

3. The cost records shall be maintained in such manner so as to enable the company to

exercise, as far as possible, control over the various operations and costs te achieve optimum

economies in utilization of resources and these records shall also provide necessary data which

is required to be furnished under these rules.
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Applicability
of Cost Audit

. - Non- -
Applicahility
! regulatory
of Cost Audit Sectors

4. Appointment of Cost Auditor [Rule 6]

As per Section 148(3) of the Companies Act 2013, cost audit shall be conducted by a Cost

Accountant who shall be appointed by the Board. No person appointed under Section 139 as an

auditor of the company shall be appointed for conducting the audit of cost records. The auditor

so appointed shall comply with the cost auditing standards.

120 =pllrgm ERTEYREI

Rule 6 of the Companies (Cost Records and Audit) Rules 2014 -

1. The category of companies specified in rule 3 and the thresholds limits laid down in rule 4,

shall within one hundred and eighty days of the commencement of every financial year,

appoint a cost auditor.

Provided that before such appointment is made, the written consent of the cost auditor to such

appointment, and a certificate from him or it, as provided in sub-rule (1A), shall be obtained.

The cost auditor appointed under sub-rule (1) shatl submit a certificate that -

a) the individual or the firm, as the case may be, is eligible for appointment and is not _

disqualified for appointment under the Act, the Cost and Works Accountants Act, 1959(23 of

1959) and the rules or regulations made thereunder;

b) the individual or the firm, as the case may be, satisfies the criteria provided

in section 141 of the Act, so far as may be applicable;

¢) the proposed appointment is within the limits'laid down by or under the authority of the Act;

and

d) the list of proceedings against the cost auditor or audit firm or any partner of the audit firm

pending with respect to professional matters of conduct, as disclosed in the certificate, is true

and correct.”

2. Every company referred to in sub-rule (1) shall inform the cost auditor concerned of his or its

appointment as such and file a notice of such appointment with the Central Govermnment within

a period of 30 days of the Board meeting in which such appointment is made or within a period

AKASH AGARWAL CLASSES CONTACT US :- 8o07777042/243




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA 1 G2- AUDIT

of 180 days of the commencement of the ﬁnancuat year, whichever is earlier, througﬁ electronic.

mode, in Form CRA-2, along with the fee as specnfied in Companies (Registration Offices and

Fees) Rules, 2014.

3. Every cost auditor appointed as such shall continue in such capacity till the expiry of 180

days from the closure of the financial year or till he submits the cost audit report, for the

financial year for which he has been appointed.

Howeuer, the cost auditor appointed under these rules may be remoued from his office before

the expiry of his term, through a board resolution after giving a reasonable opportunity of

being heard to the Cost Auditor and recording the reasons for such removal in writing.

Provided further that the Form CRA-2 to be filed with the Central Government for intimating

appointment of another cost auditor shall enclose the relevant Board Resolution to the effect;

Provided also that nothing contained in this sub-rule shall prejudice the right of the cost

auditor to resign from such office of the company

3A) Any casual vacancy in the office of a cost auditor, whether due to resignation, death or

removal, shall be filled by the Board of Directors within thirty days of occurrence of such

vacancy and the company shall inform the Central Government in Form CRA-2 within 30 days

of such appointment of cost auditor.

3B) The cost statements, including other statements to be annexed to the cost audit report,

shall be approved by the Board of Directors before they are signed on behalf of

the Board by any of the director authorized by the Board, for submission to the

cost auditor to report thereon,

Note: in the case of companies which are required to constitute an audit committee, the Board

shall appoint an individual, who is a cost accountant, or a firm of cost accountants in practice,

as cost auditor on the recommendations of the Audit committee.

5. Disqualification of Cost Auditor

Persons disqualified u/s 141(3) shall not be appointed as the cost auditor of a company.

Similarly, auditor of a company appointed u/s 139 shall not act as the cost auditor of the

company.

6. Remuneration of Cost Auditor

As per Section 148(3) of the Companies Act 2013 read with Rule 14 of the Companies (Audit and

Auditors) Rules 2014, the remuneration of the cost auditor shall be decided by the Board as
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T "éfl"c‘l‘e’d'bi;.j‘:t'héﬁhﬂif Committee, if anu, which shall be ratified by the shareholders |

subsequently. In the case of companies which are not required to constitute an audit

committee, the Board shall appoint an individual who is a cost accountant or a firm of cost

accountants in practice as cost auditor and the remuneration of such cost auditor shall be

ratified by shareholders subsequently,

7. Rights and Duties of Cost Aﬁditor

The rights, duties and obligations as applicable to the company auditors shall also apply to a

cost auditor appointed under Section 148 and it shall be the duty of the company to give all

assistance and facilities to the cost auditor appointed under this section for auditing the cost

records of the company,

8. Submission of Cost Audit Report

As per Section 148(5) read with Rule 6 of the Companies (Cost Records and Audit) Rules 2014

1. Every cost auditor, who conducts an audit of the cost records of a company, shall submit the

cost audit report along with his or its reservations or qualifications or observations or

suggestions, if any, in Form CRA-3.

2. The cost auditor shall forward his duly signed report to the Board of Directors

of the company within a period of 180 daus from the closure of the financial

year to which the report relates and the Board of Directors shall consider and examine such

report, particutarly any reseruvation or qualification contained therein.

3. The company covered under these rules shall, within a period of 30 days from the date of

receipt of a copy of the cost audit report, furnish the Central Government with such report

along with full information and explanation on every reservation or qualification contained

therein, in Form CRA-4 in Extensible Business Reporting Language format in the manner as

specified in the Companies (Filing of Documents and Forms in Extensible Business Reporting

language) Rules, 2015 along with fees specified in the Companies (Registration Offices and

Fees) Rules, 2014”.

Provided that the Companies which have got extension of time of holding Annual General

Meeting under section 96 (1) of the Companies Act, 2013, may file Form CRA-4 within resultont

extended period of filing financial statements under section 137 of the Companies Act, 2013.

4. If the Central Gouernment is of the opinion that any further information or explanation is

necessary, it may call for such further information and explanation and the company shall
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'furrish'_ ih'e_ same within such time as may be specified by that government. -~~~
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9, Forms Relevant to Cost Records and Cost Audit

Companies (Cost records and Audit) Rules 2014 provides for four different forms for separate

purposes as follows:

1. CRA-1 for the manner in which cost records shall be maintained.

2. CRA-2 for intimation of appointment of cost auditor by the company to Central Government
3. CRA-3 for cost audit report
4. CRA-4 for filing of cost audit report with the Central Government

10. Penal Provisions in Case of Default
According to Section 148(8), while complying with the aforesaid brouisions if any default takes

place -
1. On the part of the company, the company shall be punishable with fine between 325,000

+ '.'.’i.l."Tp‘rl'.i [l E BENE

“and %5,00,000 and every officer of the company who is in default shall be

punishable with imprisonment for a term which may extend to one year or with

fine between 310,000 and 31,00,000. {sub-section (1) of Section 147]

2. The cost auditor of the company who is in default shall be punishable in the manner as
provided in sub-sections (2} to (4) of Section 147.

11. Reporting Requirements of Cost Audit as per CRA-3

As per Companies (Cost Records and Audit) Rules 2014 as amended up to date, a cost quditor

needs to report the following in CRA-3.
1, Whether he has obtained all the information and explanations, which te the best of his

knowledge and belief were necessary for the purpose of the audit.

2. Whether in his opinion, proper cost records, as per rule 5 of the Companies (Cost Records and

Audit) Rules, 2014 have been maintained by the company in respect of its product(s)/ service(s)

under reference.
3. Whether in his opinion, proper returns adequate for the purpose of the cost audit have been

received from the branches not visited by him.

4. Whether in his opinion, and to the best of his information, the said books and records give

the information required by the Companies Act, 2013, in the manner so required.

5. Whether in his opinion, the company has adequate system of internal audit of cost records
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"I which tohis opinion is commensurate to its nature and size of the business.

6. Whether in his opinion, information, statements in the annexure to the cost audit report give

a true and fair view of the cost of production of product(s)/rendering of service(s), cost of

sales, margin and other information relating to product(s)/service(s) under reference.

7. Whether detailed unit-wise and product/service-wise cost statements and schedules thereto
in respect of the product /service of the company duly audited and certified by him are kept in

the company.

|!Tl]_l!|;':i'il: PEH - .
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THE COMPANIES ACT 2013: As per the prouision of Section 204(1) of the Companies Act, 2013

Read with Rule 9 of the Companies (Appointment and Remuneration of Managerial Personnel) Rules,
2014:

1. Every listed company; .

2. Every public company having a paid-up share capital of 50 crore rupees or more; or

3. Every public company having a turnover of 250 crore rupees or more; or

4, Every company having outstanding loans or borrowings from banks or public financial

institutions of 100 crore rupees or more.

- is required to annex with its Board’s Report made in terms of Section 134(3) of the Companies
Act, 2013, a Secretarial Audit Report, given by a Company Secretary in practice, in Form MR-3.

As per Section 204(2), it shall be the duty of the company to give alt assistance and facilities to

I .';r;"T‘m:: ES VT BRI

the company secretary in practice, for auditing the secretarial and related records of the

company.
Moreover, Section 204(4) further provides that if a company or any officer of the company or the

company secretary in practice, contravenes the prouisions of this section, the company, every

officer of the company or the company secretary in practice, who is in default, shall be liable to a

penalty of two lakh rupees.
SEBI REGULATIONS: As per Regulation 24A of the SEBI{LODR) Regulations, 2015, every listed
entity and its materiat untisted subsidiaries incorporated in India shall undertake secretarial audit

and shall annex a secretarial audit report given by a company secretary in practice, in such form
as specified, with the annual report of the listed entituy. '
In addition to the above, euery listed entity shall submit a secretarial compliance report in such

form as specified, to stock exchanges, within sixty days from end of each financial year.
(Amended by the SEBI (Listing Obligations and Disclosure Requirements) (Second Amendment)
Regulations, 2021 w.e.f. 5.5.2021).
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& Qualification of a Secretarial Auditor
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According to the prouisions of Section 204, only a member of the Institute of Compdng Secretaries

of India holding a certificate of Practice (i.e., PCS) is qualified to conduct secretarial audit of the

company.

h
r

Appointment of Secretarial Auditor

As per Rule 8 of the Companies (Meetings of Board and its Powers) Rules, 2014, read with Section

179 of the Companies Act, 2013, secretarial auditor is required to be appointed by means of

resolution at a duly convened board meeting. It is advisable for the Secretarial Auditor to get a

letter of engagement from the company. Secretarial Auditor should accept the letter of engagement.

The company shall report any change in the secretarial auditor during the financial year to the

members through the Board’s Report. The quatifications, observations or comments / remarks of

|":.rr>;|l|T‘m1=; (RN LA

the secretarial Audit Report shall be read at the annual general meeting of the company along

with the explanation and comments of the Board of Diréctors (Clause 13 of Secretarial Standard 2).

Section 204 of Companies Act, 2013 provides that Secretarial Audit Report is to be submitted in a

format pre- scribed under Rules. As per sub-rule (2) of Rule 9 of the Companies (Appointment and

Remuneration of Managerial Personnel) Rules, 2014, the format of the Secretarial Audit Report
shall be in Form MR-3. Section 134 and Sub- section (3) of Section 204 further provides that the
Board of Directors, in its report, shall explain in full any qualification or obseruation or other

remarks made by the company secretary in practice in the secretarial audit report.
In addition, Regulation 24A of the SEBI (LODR) Regulations, 2015 requires that every listed entity
and its material unlisted subsidiaries incorporated in India shall undertake secretarial audit and

shall annex a Secretarial Audit Report given by a company secretary in practice, in such form as

specified, with the annual report of the listed entity. Every listed entity shall submit a Secretarial

Compliance Report in such form as specified, to stock exchanges, within sixty days from end of

each financial year. SEBI vide its Circular dated February 08, 2019 notified the formats for Annual

Secretartal Audit Report and Annual Secretarial Compliance Report for listed entities
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« AUDIT OF VARIOUS ITEMS OF FINANC|AL STATEMENTS ( WITH
SPECIAL EMEPHASIS ON AUDIT OF INVENTORY AND PPE

In Indla, the preparatton of financml statements of companies are guided by accounting standards
issued by The Institute of Chartered Accountants of India. These accounting standards constitute the

broader framework of generally accepted accounting principles, also known as the Indian GAAP. In
addition, the Companies Act, 2013, through Schedule I, provides the format to be followed while

preparing the financial statements.

Audit of financial statements, therefore, refers to the process of examination of a company’s

financial statements and related disclosures in the ‘Note to Accounts’ section with respect to various

items recorded in the financial statements.

i"Il":'llrlﬂ_J_: Tagkit o

hmg and Vemf“ —

The traditional methods associated with the audit of financial statement items are known as

Vouching and Verification.
Vouching refers to the examination of accuracy, authority and authenticity of transactions that
appear in the books of accounts with the help of vouchers of these transactions. Thus, vouching

examines whether ~ _ , -
1. all transactions undertaken by the entity have been recorded and nothing has been purposefully

left out.

2. transactions recorded in the books of accounts are supported by documentary evidence.

3. no fraudulent transaction has been recorded in the books of accounts.

&, transactions that have been recorded belong to the current accounting year (in case of accrual

basis of accounting).

5. necessary vouchers relating to entries recorded in books are with the client.

6. all transactions are properly authorized by the person responsible to do so.

7. transactions have been recorded at the correct value and such values have been calculated

correctly.
8. transactions recorded in the books of accounts are related to the organization.
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9. proper accounting entries have been made against the transactions, =

Verification, on the other hand, can be defined as a process of substantiation of assets and Liabilities

recorded in the books of account, by means of physical inspection and examination of legal and

official documents, and then forming expert opinion as to the existence, ownership, possession,

classification and valuation of assets and liabilities of an entity.

Thus, verification includes -

i. Examination of existence of the assets or liabilities on the reporting date.

ii. Examination of ownership and control of the asset or liabilities on the reporting date.

lii. Examination of possession of the assets on the reporting date.

v, Examination of charges, if any, against the assets.

v. Examination of accounting of assets or liabilities,

vi. Examination of correctness of valuation of assets or liabilities.

vii. Examination of adequacy of disclosures as required by the relevant regulation

Audit of financial statements applies both vouching and verification in examining various items of

financtal statements,

anagement Assertions in Desig

""anclal“s_tateﬂieiifs'

The dictionary meaning of the term ‘assertion’ is ‘a confident and forceful statement of fact or

belief’. However, when used in the context of auditing, it refers to some implicit or explicit claims.

While preparing the financial statements of an entity, company’s management makes various

implicit or explicit claims i.e., assertions with regard to completeness, cut-off, existence/occurrence,

valuation/ measurement, rights and obligations and presentation of assets, liabilities, income and

expenditures and disctosure in accordance with the applicable accounting or financial reporting

standards. Since an auditor is to appraise the truthfulness and fairness of financial performance and

position as exhibited in the financial statements, he must design the audit procedure in such a way

that these assertions by management are verified appropriately,.
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These assertions comprise the following:

rchase of Goods

__Revenue and B

Recorded purchases represent goods dctualll_J, received during the

Occurrence
year.

Completeness All purchases made during the year have been recorded and there is
no understatement.

Cut-off Purchase shall include all goods received and in transit as they

' belong to the relevant period.

Measurement All purchases have been measured appropriately based on
supporting vouchers.

Presentation and Disclosure Required disclosures as per regulation, if anuy, have been
appropriately done.

. Assertions with respect" 0
i Assets dnd Liabilities = .

N 'TH\Tquf[lLF. il

Existence : The muchmerg mcluded under the head ‘Property, Plant and
- ' ' " Equipment’ as shown in the Balance Sheet do exist as at the period
end. -
Rights and Obligations . Company owns and controls the machinery.
Cut-off Purchase and sale of machinery during the year are only included
- | and affected in the machinery balance. |
Completeness All machinery owned and controlled by the organization are
inctuded under the head ‘Property, Plant and Equipment’.
Valuation The machinery has been valued accurately following the ualuatlon
' : principles and depreciation charge is appropriate. '
Presentation and Disclosure Required disclosures as per the regulations, if any, have been
appropriately done.

A. REVENUE FROM OPERATION
Reuenue from operation comprises sale of goods, sale of services and other operating revenues.

Other operating revenue includes any revenue earned by the company from its operations other

than its principal activities. For example, Discount Received, Bad Debt Recovery etc. For a finance

company, revenue from operation primarily includes interest income and income from other

financial services.
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1. Audit Procedure to be Followed

Apart from evaluating the adequacy of internal control with respect to revenue related transactions,

the auditor shall resort to the following audit procedure to audit the revenue from operations.

a. Occurrence;

i. The auditer should ensure that all revenue items recognized are genuine and no sale transactions

have been recorded twice.

ii. He may test check a few invoices with accounting entries, Further, he shoultd check the sequence

of sales inuoices, review the recording of unusual transactions, verify the return transactions with

sales invoice, challan, credit note and stock records.

iil. He should also obtain confirmation from few customers to check whether the transactions are

genuine.

iu. He should ensure that no fake sale transactions have been recorded.

R T

v. For services, he must see that reuenue has been recognized based on the policy undertaken.

b. Cut-off

* He shall see whether revenue from operation includes the sale made and services performed during

the year only.

¢. Completeness

The auditor should verify that all sales effected during the year have been included in revenue. He

should apply the cut-off procedure to ensure that revenues are recognized in the current accounting

period and check if year end sale transactions have been tempered.

d. Measurement

1. The auditor shall see that revenues are accurately measured based on applicable Accounting

Standards. .

2, Trade discount allowed to the customers should be checked. No separate entry for trade discount

should be passed in the books. If there is any significant variation in trade discount atlowed to

different customers, the auditor is required to inquire into the reason for such variations.

3. The sales tax, insurance charges, etc. collected through sales invoices must be recorded under

separate accounts.

e. Presentation and Disclosures

The auditor shall ensure the following disclosure for revenue from operation in respect of a

company other than a finance company as per Schedule Ill (Part 2)

1. Disclosure should be available for each class of goods.

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43 136




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA 1 G2- AUDIT i

v é'emi_é'-'fr'dm' operations shall disclose separately in the notes revenue from = (a)Sale of =
products; (b) Sale of services; (c) Other operating revenues; Less: (d) Excise duty.

3. In respect of a finance compant, revenue from operations shall include revenue from - (a)

Interest; and (b) Other financial services
4, Discount other than usual trade discount must be disclosed. Similarly, transactions with related

parties should be separately disclosed in the Notes.

5. In the case of companies rendering or supplying services, gross income derived from services

rendered or supplied under broad heads.

B. OTHER INCOME _
Other income comprises interest income (for companies other than a finance company), dividend

income, net gain on sale of investments and other non-operating income such as royalties, lease

rentals etc. |
Audit Procedure to be Followed
The auditor shall resort to the following audit procedure to audit the other income:

T HRIRRRRL R T
|

a. Occurrence _
The auditor shall obtain a list of new fixed deposits opened during the uear along with the

information on rate, tenure and date of investment,
He shall obtain a confirmation of interest income from bank. Atso obtain a copy of Form 26AS of

Income Tax to confirm the interest income and related TDS.
3. He should investigate the investment ledger further to see the new investments made in other

securities such as corporate bonds, debentures and shares and check the interest and dividend

income generated therefrom.

4. He should trace a sample of dividend/interest received from the cash book through
dividend/interest warrants to investment certificates and their deposit into the bank.

5. He should also check the net gain or loss on sale of inuestment based on relevant documents such
as DEMAT and Trading Account details, transfer deeds etc.

b. Cut-off
The auditor must ensure that interest income does not include any unearned interest and includes

interest accrued on investment.

c. Completeness ._
The auditor must ensure that all interest received and accrued and dividend received have been _

recorded and the recording has been done appropriately.
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1. The auditor must check the accuracy of interest calculation on new fixed deposits and fixed

deposits existing on the opening date of the year.

2. He should also see that dividend income received is accurate.

3. In certain cases, dividends and interest are received by the client after deduction of tax at source.
The auditor should ensure that dividends and interests are recorded at gross amounts.

4. If interest or dividend is received for the pre-acquisition period, the auditor should see whether

proper adjustment has been made with the cost of investment for this preacquisition dividend or

interest,

e. Presentation and Disclosure
The auditor shall ensure the following disclosure as per Schedule Ill (Part 2):
1. Other income shall be classified as: (i) Interest Income (in case of a company other than a finance

company);
2. Dividend Income; (iii) Net gain/loss on sale of investments; (iv) Other non-operating income (net

L L - e O

of expenses directly attributable to such income).

C. PURCHASES _
It is another important element of financial statements and is includes purchase of raw materials to

be included in the cost of materials consumed in case of a manufacturing organization and purchase

of merchandise in case of a trading organization. As a part of an audit exercise, the auditor

examines the purchase transactions and related internal control to ensure that there is no material

misstatement in the amount of purchase and accounts payable reported in the financial statements.

Audit Procedure to be Followed
The auditor shall resort to the following audit procedure to audit purchases:

a. Occurrence |
1. The aquditor must ensure that only genuine purchases have been recorded in the books of accounts. -
He may examine the purchase orders, goods received notes and purchase invoices to satisfy himself.

2. Photocopy of purchase inuoices should not be allowed. Moreouer, purchase inuoices must be in

the name of the entity.
3. He shall see whether all the purchases are approved by the relevant authority. The same is

extremely important for purchases from related parties. '

b. Cut-off
The auditor shall see that only purchases during the year have been recognized as expense.
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1. He should apply the cut-off procedure to ensure that purchases effected during the year are only

recognized in the current accounting period.
2. The auditor should see that purchase invoice should be booked only once the risk and reward

incidental to the owmership has been transferred. He should be careful with delivery terms such as
F.0.B and C.L.F etc.
3. The auditor must check the return transactions carefully based on retevant documents.

4, He shall ensure correct accounting for goods-in-transit.

d. Measurement
1. The auditor shall see that purchase transaction values have been correctly calculated considering

the trade discount applied.
2. Information relating to input tax credit shall be verified. The auditor shall see that appropriate

adjustments have been made in this respect.
e. Presentation and Disclosure ' _
The auditor shall see that the following disclosure as per Schedule lll {Part 1) has been appropriately

S ?!IEH.II“FTFM: B | ":.. I

done:

1. In the case of manufacturing companies, —

a. raw materials under broad heads;

b. goods purchased under broad heads;

2, In the case of trading companies, purchases in respect of goods traded in by the company under
broad heads.

3. Transactions with related parties.

D. EMPLOYEE BENEFIT EXPENSES
Employee benefit expenses represents the total amount payable by the organization to its

employees and essentially includes, apart from the wages and salaries in cash, all types of

perquisites, post-employment benefits including gratuity, superannuation, leave encashment,

provident fund contribution, ESI contribution as well as employee welfare expenses etc. In a

company, often, these expenses constitute a significant portion of total cost and hence an auditor

must put especial emphasis while auditing these items.

While conducting an audit of employee benefit expenses, an auditor must, at the beginning, obtain

a detail understanding of the company’s recruitment, promotion and retirement policies,

remuneration schemes, various post-employment benefits. He should evaluate the internal control
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| associated with these expenses. He should also appliy‘substantive procedure todetermine the

reasonability of monthly cash outflow, consistency with the previous year’s figures etc. so as to

determine an expectation of monthly expenses and whether the same is consistent with peers.

Audit Procedure to be Followed

In addition, the auditor shall resort to the following audit procedure:

a. Occurrence

1. The auditor should ensure that all expenses included in the ‘employee benefit expenses’ are

genuine.

2, He should obtain a complete list of employees with data on new hires, their appointment dates

and remuneration terms and conditions.

3. For a sample of newty appointed employees, he may conduct a complete examination of their

appointment and remuneration paid as per terms,

4. Similarly, he may collect a list of emplouees resigned or terminated during the year and see that

their payments have been appropriately decided and settled.

5. He should obtain the pay roll register and conduct and examination of reasonability of

remuneration and investigate irregularities, if any.

R

DTN T

6. He should also see that all adjustments such as outstanding satary, PF contribution, deposit of

TDS, PF and ESI premium have been appropriately recorded.

b. Cut-off

The auditor must ensure that only employee benefit expenses relating to current year have been

recognized.

¢. Completeness

1. The auditor shall see that all the employee benefit expenses haue been appropriately recorded in

the books of accounts.

2. He should also check whether all the amount of money deducted from salary have been duly

deposited and if not, the same have been shoun as a current liability.

d. Measurement

1. The auditor must see that the total amount of remuneration is correctly determined. He may

conduct a test on a sample to check the same.

2, He should check whether statutory deductions have been accurate and post-employment benefits

have been determined as per the policy adopted.

e. Presentation and Disclosure

The auditor must see that the following disclosure requirements as per Schedule Il (Part 1) have
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. een duly’ complted uuth- e

()] Emplogee Benefits Expense shall be shown separatelg as (l) salaries and wages, (u) contrlbutlon
to provident and other funds, (iii) expense on Employee Stock Option Scheme (ESOP) and Employee

Stock Purchase Plan (ESPP), (iv) staff welfare expenses.

E. DEPRECIATION AND AMORTIZATION
Depreciation is the charge representing the cost of a tangible asset allocated over its effective life.

The simitar charge for an intangible asset is known as amortization, Depreciation and amortization

constitute a significant portion of a company’s total expenditure and hence have a direct bearing on

profitability. Hence, the auditor needs to be extra careful in determining the appropriateness,

accuracy and accounting of depreciation and amortization.

While conducting the audit of depreciation and amortization charges, the auditor should obtain a
detail understanding of the organization’s depreciation policy, accounting policy relating to
depreciation and should check the validity of the charge and calculation accuracy.

Audit Procedure to be Followed

In addition, the auditor shall resort to the following audit procedure:

MRS (RIS e

a, Occurrence
1. The auditor shall obtain the fixed asset register and identify the items of assets acquired, sold and
discarded during the year. This will help him to determine the items of assets eligible for

depreciation and amortization during the year.
2. He may select a sample of assets on materiality considerations and verify the rates and amount

of depreciation and amortization calculated.
b. Cut-off |
The auditor needs to ensure that depreciation is charged on the assets purchased from its date of put

to use and not form purchase date. Moreouer, he shall also see that, in case the company has a

policy of charging depreciation on time basis, deprecation on items acquired during the year is "

calculated from the date of put to use to year end and for items sold, from the beginning of the year

up to the date of sale.

c. Completeness
1. He must ensure that depreciation and amortization have been charged on all eligible tangible and

intangible assets respectively and no fake assets have been considered for this purpose.

2. The auditor shall see that the amount of depreciation and amortization have been appropriately

accounted in primary books and posted to appropriate accounts.
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3, ‘He shall alsoiensure that depreciation on-revaliied amount has been properly aecotinted from }

Ty

revaluation reserve,

4. He should also ensure that for any retrospective change in the method of depreciation, due effect

has been given in the Income Statement.

d. Measurement |
1. The auditor shall see that the rate of depreciation is consistent with the rates suggested in
Schedule Il and the amount of depreciation and amortization has been calculated accurately based

on the rates and time involved.
2. He shall ensure that the rates have been decided in conformity with the effective life of assets.

3. He should also see that residual value has been properly determined.
&, The auditor shall also see that in case of change in estimation of useful life or in case of

impairment, the amount of depreciation has been calculated appropriately.

e. Presentation and Disclosure
The auditor must see that the following disclosure requirements as per Schedule Ill (Part 1) have

- RO % T

been duly complied with:

1. Accounting policy for depreciation and amortization.

2. Useful life of assets as per Schedule II.

3. Residual value and the method of depreciation.

F. FINANCE COST ‘
Generally, Finance Cost comprises of interest cost on structured debt instruments such as Debentures

as well as traditional institutional finance such as Bank Loan, secured or unsecured. In order to

conduct the audit of finance cost, the auditor must procure the schedule of loan and information

relating to all structured debt instruments, the rate of interest applicable and the tenure of such

Lloan based on which he shall be able to determine the amount of interest, _ .
Audit Procedure to be Followed '_
In addition, the auditor shall resort to the following audit procedure: '

a. Occurrence _
1. The auditor shall see whether interest has been provided on all eligible debt instruments and

loans.
2. He shall verify the amount of interest payment form bank statement and shall check the same

with accounting entries in the cash book and general ledger.
3. He shall see that interest was paid and provided only in respect of loans outstanding either for a
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part of the year orfor entireyear, oo
b. Cut-off |
The auditor shall ensure that interest has been provided only for the period the loan was

outstanding during the year,

¢. Completeness
The auditor shall ensure that interest due but not paid has also been considered as Accrued interest

and the same is appropriately accounted and shown in the financial statement.

d. Measurement _

1. The auditor must uverify the calculation of interest payable based on the rate, loan amount
outstanding and the period for which the loan remains outstanding during the year.

2. He shall be extra careful with loan items repaid during the year and debentures redeemed during

the year.

WE O

SO UL e

e. Presentation and Disclosure

The auditor must see that the disclosure requirements as per Schedule llf (Part 1) and various

Accounting Standards (or Ind ASs) have been duly complied with.

'G. OTHER EXPENSES
Other Expenses in the Statement of Profit and Loss include Power and Fuel, Rent, Repairs, Insurance,

Travelling and Miscellaneous Expenses. These are some essential and incidental expenses to run the
organization. While conducting the audit of these expense, the auditor generally investigates

whether the expenditure relates to the current accounting year, whether the same is a revenue

expenditure and is valid as per the policy of the organization, its classification in appropriate

heading, authorization and relevance for the business.

Audit Procedure to be Followed

In eddition, the auditor shall resort to the following audit procedure;

a. Occurrence .
1. The auditor needs to ensure that all expenditure charged against the revenue are genuine; For this

purpose, he should vouch the expenditure based on relevant documents.
2. With respect to rent he should obtain a monthly expense schedule along with the rent

agreements and verify whether the agreement is in the name of the company and whether the rent

for all the months has been recorded.

3. With respect to power and fuel expenses, the auditor should collect a -nionthlg expense schedule '

and see that the expense for all the months has been recorded.
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| 4. With respect to-insurance expenses, the audtor should obtain a summary of insurance polities

taken along with their validity period and see that the expense shown is genuine.

5. With respect to legal and professional expenses, the auditor should collect a consultation-wise

summary and see that the expense is genuine. For monthly retainership agreements, he shall verify

that expense for all 12 months has been recorded. For non-recurring expenses a test on selected

sample may be preferable.

6. For all other expenses, the auditor shall conduct examination on selected sample of transaction

to ensure their validity.

b. Cut-off

The auditor should ensure that expenses charged against the revenue are related to current year

only. He should be extra cautious with rent and insurance expenses as the often involue aduance

payments.

¢. Completeness

The auditor should ensure that the transactions are properly authenticated as per the policy of the

company, appropriately classified and proper accounting entry has been done for their payment and

adjustments (e.g., outstanding and prepaid expenses).

d. Measurement

(i) In case of monthly expenses as per agreement, the auditor should verify the calculation of the

expense and adjustment for outstanding and prepaid expense, if any. He should be extra careful

with escalation clause and rent agreements terminated during the year. For other expenses he shall

evaluate whether the same is reasonable based on the data available for past years. He may

perform analytical procedures such as expenditure per unit of production analysis to assess overall

reasonableness of expenditure.

e. Presentation oand Disclosure

The auditor must see that the disclosure requirements as per Schedule Ill (Part 1) have been duly

complied with, especially whether other expenses have been classified in appropriate heads.

A. PROPERTY, PLANT AND EQUIPMENT

Property, Plant and Equipment constitute a significant portion of total assets of an entity. According

to the Guidance Note on Audit of Property, Plant and Equipment issued by The Institute of Chartered

Accountants of India, the term ‘Property, Plant and Equipment’ refers to such tangible items that (a)
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| are held for use in the production or supply of goods or services, fo:‘-reﬂtal?itq:Othéré'dr‘fdr -
administration purposes; and (b) are expected to be used during more than one period. Thus, PPE
includes land, buildings, plant and equipment, furniture and fixture, vehicle, office equipment,
computers etc. In addition to the Guidance note, audit process for PPE is also governed by the
relevant Accounting Standard (AS 10 or Ind AS 16} in organizations which are required to comply

with Accounting Standards.

Audit Procedure to be Followed
a. Existence ‘
1. The auditor must ensure physical verification of the assets to confirm that they exist and are

under the possession of the client.
2. He must tally the physical verification report with the asset register maintained by the company
as at the reporting date. He shall ensure that PPE additions up to the date of verification have been

updated in the register.

i AN R

3. He shall demand explanations for any discrepancies found in the above process.
&, He shall specifically ensure that assets that are not in the working condition have been

accounted for as deletions.

b. Rights and Obligations

1. The auditor should verify that PPE additions haue been approued by the responsible official and
such additions are as per the capital expenditure budget approved by the board for the financial

year concerned.

2. He shafl also verify whether appropriate internal processes and procedures like inviting

competitive quotations or floating tenders were done before finalizing the vendor.

3. The auditor shall check that PPE purchase inuoices are in the name of the client that entails the
legal ownership. For land and building, the auditor shall verify the title deed of the property. In case
any charge is created on any immouable property due to any loan taken from a bank or financiat
institution and hence the original title deed is with the lender, the auditor shall ask the -

management to obtain a written confirmation from the Lender in this respect.
&, In relation to all deletions, he shall verify management’s rationale for deletion. He may also seek

any report from the technical expert, if any, that led to such decision of deletion.

5. He shall also verify whether such deletions are appropriately authorized, followed the established

internal procedures (like inviting tenders etc.) and properly recorded in the books of accounts.

¢. Cut-off
The auditor shall see that the Net Block of assets shown in the Balance Sheet comprises all assets
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istedand under the ownership of the company on the reporting date and depreciation pertains to

the current period only.

d. Completeness
1. He shall also verify the PPE schedule (asset class wise) maintained by the management and tally

the closing balances to the entity’s books of accounts.
2. He should check the arithmetical accuracy of the movement in PPE schedule and reconcile the

opening balance with the dlosing balance of each class of asset by considering the additions and

disposals during the year,

e. Valuation
1. The auditor shall see that all items of PPE have been carried at cost less accumulated depreciation

less accumulated impairment1 loss. The cost, for this purpose, includes all costs incurred to acquire
or construct the PPE and all subsequent costs to replace part of it. However, day-to-day seruvicing
cost should not be included. They should be charged to profit and loss. |
2. He shall also verify the installation certificate to know the date of installation of the asset. This

information will be important in calculating the pro-rata depreciation.
3. The auditor shall verify whether depreciation has been charged on all items except the freehold _:
land. He shall also see that the depreciation method reflects the pattern in which the future

economic benefits are expected to be derived from the assets. In case of companuy, the auditor shall

also ensure that depreciation has been calculated in compliance with Schedule Il of the Companies
Act 2013,

4. He shall verify whether the management has undertaken any impairment assessment for any
item of PPE and if so, the auditor shall verify the calculation of recoverable value and subsequent

adjustment in the carrying amount of the said asset. He shall also check the accounting treatment.

f. Presentation and Disclosure

1. In case of a company, the auditor should ensure that the all items of PPE have been disclosed in |
the balance sheet of the company under the head ‘Non-current Assets’ and subhead ‘Fixed Assets’ as - -
‘Tangible Asset’ as per Schedule 1l of the Companies Act 2013.

2. He shall also ensure that all the relevant information has also been disclosed in the ‘Notes to

Accounts’ section.
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B. PATENT AND COPYRIGHT

A patent is an exclusive right granted by the Government to the manufacturer to dispose of or
otherwise benefit from the result of the invention of a production process. It is an officiat document,
which secures to an investor exclusive right to make, use and sell his invention. On the other hand, a
copyright is an exclusive right granted by the Government to publish or republish a book, report, or
any other literary work, music composition or other work of art etc. The right is primarily granted to
the author of the literature or creator of the art work. However, the author/ creator may transfer
the same to any other perﬁon for using the same for commercial purpose. In India, copyright is valid
for the lifetime of the author/creator and even fifty years after his death.

Audit Procedure to be followed to verify the assertions

a. Existence
1. A schedule of patents and copuright held by the company should be procured from the

AT, L

management.

2. The document of each patent and contract paper of each copyright should be physically verified
by the auditor to ensure that it has been duly registered.

3. The auditor shall ensure that the patent is in active use in production of goods or rendering

services.
b. Rights and Obligations
1. The ownership of patents and copyrights should be verified by inspection of the certificate of

patent issued in the name of the client and the contract paper of copyright.
2. If it has been purchased, the agreement surrendering it in favor of the client should be examined.

3, The last renewal receipt should be examined to ascertain that the patent has not lapsed.

-4, The auditor has to verify that renewal fees have been paid on due dates by being charged to

revenue and not to the patent account.

5. The auditor must ensure that the copyrights shown in the financial statement are yet to expire.
¢. Cut-off

The auditor shall see that the value of these assets shown in the Batance Sheet comprises all assets

existed and under the ownership of the company on the reporting date and amortization pertains to

the current period only.

d. Completeness _
1. The auditor should check the patent and copyright register carefully in order to verify that all the .
items have been properly included therein. He must ensure that patents and copurights acquired
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| during the year has been entered in the register and items lapsed during the year has been removed

properly.
2. He shall verify the arithmetical accuracy of the above mouements in asset schedule.

e. Valuation :
1. The auditor should ensure that patents and copurights are being shown at cost less amortization

charges.
2, He shall also see that the amortization rate follows the pattern in which the benefits are expected

to be consumed.

3. In case it is purchased from a third party, the cost of the patent and copyright is the acquisition
cost. Also, the cost of registration of the same in the client’s name should be included in the
valuation, white the renewal fees for patents should be charged off to revenue. The auditor should

examine the same.

4. If the patent has been developed by the client in house, all development expenses, legal charges,
including registration fees and other direct costs incurred in creating it, should be capitalized (as per
Ind AS 38 or AS 26).

5. The cost of patent should be written off ouer the legal term of its validity or over its useful
commercial life, whichever is shorter. The cost of the copyright should be written off ouer the legal

COMTHITENRETLE i

term of its validity.

f. Presentation and Disclosure

1. In case of d company, the auditor should ensure that the patents and copyright have been
disclosed in the balance sheet of the company under the head ‘Non-current Assets’ and subhead
‘Other Intangible Asset’ as per Schedule |1l of the Companies Act 2013,

2, He shall atso ensure that all the relevant information has also been disclosed in the ‘Notes to

Accounts’ section.

C. INVESTMENTS

Investments are the assets held by an enterprise for earning income by way of dividends, interest
and rentals, for capital appreciation, or for other benefits to the investing enterprise. An investment
constitutes a significant portion of the total assets. As per Schedule Ill of the Companies Act 2013,
investments can be (a} Non-current investments or (b) Current investments. An inuestment may be

represented by investments in gouernment securities, shares, debentures, mutual funds, etc.
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Audit procedure to be Followed

a. E)_(istence

1. The auditor shall collect a schedule of all short and long-term investments from the management

with all possible details including their name, nature, investee entity, purchase price, date of

purchase, tenure, date of interest payment (for debt securities), rate of interest (for debt securities),

past year’s rate of dividend (for share and mutual funds).

2. He shall tally the aggregate figure of the schedule with the figure shown in the balance sheet. He

shall also examine the investment register and verify the amount shown in schedule with the

register. The auditor must ensure that only those investments which belong to the client are shown

in the balance sheet.

3. He shall phusically verify all the certificates, and de-mat statement details to check that they are

in the name of the client on the reporting date. Verification of certificates should be done in a single

sitting to avoid producing same certificates more than once.

&, In case the certificate of investment is yet to be received, purchase of the same should be verified

“based on allotment advice, broker’s note and receipt, etc. Similarly, for sale of investment between

the balance sheet date and date of verification, broker’s note may be checked. For sale of shares or

other listed securities, trading account statement may be verified.

5. In case investments are not held by the entity in its own custody, then a certificate should be

obtained from the relevant authority,

b. Rights and Obligations

1. The auditor shall verify the Memorandum and Article of the company to determine the power of

the company to invest the surplus funds outside.

2. By verifying all the certificates, he shall determine the rights of the company in respect of the

investments made, especially, the interest and dividend.

3. The auditor shall also see that all interest has been duly received and included in income.

Outstanding-interest if any should be recalculated and verified with the figure shoun,

¢. Cut-off

The auditor shall see that the value of investments shown in the Balance Sheet comprises all

investments existed and under the ownership of the company on the reporting date.

d. Completeness

1. The auditor shall ensure that the schedule of inuestment is exhaustive.

2. He shall also ensure that all mouements in the investment ledger have been appropriately
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coed b e
e. Valuation

1. The auditor shall see that all costs incurred in connection with purchase of investments haue been

capitalized. However, in case the investment is purchased at cum-interest price, he shall see that

cost doesn’t include the interest component,
2, He shall also see that bonus shares received by the company are recorded in the investment

ledger without attributing any cost to it. In case of right shares purchased by purchasing the right

also, the cost of right entitlement must also be capitalized.
3. He shall see that any pre-acquisition dividend is credited to the investment account itself and not

considered in the Statement of Profit and Loss..
4.The auditor shall also verify that the value of the inuestment has been determined following the

relevant accounting standards keeping in mind the nature of investments.

§. Presentation and Disclosure

AN T L L

1. In case of a companuy, the auditor should ensure that the investments haue been disclosed in the

balance sheet of the company under the head ‘Non-current Assets’ and ‘Current Asset’ within the
subhead ‘Financial Assets’ as per Schedule Il of the Companies Act 2013,
2. The auditor shall also ensure that all the relevant information has also been disclosed in the

‘Notes to Accounts’ section.

D. Inventories/Stock in Trade
Inventory includes raw materials, loose tools, spare parts, semi-finished goods or work-in- progress,

packing materials as well as finished goods ready for sale. Even for some organisations it includes
stock at branch (in case of branch accounting), stock with customers (in case of hire purchase

accounting), stock with consignee (in consignment arrangement), stock with customer on sale or

approval (in case of sales on approual).

The responsibility for properly determining the quantity and value of inuventories rests with the
management of the entity. The management satisfies this responsibility by carrying out appropriate
procedures which include verification of all items of inventory at least once in every financial year.
This responsibility is not reduced even where the auditor attends any physical count of inventories
in order to obtain the audit evidence. However, mere presence at the time of physical stock count

does not relieve the auditor from his duty, rather the auditor is required to follow a detailed

3

procedure to verify the inuentories.

T | T
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Audit Procedure to be Followed
a. Existence
1. The auditor should review the client’s plan to verify inventory phusically. He shall see that the

process is properly supervised. He must ensure that all stock count sheets are signed by a

responsible official of the client.
2. Where the dient follows periodic system stock count should be done at the end of the period. On

the other hand, where the client follows perpetual system, stock count should be done at interim

dates,

3. The auditor must satisfy himself about any inventory luing at public warehouses or with third
party

b. Rights and Obligations

1. The auditor shall also vouch recorded purchases to underlying documentation such as purchase

invoice, purchase order, Goods Received Notes etc to determine that client is the owner of such

L T A

goods,

2. He shall evaluate consignment agreement and any collateral agreement and examine the terms

and conditions binding on the client.

3. He shall also obtain confirmation from the third parties for inventories lying with them.

¢. Cut-off

The auditor shall see that the value of investments shown in the Balance Sheet comprises all

inuestments existed and under the ownership of the company on the reporting date.

d. Completeness

1. The auditor shohld perform'anulgtical procedure to identify any abnormality.

2. He should collect non-financial information such as weights and measures and check the same

with physical verification reports.

3. He shall also perform purchase and sale cut-off test to identify misappropriation near the year -

end. He shall also ensure that no item is omitted from inventories and no invalid item is included in

inuentories. For this purpose, information of all stock lying with customers (under hire purchase

system or sale on approval system), at branch and with consignee must be procured and verified.

4, He shall reconcile phusical inventory amounts with perpetual records including stores ledger. The

value of the inventory should also be tallied with the amount recorded in the books as adjustment p

entry of closing stock, .
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1. The auditor must determine the appropriateness of the method of issuing inventory (LIFO, FIFO,

Weighted Average, etc.) for valuation purpose.

2. Value of raw materials must be examined based on the cost of purchase, carriage inwards, duties
paid, market price of raw materials and estimated cost of disposal. The auditor shall see that lower
of cost and NRV has been considered as the value. Relevant documents for this purpose would be

purchase invoice, voucher for transport cost, etc.
3. He shall also ensure that work-in-progress has been valued considering the completed stage of

production and all direct and relevant indirect costs (up to works cost).
4. He shall ensure that cost of finished goods includes all direct and relevant indirect costs. In case

the finished goods are expected to fetch value lower than the cost, the auditor shall see that the.

same is valued at NRV
5. He shall also see that damaged goods are valued at net realizable value. Moreouer, he shall

RRATL (] i N our i o

ensure that all obsolete goods have been written off fully.

f. Presentation and Disclosure

1. In case of companies, as per Part | of Schedule Il of the Companies Act, 2013 all items of
inventories shall be included in the head ‘Current Assets’ under the subhead ‘Inuentories’.

2. Additionally, in notes to accounts the following disclosures shall be made.

a. Inventories shall be classified as - (a) Row materials (b) Work-in-progress (c) Finished goods (d)
Stock in trade (in respect of goods acquired for trading) (e} Stores and spares (f) Loose goods (g)

Others (specify nature).
b. Goods-in-transit shall be disclosed under the relevant sub-head of inventories.

¢. Mode of valuation shall be stated.

E. LOANS
With reference to Part | of Schedule lll of the Companies Act 2013, the format of Balance Sheet, loans -

represent long term as well as short term loans and advances.

Audit Procedure to be Followed

a. Existence
1. At first, the auditor must obtain separate schedules of long-term and short-term loans and

advances. He should verify whether the balances shown in the schedule agree with the respective

ledger accounts.
2, He should also attempt to obtain written confirmation from those who have been granted the
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3. In case of claims made against insurance companies, railways, etc. the auditor shoutd verify that

only claims that were admitted have been shown as loans and aduances. For this purpose, all the

related correspondence has to be examined.
4. He shall also obtain the copies of statutory returns like IT return and GST return filed with

appropriate authorities and verify whether the amount recorded as per the books tallies with the

claims actually made.
b. Rights and Obligations
1. The auditor should see that loans and advances have been authorized by the Memorandum and

Articles of Association.
2. He shall be extra cautious in verifying the authorization for related party loans and advances.

3. In case loans and aduances have been granted against any sécuritg, the auditor shall verify the

mortgage deed for the terms and conditions. For unsecured loans, he shall judge the possibility of its

T ORICEEREIL . L

recovery.

4. In case advances granted to the employees, the auditor shall examine whether the instalments

have been deducted from their salary regularly.
c. Cut-off
The auditor shall see that the value of loans shown in the Balance Sheet comprises all loans given

by the company and outstanding on the reporting date.

d. Completeness

1. The auditor should see that all the looans and advances that are outstanding on the reporting

date have been recorded.
2. He should also see that all the money recouered against the advances have been appropriately

recorded against the respective advances.

e. Valuation

1. He shall obtain an aging schedule of different loans and a list of loans under litigations. -

2. He should also verify the previous year’s estimate of doubtful loans and after a discussion with

- the management verify the adequacy of the allowances for doubtful accounts during the current

year.

3, The auditor shall also assess the mouement of bad loans to Prouision Account or write offs. He

shall see that write-offs are properly authotized by a responsible official.

f. Presentation and Disclosure

1. In case of a company, the auditor must see that loans and aduances have been shown under Non-
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' currént Assets dnd Cuirent Assets under stbheads Loans as per Part | of Schedute illof the
Companies Act 2013, '
2. He shalt also ensure that all the relevant information has also been disclosed in the ‘Notes to

Accounts’ section,

F. TRADE RECEIVABLE
A receivable shall be classified as a trade receivable, if it is in respect of the amount due on account

of goods and services rendered in the normal course of business, the term trade receivable suggests

particularly the amount recouerable from customers, but in practice, it is applied to a wide range of

claims which a business may carry as an asset in its books. Advances or loans cannot, howeuer, be

included under this head.
Audit Procedure to be Followed

a. Existence _
1. The auditor should obtain a schedule of debtors duly signed by a responsible officer and examine

LIS O W L

it with reference to individual debtors’ accounts. -
2. The auditor should carry out an examination of the relevant records himself about the validity,

accuracy and recoverability of the trade receivables balances.
3. The auditor should check the agreement of balances as shown in the schedules of trade receivable

with those in the ledger accounts.
4, While examining the schedules of trade receivables with reference to the trade receivables’ ledger

accounts, the auditor should pay special attention to the following aspects:
a. Where the schedules show the age of the debts, the auditor should examine whether the age of

the debts has been properly determined.
b. Where the amount outstanding are made up of items which are not overdue, having regard to the

credit terms of the entity.
C. Whether transfer from one account to another are properly evidenced. -
~ b. Rights and Obligations
1.The auditor must ensure that the company has valid claims in respect to the amount shoum as

debtors.
2. He shall examine the bills and notes receivables to see whether those are legally held by the

company.
c. Cut-off
" The receivable balance must represent the sundry debtors and other receivables held by the
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" company on the reporting date only.

d. Completeness
1. The auditor should ensure that all debtors and receivables have been included in Trade

Receivables. In case of dispute, he must obtain confirmation from debtors in this respect.

2, Inspect relevant correspondence such as court order declaring insoluency of a debtor.

Correspondence between the client and his lawyer for bad debts written off.

3. Verification of subsequent realizations is a widely used procedure, even in cases where direct

confirmation procedure is followed.

e. Valuation
1. The provision for bad and doubtful debts is to be recomputed and compared it with past period

for assessing its reasonableness.

2. The calculation of discount on bills must be verified.

3. Rebates and discount allowed in excess of normal terms should be investigated.

4. Bad debt written off should be examined.

f. Presentation and Disclosure

The auditor must ensure the following reclosures as per Part I of Schedule Ill with respect to “Trade

FAT IR T

Receivable” in notes to accounts:

1. Trade receivables shall be sub-classified as:

- a. Secured, considered good

b. Unsecured, considered good

¢. Trade Receivables which have significant increase in Credit Risk; and

d. Trade Receivables - credit impaired.

1. Allowance for bad and doubtful debts shall be disclosed under the relevant heads separately.

2. Debts due by directors or other officers of the company or any of them either severally or jointly
with any other person or debts due by firms or private companies respectively in which any director

is a partner or a director or @ member should be separately stated.

3. For trade receivables outstanding ageing schedule shall be given.

G. CASH AND CASH EQUIVALENTS
Cash and Cash equivalent includes cash in hand, stamps in hand, balances held with bank in current

accounts/ margin money accounts, cash credit accounts (debit balance), fixed deposits, and cheques

in hand, etc. It is the most liquid form of assets of an organization and hence utmost professional

skepticism needs to be exercised while auditing such balances.
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rocedive tobeFollowed. T T T TITIIIIERImERmATES
a. Existence

1. The auditor shail exercise spectal care to verify cash balances. They shall be preferably checked

by surprise. Physical verification of cash in hand would be utmost essential in this context.

2. If the company maintains any rough Cash Book or details of daily balances, the auditor shall
perform test check to see that entries in the Cash Book are accurate. In case he finds any slip

indicating temporary aduance given to an employee which has been included in the cash balance, he

should have them initiated by responsible official.

3. The auditor shall also perform a cash sensitivity analysis (by calculating total receipts and

payments month wise) to determine if there is any abnormal variation in the same in a month. In

such a case the auditor shall enquire into the same and demand explanation from the management.

4. He shall also obtain the Bank reconciliation Statements for every bank account as at the

reporting date to rule out possibility of any error in the cash book. The BRSs must be signed by the

LM L L

accountant and approued by responsible official. He shall also ask the management to reconcile all

discrepancies. .
5. He shall also communicate with the respective banks and obtain written confirmation regarding

the batances held in different bank accounts and deposits.

b. Rights and Obligations

The auditor shall verify that all the deposits are in the name of the client. For this purpose, the
confirmation of the banker and certificate of such deposits shall be examined.

¢. Cut-off

The cash balances must represent the amount of cash and cash equivalents on the reporting date.

d. Completeness
The auditor shall ensure confirmation of 100% of the bank accounts. He shalt also be careful to

include all items of cash in hand in the total balance.

e. Valuation
In addition to performing the above steps, the auditor shall also see that afl bank balances

representing holding of foreign currencies have been appropriately restated at the exchange rate

prevailing on the date of reporting.

f. Presentation and Disclosure | _
The auditor shall ensure the disclosures as per the relevant Accounting Standards and Part 1 of

Schedule 11l of the Companies Act 2013,
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H. Share .Cnpital
Every company starts with procurement of capital. In case of public limited companies, applications
are invited for subscription to shares from the public. For this purpose, the company issues a '
prospectus or statement in lieu of prospectus. On receipt of applications, company makes allotment
to eligible applicants and eventually they become the members of the company. Also, in this process

companies often appoint underwriters to underwrite the issue. An auditor while auditing the Share

Capital of the company must carefulty examine all these related aspects.
Audit Procedure to be Followed . |

a. Existence
1. The auditor must conduct a reconciliation between the opening and closing balance of share

capital to know whether there was any new issue, capitalization or buyback of equity shares or

redemption of preference share.
2. In case of change he must ensure that the revised capital is within the limit of authorized capital

H "aiﬂlmﬁwn ARG i

of the company. :
3. He must examine that the transactions effecting the change in share capital are genuine and
properly authorized. He should examine the resolutions of meetings of the BOD and shareholders for

this purpose.
b. Rights and Obligations
1. He should ensure that the new issue satisfies all the regulatory requirements of Companies Act,

2013, SEB! regulations and guidelines.
2. In specific, he shall see that no shares haue been issued at discount. In case shares have been

issued at premium, he shall see that the balance of Share Premium has been utilized only for the

purposes permitted.
3. With respect to issue of sweat equity shares, right shares, bonus shares etc, he shall ensure that

the rules have been duly complied with.
¢. Cut-off
The balance of Share Capital must represent the amount of share capital on the reporting date.

d. Completeness
The auditor must ensure that all changes made in share capital have been duly given effect and
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accounting entries are adequate.

‘e. Valuation
The auditor must verify that the proceeds collected are correct. For this purpose, he shall verify the
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| calctilation of total proceeds received, its allocation to various heads and also uniderwriter’s’ =

commission payable and settlement of their accounts with liability.

f. Presentation and Disclosure
The auditor shall ensure the following disclosures as per the Part 1 of Schedule il of the Companies
Act 2013:1. For each class of equity shares, the company must disclose (i) no. and amount of shares
authorized, (ii) the number of shares issued, subscribed and fully paid, and subscribed but not fully
paid; (iii) par value per Share; a reconciliation of the number of shares outstanding at the beginning
and at the end of the period, (v) the rights, preferences and restrictions attaching to each ctass of
shares; shares in the company held by each shareholder holding more than five per cent. shares

specifying the number of shares held, (vi) shares reserved for issue under options and contracts or

commitments for the sale of shares or disinvestment, including the terms and amounts; (vii) terms

.

COUTUMMRED T GRS

of any securities convertible into equity shares issued along with the earliest date of conversion in
descending order starting from the farthest such date; (viii) catls unpaid (showing aggregate value
of calls unpaid by Directors and officers); (ix) forfeited shares (amount originally paid up), (x)

shareholding of promoters etc.

I. OTHER EQUITY
As per Schedule Ill, Division 2, Other Equity comprises of the following elements:

1. Share application money pending altotment;

2. Equity component of compound financial instruments;

3. Reserves and Surplus including Capital Total reserue, Securities Premium, Other Reserves and

Retained Earnings;

4. Debt instruments through Other Comprehensive Income;

5. Equity Instruments through Other Comprehensive Income;
6. Effective portion of Cash Flow Hedges; (vii)Revaluation Surplus; _
7. Exchange differences on translating the financial statements of a foreign operation;

8. Other items of Other Comprehensive Income;

9. Money received against share warrants.
While some of the aboue sources are eligible for dividend payment, others must be utilized for

specified purposes only - such as Securities Premium and Capital Redemption Reserve.

In Schedule Ill, Division I, these are however excluded or shown as separate line item.
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Audit Procedure to be Followed

a. Existence

1. The auditor must trace and tally the opening balance of reserves with their closing balances and

needs to identify the changes, if any.

2. In case there is addition during the year, such as issue of new shares at premium, transfer to

General Reserve from current year's profit, revaluation profit etc., the auditor needs to ensure that

such additions are genuine, properly authorized by appropriate resolutions in the meetings of BOD

and members. Similarly, for any reduction in balances, the auditor needs to find out the resultant

transaction and its validity.

b. Rights and Obligations

The auditor must ensure that addition and utilization of balances of various items have been in

compliance with the relevant Act and Regulations. The utilization of reserves must be for specified

purposes only, as applicable.

c. Cut-off

The balance of each item of Other Equity must represent the amount of share capital on the

reporting date only.

d. Completeness

The auditor must ensure that all changes made in Other Equity items have been duly given effect

and accounting entries are adequate.

e. Valuation

The auditor must ensure that the additions and utilizations from various balances of Other Equity

have been calculated appropriately. For example, in case of utilization of accumulated profits for

dividend payment, the amount so utilized must satisfy the conditions laid down in Companies

(Declaration and Payment of Dividend) Rules, 2014.

f. Presentation and Disclosures

The auditor shall ensure the following disclosures as per the Part 1 of Schedule lll of the Companies

Act 2013:

1. ‘Other Reserves’ shall be classified in the notes as-

a. Capital Redemption Reserve;

b. Debenture Redemption Reserve

¢. Share Options Outstanding Account; and

d. others- (specify the nature and purpose of each reserue and the amount in respect thereof);

{(Additions and deductions since last balance sheet to be shown under each of the specified heads)
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R E 2amedEammgsrepresentssurplus[ehalance of the relevant coltumn in the Statement of
Changes in Equity;

3. A reserue specifically represented by earmarked investments shall disclose the fact that it is so

represented;

4. Debit balance of Statement of Profit and Loss shall be shown as a negative figure under the head
‘retained earnings’, Similarly, the balance of ‘Other Equity’, after adjusting negative balance of
retained earnings, if any, shall be shown under the head ‘Other Equity’ even if the resulting figure is

in the negative; and
5. Under the sub-head ‘Other Equity’, disclosure shall be made for the nature and amount of each

item.

). BORROWINGS
Borrowings represent loans of both long term and short term in nature. While long term borrowings
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are procured for business expansion or buying any fixed assets, short term borrowings are done

mostly for working capital financing.
Audit Procedure to be Followed
a. Existence
1. The auditor should collect a schedule of all borrowings with details regarding the date of
procurement of the loan, period of loan, rate of interest, amount of loan and assets pledged against

the loan, if any.
2. He shall examine the loan agreements to ensure that the loans have been taken in name of the

client. He shall tally the loan recorded with the loan agreement.
3. In case of bank loan, he shall obtain a confirmation from the bank regarding the amount of loan

outstanding and shall tally the same with the balance of loan shown in the books.
b. Rights and Obligations '
1. He must examine the Articles of Association and Memorandum of Association and take note of

the rules and regulations in this respect. He shall ensure that the loan agreement adheres to all such

rules
2. He shall verify that the procurement of loan has been properly authorized. In case of a company,

such authorization must be in the form of a resolution of the Board.

3. He shall examine the loan agreements and take note of the conditions of such loan. He shall also

uerifg that all such conditions are duly complied with,
* 4. The auditor should collect a certificate from the lender regarding the asset pledged with the
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register of miortgage maintained bij the client. He

shall also enquire about the nature of the charge - fixed or floating as a pledged asset with fixed
charge cannot be sold without the permission of the lender. The auditor shall verify any

irregularities in this regard.

c. Completeness ‘
1. The auditor shall ensure that information regarding all toans has been produced before him and

no loan that was paid eartier in full has been shown as outstanding. Also, he must ensure that

information about the assets pledged and the nature of charge is complete.
2. He shall verify all new loans taken during the year and check the minutes of the meetings of the

Board for authorization of the same.
d. Valuation
1. The auditor shall check whether the accounting policies and methods of recording the loan are

appropriate and applied consistently,
2. He shall also examine whether the interest payable on such loan has been paid in due time and

G T

the same has been accounted for accordingly. In case any interest is outstanding, the auditor shall

verify the same.
3. In case of amortizing loan (i.e., loans of which principal amount is repayable in instalments)

taken by a company, the auditor shall determine the current maturities of the loan.

e. Presentation and Disclosure
-1. The auditor must see that the outstanding amount of loan (non-current portion) has been shown
“under Non- Current Liabilities or Current Liabilities and under subhead Borrowings as per Part 1 of
Schedule lll of the Companies Act 2013.
2. In case of long-term amortizing loans, the auditor shall see that all current maturities

(instalments falling due within next twelue months) are shown under the head Current Liabilities

and disclosure of the same is given in form of a footnote.
3. He shall also ensure that all restrictive covenants (i.e., conditions) are appropriately disclosed in -

the financial statements.
4, The auditor shall also see that the charge has been appropriately reported in the Balance Sheet.

5. In case the value of the security falls short of the amount of loan outstanding, he shall examine

whether the loan is classified as secured only to the extent of market value of the security.
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K. TRADE PAYABLE
The term ‘Trade Payable’ comprises both trade creditors (i.e., sundry creditors) as well as bills

payable. This represents the liability of an organization to its suppliers.

a. Sundry Creditors
Audit Procedure to be followed to verify the assertions
a. Existence
1. At first, the auditor shall examine whether an effective internal control system exists in the

organization relating to the transactions with creditors.
2. He shall collect a schedule of trade creditors from the management with all possible details
including the name of the creditor and amount payable. He shall verify the same with the balance

of individual creditor’s account in the ledger.
3. With prior permission from the client, he shall collect confirmation from some selected creditors
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regarding the amount payable to them. Such information shall be checked with the balances of

creditors. _
4. If the ledgers are maintained under self-balancing system, information from the General Ledger

shall be cross verified from the Creditors’ Ledger Control/ Adjustment Account.

b. Rights and Obligations |

The auditor shall also examine that all the terms and conditions of the contract with the supplier
have been duly complied. He shall ensure that the goods purchased hauve actually been received

and/or services have been provided in due course. For this purpose, Goods Inward Book may be

examined.
¢. Cut-off
The balance of sundry creditors must represent only the balances outstanding on the date of

reporting.

d. Completeness
1. The auditor shall ensure that no trade creditor is excluded from the schedule. He may collect a

confirmation from the management in this respect.

2, He shall be extra cautious while verifying the transactions near the end of the year.

e. Valuation |
1. The auditor shall see that the total of balances as per the schedule of creditors tallies with the

total of balances of all creditors’ account.
2. He may select a few sample credit sale transactions and shafl verify the correctness of recording
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“the same based on invoice, Goods Received Note, Purchase Day Book and respective
3, The auditor shall also verify the transactions relating to return of goods from Return Outward

Book and see that the same has been correctly posted to creditors’ accounts.

4. In case any discount is received from the supplier, the same shall be examined from the

correspondence with creditors. Its accounting treatment shall also be verified.
5. If any amount payable to a specified creditor remains outstanding for long or if any cheque issued

to a creditor is not encashed for long, the same should be examined to avoid possibility of fraud.

f. Presentation and Disclosure

The auditor shall ensure the following disclosures as per Part 1 of Schedule Ill of the Companies Act
2013.

1. In case of a company, the auditor must see that the total batance of creditors has been shown
under Current Liabilities and under subhead Trade Payables as per Schedule lIl of the Companies Act
2013, It shall further be segregated into (i) total outstanding dues of micro enterprises and small
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enterprises; and (ii) total outstanding dues of creditors other than micro enterprises and small

enterprises, _
2. He shall also ensure that all the relevant information has also been disclosed in the ‘Notes to

Accounts’ section.

L. BILLS PAYABLE .
These are negotiable instruments used by creditors to discharge their liabilities. Basically, a creditor

accepts a bill in favor of the debtor i.e., the client in this case.

Audit Procedure to be followed to verify the assertions

a. Existence
1. The auditor shall cotlect a schedule of bills payable from the management with all possible details

including the name of the creditor and amount payable, date when the bill will become due etc. He
shall verify the same from Bills Payable Book and Bills Payable Account. He shall specifically ensure -
that the bills are still outstanding and their due date has not expired.

2. He shall also see that the acceptance and dishonor of bills have been recorded in the respective

creditors account,
b. Rights and Obligations
1. He shall examine the bills payable and identify the conditions therein. He shall see that the

conditions have been duly complied with. He must also see that they met the legal requirements,

2. In case acceptance of a bill creates any charge on any asset, the auditor shall see that the same
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¢. Cut-off

The balance of Bills Payable must represent only the balances outstanding on the date of reporting.

d. Completeness

1. The auditor shall see that the schedule collective from the management is exhaustive and ne bills

payable is excluded from it. He may collect a written confirmation from the management in this

respect.

2, The auditor shall be extra cautious to verify that no bill which has already expired has been

included in the aboue schedule.

e. Valuation

1. The auditor shall ensure that total of the schedule tallies with the balance of the bilts payable

account,

2, To verify the dishonored bills, the auditor shall examine the correspondence between the client

AR LT s . -

and the creditor. He shall also verify the notification issued by the notary public and bank

statement.

3. In case of renewal of bills dishonored, the auditor shall examine the correspondence between the

client and the creditor. If any interest was payable for such renewal, he shall see that the same has

been properly recorded in the creditor’s account.

f. Presentation and Disclosure

1. In case of a company, the auditor must see that the total balance of bills payable has been shown

under Current Liabilities and under subhead Trade Payables as per Schedule Il of the Companies Act

2013. It shall further be segregated into (i) total outstanding dues of micro enterprises and small

enterprises; and (it) total outstanding dues of creditors other than micro enterprises and small

enterprises.

2. He shall also ensure that all the relevant information has also been disclosed in the ‘Notes to

Accounts’ section,
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B /.o Some Spocinl Tramsoctions

a. Alteration of Share Capital [Section 61]
The audit procedure to be applied in this context are:

1. The auditor must confirm that alteration was authorized by articles.
2. He shall verify the minutes of the Board meeting and ordinary resolution passed in the general

meeting in which the approval of members is obtained.
3. He shall verify that alteration had been effected in copies of Memorandum, Articles, etc.
4. He shall obtain the reasons for which the memorandum of the company is altered.

5. He shall check whether there is any change in the voting percentage of shareholders due to

consolidate and divide all or any of its share capital into shares of a larger amount than its existing

shares.
6. He has to confirm that the alter share capital’s denomination should be more than rupee one.

T AN T e

7. He has to verify that proper accounting entries have been passed. Register of members may also

be checked to see that the necessary alterations have been effected therein.

b. Issue of Bonus Shares [Section 63]
The audit procedure to be applied in this context are:

1. The auditor must confirm that issue of Bonus Share was authorized by articles.
2. He shall verify the minutes of the Board meeting and ordinary resolution passed in the general

meeting in which the approuval of members is obtained.
3. He shall check that the company has issue fully paid-up bonus shares to its members only.
4, He shall confirm that the issue of bonus shares shall not be made by capitalizing reserves created

by the revaluation of assets.
5. He shall check whether the company has made any default in payment of interest or principal in -

respect '6[' fixed deposits or debt securities issued by it.
6. He must check whether the company has made any default in payment of statutory dues of the

employees, such as, contribution to provident fund, gratuity and bonus.

7. He shall check whether the partly paid-up shares are made fully paid-up.
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¢. Splitting of Shares
The audit procedure to be applied in this context are:

1. The auditor shall confirm that alteration was authorized by articles.
2, He should verify the minutes of the Board meeting and ordinary resolution passed in the general

meeting in which the approual of members is obtained.
3. He should verify that alteration had been effected in copies of Memorandum, Articles, etc.
4. He should verify that proper accounting entries have been passed. Register of members may also

be checked to see that the necessary alterations have been effected therein,

d. Re-issue of Forfeited Shares
The audit procedure to be applied in this context are:

1. The auditor should ascertain that the board of directors has the authority under the Articles of
Association of the company to reissue forfeited shares. Check the relevant resolution of the Board of

NIRRT L L

Directors. _
2. He should vouch the amounts collected from persons to whom the shares have been allotted and
verify the entries recorded from re-allotment. The auditor should check the total amount received on

B

the shares including received prior to forfeiture, is not less than the par value of shares.
3. He should verify that computation of surplus amount arising on the reissue of shares credited to

Capital Reserue Account and
4. Where partly paid shares are forfeited for non-payment of catl, and re-issued as fully paid, the
reissue is considered as an allotment at a discount and compliance of the provisions of Section 53 is

essential. The auditor needs to ensure the same,

e. Issue of Debentures [Section 71]
The term “Debenture” includes debenture stock, bonds or any other instrument of a company -
evidencing a debt, whether constituting a charge on the assets of the company or not. Debenture is '

an important source of long-term debt capital of a company.

A company may issue debentures with an option to convert such debentures into shares, either
wholly or partly at the time of redemption. Provided that the issue of debentures with an option to
convert such debentures into shares, wholly or partly, shall be approved by a special resolution
passed at a general meeting. No company shall issue any debentures carrying any uoting rights.

Secured debentures may be issued by a company subject to such terms and conditions as may be
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| prescribed.

The audit procedure to be applied in this context are:

1. The auditor should verify that the prospectus had been duly filed with the registrar before the

date of allotment of debentures.

2. He should check the amount collected in the cash book with the counterfoils of recéipts issued to

the applicants and also cross check the amount into the application and allotment book.

3. He should examine the debenture trust deed and note the conditions contained therein as to issue

and repaument.

4. If the debentures are covered by a mortgage of a charge, it should be verified that the charge has

been correctly recorded in the register of mortgage and charges and it has also been registered with

the registrar of the companies.

-5. Compliance with SEBI guidelines should also be ensured.

6. Where debentures have been issued as fully paid up to vendors as a part of the purchase

consideration, the contract in this regard should be checked.

f. Redemption of Debentures

A company may issue debentures with an option to conuert such debentures into shares, either

wholly or partly at the time of redemption. If debentures are redeemable, it can be redeemed in any

of the following way:

1. By way of periodical drawing i.e., by creating Debenture Redemption Reserve Account.

2. By way of payment on fixed date.

3. By payment whenever the company desires to do so.

The audit procedure to be applied in this context are:

1. The auditor should inspect the debentures or trust deed for the terms and conditions regarding

redemption of debentures,

2. He should see the Director’s minute book authorizing the redemption of debentures.

3. He should also vouch the redemption with the help of debenture bonds cancetled and the cash

book.

4, He should also examine the accounting treatment thoroughly.
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1. Provisions of Companies Act, 2013 Regarding Payment of Dividend

Dividend is the part of the divisible profits of the company which is actually paid to the

shareholders. Companies Act, 2013 provides detailed provisions regarding declaration and payment

. of dividend as follows:

i. Sources of Dividend:

As per Section 123(1), No dividend shall be declared or paid by a company for any financial year

except -

a. out of the profits of the company for that year arrived at after providing for depreciation in

accordance with the provisions of sub-section (2), or out of the profits of the company for any

previous financial year or years arrived at after prouiding for depreciation in accordance with the

provisions of that sub-section and remaining undistributed, or out of both; or

b. out of money provided by the Central Government or a State Government for the payment of

dividend by the company in pursuance of a guarantee given by that Government:

it. Transfer to Reserves:

A company may, before the declaration of any diuidend in any findnctal year, transfer such

percentage of its profits for that financial year as it may consider appropriate to the reserves of the

-company.

til. Payment of Dividend out of Accumulated Profit:

Where, owing to inadequacy or absence of profits in any financial year, any company proposes to

declare dividend out of the accumulated profits earned by it in previous years and transferred by

the company to the free reserues, such declaration of dividend shall not be made except in

accordance with such rules as may be prescribed in this behalf.

Accordingly, Companies (Declaration and Payment of Dividend) Rules', 2014 provides that in the

event of inadequacy or absence of profits in any year, a company may declare dividend out of free

reserues subject to the fulfilment of the following conditions:

1. The rate of dividend declared shall not exceed the average of the rates at which dividend was

| dectared by it in the three years immediately preceding that year: However, this rule will not be

applicable to a company, which has not declared any dividend in each of the three preceding

financial years,

2. The total amount to be drawn from such accumulated profits shall not exceed one-tenth of the
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| sumof its paid-up share capital and free reserués as appearing in the latest audited financial

statement.

3. The amount so drawn shalt first be utilized to set off the losses incurred in the financial year in

which dividend is declared before any dividend in respect of equity shares is declared.

4. The balance of reserves after such withdrawal shall not fall below fifteen per cent of its paid-up

share capital as appearing in the latest audited financial statement.

Section 123(1) further provides that -

1. No dividend shall be declared or paid by a company from its reserves other than free reserves.

2. No company shall declare dividend unless carried over previous losses and depreciation not

provided in previous year or years are set off against profit of the company for the current year.

Note: ‘Free Reserves’ for this purpose shall mean such reserves which are available for distribution

as dividend. It shall not include any amount representing unrealized gains, notional gains or

revaluation of assets, or any change in carrying amount of an asset or of a liability recognized in

equity, including surplus in profit and loss account on measurement of the asset or the liability at

fair value.

iv. Interim Dividend

1 The Board of Directors of a company may declare interim dividend during any financial year or at

any time during the period from closure of financial year till holding of the annual general meeting

out of the surplus in the profit and Loss account or out of profits of the financial year for which such

interim dividend is sought to be declared or out of profits generated in the financial year till the

quarter preceding the date of declaration of the interim dividend.

In case the company has incurred loss during the current financial year up to the end of the quarter

immediately preceding the date of declaration of interim dividend, such interim dividend shall not

be declared at a rate higher than the average dividends declared by the company during the

immediately preceding three financial years.

V. Procedure of Dividend Payment:

Section 123(4) states that the amount of the dividend, including interim dividend, shall be deposited

in a scheduled bank in a separate account within five days from the date of declaration of such

“dividend.

Moreover, as per Section 123(5), no dividend shall be paid by a company in respect of any share

therein except to the registered shareholder of such share or to his order or to his banker and shall
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not be payable except in cash. However, the company may capitalize its profits or reserves for the

purpose of issuing fully paid-up bonus shares or paying up any amount for the time being unpaid

on any shares held by the members of the company.

Any dividend payable in cash may be paid by cheque or warrant or in any electronic mode to the

shareholder entitled to the payment of the dividend.

vi. Restriction on Declaration of Dividend:

As per Section 123(6), a company which fails to comply with the provisions of sections 73 and 74

shall not, so long as such failure continues, declare any dividend on its equity shares.

vii. Unpaid Dividend

Section 124 of the Companies Act, 2013 states that -

1. Where a dividend has been declared by a company but has not been paid or claimed within thirty

O OTARITVREDTE L RS

days from the date of the declaration to any shareholder entitled to the payment of the dividend,

the company shall, within seven days from the date of expiry of the said period of thirty days,

transfer the total amount of dividend which remains unpaid or unclaimed to a special account to be

opened by the company in that behalf in any scheduled bank to be called the Unpaid Dividend

Account,

2. The company shall, within a period of ninety days of making any transfer of an amount under

sub-section to the Unpaid Dividend Account, prepare a statement containing the names, their last

known addresses and the unpaid dividend to be paid to each person and place it on the web-site of

the companu, if any, and also on any other web-site of the company, if any, and atso on any other

web-site approved by the Central Government for this purpose, in such form, manner and other

particulars as may be prescribed.

3. If any default is made in transferring the total amount referred to in sub-section (1) or any part

thereof to the Unpaid Dividend Account of the company, it shall pay, from the date of such default, -

interest on so much of the amount as has not been transferred to the said account, at the rate of

twetue per cent per annum and the interest accruing on such amount shall ensure to the benefit of

the members of the company in proportion to the amount remaining unpaid to them.

4. Any person claiming to be entitled to any money transferred under sub-section (1) to the Unpaid

Dividend Account of the company may apply to the company for paument of the money claimed.

5. Any money transferred to the Unpaid Dividend Account of a company in pursuance of this section

which remains unpaid or unclaimed for a period of seven years from the date of such transfer shall
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be transferred biy the conipany along with interest dccruied, if any, thereon to the Fiind feéthb'lhe'd

under sub-section (1) of section 125 and the company shall send a statement in the prescribed form

of the details of such transfer to the authority which administers the said Fund and that authority

shall issue a receipt to the company as evidence of such transfer.

6. All shares in respect of which dividend has not been paid or claimed for seven consecutive years

or more shall be transferred by the company in the name of Investor Education and Protection Fund

along with a statement containing such details as may be prescribed:

Provided that any claimant of shares transferred aboue shall be entitled to ctaim the transfer of

shares from Inuestor Education and Protection Fund (IEPF) in accordance with such procedure and

on submission of such documents as may be prescribed.

7. If a company fails to comply with any of the requirements of this section, such company shall be

liable to a penalty of one lakh rupees and in case of continuing failure, with a further penalty of

five hundred rupees for each day after the first during which such failure continues, subject to a

maximum of ten lakh rupees and every officer of the company who is in default shall be liable to a

penalty of twenty-five thousand rupees and in case of continuing failure, with a further penalty of

one hundred rupees for each day after the first during which such failure continues, subject to a

maximum of two lakh rupees.

According to Section 125(5), any person claiming to be entitled to any unclaimed dividend may

apply to the authority of IEPF for the payment of the money claimed.

vii. Punishment for Failure to Distribute Dividends [Section 127]

Once a dividend is declared, a company must pay such dividend or at least post the warrant in

respect thereof to every shareholder entitled to the payment of such dividend within a period of

thirty days from the declaration of the dividend.

Howeuer, if the company fails to do so, then every director of the company shall, if he is knowingly

a party to the default, be punishable with imprisonment which may extend to two years and with

fine which shall not be less than one thousand rupees for every day during which such default

continues.

Moreouer, the company shall be liable to pay simple interest at the rate of eighteen per cent per

annum during the period for which such default continues.

Howeuer, no offence under this section shall be deemed to have been committed:

where the dividend could not be paid by reason of the operation of any law;

2. where a shareholder has given directions to the company regarding the payment of the dividend
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| and those directions cannot be complied with’and the same hds been communicated to him;

3. where there is a dispute regarding the right to receive the dividend;

4. where the dividend has been lawfully adjusted by the company against any sum due to it from

the shareholder; or

5. where, for any other reason, the failure to pay the dividend or to post the warrant within the

period under this section was not due to any default on the part of the companuy,

2. Audit Procedure for Finol Dividend

1. The auditor should examine the Articles of Association of the company to ascertain the

differential rights of the shareholders, if anu.

2. The auditor should also examine the minute book of directors’ and shareholders’ meetings to

- verify the dividend was properly recommended by the directors and whether it was passed by a

resolution in the shareholders’ meeting.

3. The auditor should verify whether the amount of dividend paid was calculated accurately.

4. He should ensure that the provisions of Companies Act, 2013 and Companies (Declaration and

Payment of Dividend) Rules, 2014 have been complied with.

5. Based on the bank statements, the auditor must verify whether the total amount of dividend was

transferred to a separate bank account in a scheduled bank within five days from the declaration of

such dividend and whether dividend was paid to shareholders only out that account.

6. The auditor must ensure that dividend has been paid to the rightful owner. He should verify the

Dividend Register and bank statements for this purpose. The auditor shall also reconcile the amount

of dividend warrants outstanding with the Dividend Register and the balance in the Bank Account.

7. The auditor shall also verify whether sufficient effort was made by the management to

distribute the dividend within 30 days from its declaration and shall enquire into all the cases where

the dividend could not be paid within such time.

If the auditor comes acrass any irregularities regarding the aboue areas, he shall immediately

enquire into the matter with the management and if not satisfied, shall also bring such irregularities

to the notice of the shareholders.

2. Audit Procedure for Interim Dividend

1. The auditor should examine the Articles of Association of the company to ascertain whether

payment of interim dividend is permitted by the articles or not.

2. The auditor should also examine the minute book of directors’ meeting to verify resolution
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approumg ‘the payment of interim dividend.”

3. The auditor must critically appraise the justlficatton in paying interim dwtdend based on interim

accounts.

4, The amount of interim dividend shall be deposited in a scheduled bank in a separate account

within five days from the date of declaration of such dividend.

5. The auditor must ensure that dividend has been paid to the rightful owner. He should verify the

Dividend Register and bank statements for this purpose. The auditor shall also reconcile the amount

of dividend warrants outstanding with the Dividend Register and the balance in the Bank Account.

3. Audit Procedure for Unpaid Dividend

1. The auditor should collect a statement or list containing every detail regarding the unpaid

dividend such as the names of the shareholders, dividend payabte to them, dividend warrant

number, reason for the dividend remaining unpaid etc.

2. The auditor shall conduct an enquiry to identify whether there was any fault on the part of the

company and if so, what action has been taken against the company.

3. The auditor shall verify the statement provided by the management in this respect with other

supporting documents like Dividend Register, Returned Warrants, bank statement, etc. and shalt

determine whether the dividend amount has been accurately calculated.

&. The auditor shatl also verify whether the unpaid dividend has been transferred to a separate

account namely Unpaid Dividend Account within seven days from the expiry of 30 days atlowed for

declaration and payment of dividend.

5. The auditor must verify whether there is any fault on the part of the company and if so whether

they have deposited the interest and the penalty.

6. The auditor shatl also verify whether the company has published the details of unpaid dividend

in its own website and also in other website(s) approved by the government for this purpose.

7. Any paument of previously unpaid dividend must be verified by the auditor to see that the same

has been paid to the rightful owner,

8. In case any amount of dividend is remaining unpaid for more than seven years, the auditor shall

verify whether the same along with the interest accrued thereon has been transferred by the

company to IEPF.

9. The auditor shall also verify whether all the shares in respect of which unpaid dividend has been

transferred to IEPF, have also been transferred to such fund.
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+ AUDIT REPORT, REPORT VS. CERTIFICATE, REPORTING

e LAl LAl A 4B d A1 iELiall [BALLEN 44050000 4
REQUIREMENTS UNDER COMPANIES ACT, CONTENTS OF THE
REPORTS AND MODIFICATIONS IN THE REPORT (WITH

COVERAGE OF CARO)

]
pncept and Def: on of Aug Yol

After conducting on audit of an organization, it is the duty of the auditor to communicate, to the

appointing authority, his opinion on the exhibition of true and fair view. of financial performance

and financial position of the organization. Audit report is the written communication on the part of

the auditor to convey his opinion to the client.

According to Lancaster, ‘a report is a statement of collected and considered facts, so drawn up as to

give clear and concise information to persons who are not already in possession of the full facts of

PRNAETE(F] ik T o]

the subject matter of the report.’

The preparation of audit report is essentially the last step in an audit assignment.

b [} " ) -

An audit certificate is a written confirmation of the exactness of the facts stated therein and does

not involue any estimate or opinion. When an auditor certifies a statement, it implies that the

contents of that statement are measurable and that he has verified the accuracy of the data.

According to Dicksee, a certificate is something that ‘makes certain’ and is thus necessarily limited

to facts capable of absolute verification.

] -
A0 B0 A1 ereinecate

Audit certificates are fundamentally different from audit reports, though they are issued by the

same auditor. The following are the differences between an audit report and an audit certificate.
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" NO | Pointsof | Auditor’s Report ~ Auditor’s Certificate
Distinction
Definition | An audit report is a document written An auditor’s certificate is a written
1. in a standard format through which the | confirmation of the accuracy of the
auditor expresses his opinion regarding | facts stated therein.
the reliability and correctness of an
entity’s financial statements.
Nature It is an expression of opinion about the | It is a confirmation of correctness and
2. financial statements. accuracy about some matters.
Basis of The report is based on assumptions and | The certificate is based on actual
3. audit estimations figures and facts.
Scope The scope of the report is large, Its scope is limited.
4,
Advice In audit report, there is a scope of No scope of constructive aduice exists
5 | giving constructive advice to the in the case of the certificate.
company.
Basis Audit report is based on facts, Audit certificate is based on actual
6. assumptions and figures.
- estimations.
Guarantee | Audit report is an opinion by the Audit certificate is a formal statement
7. ouditor and does not guarantee the by the auditors which guarantee the
accuracy of the financial statements accuracy of the facts stated therein.
Time of The report is submitted to the Certificates are issued as and when
8. issue appointing authority required,
only after the audit is complete.
Liability As a report is merely an opinion, if itis | In case of the wrong certificate, the
9, of not correct, the auditor may not be held | auditor will be held responsible.
auditor responsible, unless he is found to be
negligent to his dutuy.
Format Audit report has to be presented in Audit certificate is not required tobe
10. prescribed format. presented.in any standard format.
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1 Essential Chatgqteristiés of a Good Audit Report

The following are the essential characteristics of a good audit report:
1. Simplicity: An audit report should be simple and easily understandable to the users. It should

be written is simple language and should be self-explanatory.

2. Clarity: The gudit report should be clear and unambiguous. The auditor must clearly mention, in
his report, the purpose of audit, sources of information, his findings and overall opinion.

3. Brevity: The report should be brief and specific. While everything relevant must be disclosed, the

report should avoid unnecessary detailing.
4. Firmness: The report should firmly state whether, in the opinion of the auditor, the financial

statements represent the true and fair view of the performance and state of affairs of the business.

STET LR L. -
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5. Objectivity: The audit report should always be based on objective evidences. It is very much

required to reduce or eliminate biases, prejudices, or subjective evaluations by relying on verifiable

data.
6. Disclosure: The audit report should properly disclose all relevant facts and the truth, The

relevance should be decided based on materiality of the concerned item.

7. Impartiality: The report should be unbiased. The recommendations must be impartiat and

objective. _
8. Information-based: Only relevant and accurate information should be included in the audit

report,
9, Timeliness: The report should be prepared and presented within the stipulated time. This will

help in timely decision making,.

[
| ntents or-Aud RO

The basic requirements of an audit report are guided by three regulatory sources, namely, the
Companies Act, 2013, the Standards on Auditing and Companies (Auditor’s Report) Order, 2020.
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The Companies Act, 2013 requires every limited company to get its accounts audited by a qualified
auditor. The auditor critically appraises the books of accounts of the company and submit his

report to the members of the company at the AGM. In this context, Section 143 and some other
Sections of Companies Act, 2013 require the auditor to report on include the following in his audit

report.

1. As per Section 143(2), the auditor, in his report, shall report whether to the best of his knowledge
and information and as per his opinion, the accounts and the financial statements represent a true
and fair view of the state of the company’s affairs as at the end of its financial year and profit or

loss and cash ftow for the year.
2, According to Section 143(3), the auditor’s report shall also state - _
a) whether he has sought and obtained all the information and explanations from the management
which to the best of his knowledge and belief were necessary for the purpose of his audit and if
not, the details thereof and the effect of such information on the financial statements;

b) whether, in his opinion, proper books of account as required by law have been kept by the

ARG =S T L

company so far as appears from his examination of those books and proper returns adequate for

the purposes of his audit have been received from branches not visited by him;
c) whether the report on the accounts of any branch office of the company audited by a person
other than the company’s auditor has been sent to him under the proviso to that sub-section and

the manner in which he has dealt with it in preparing his report;

d) whether the company’s balance sheet and profit and loss account dealt with in the report are in

agreement with the books of account and returns;

e) whether, in his opinion, the financial statements comply with the accounting standards

f) the observations or comments of the auditors on financial transactions or matters which have -

ony adverse effect on the functioning of the company;

g) whether any director is disqualified from being appointed as a director under sub-section (2) of
section 164,

h) any qualification, reservation or aduverse remark relating to the maintenance of accounts and

other matters connected therewith;
i) whether the company has adequate internoal financial controls system in place and the operating

effectiveness of such controls.
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ction 143(4) states that in case anj of the matters required to be included in the audit report

under this section is answered in the negative or with a qualification, the report shall state the

reasons thereof.

4. As per Section 143(5), in case of a Gout. company, where the CAG has issued any direction to the
auditor appointed by it, the auditor, among other things, shall include (a) the directions issued by
the CAG (b) the action taken thereon and its impact on the accounts and financial statement of the

company,
5. According to Section 143(12), if the auditor of a company, in the course of his audit work, has
reason to believe that an offence involving fraud is being or has been committed against the

company by officers or employees of the companuy, he shall immediately report the matter to the

Central Government.
6. The auditor’s report shall also include a statement on the matters prescribed by Companies __
(Auditor’s Report) Order. _ )
7. As per Rule 11 of Companies (Audit and Auditors) Rules 2014, the auditor’s report shall also
include his views and comments on the following matters:

a) whether the company has disclosed the impact, if any, of pending litigations on its financial

position in its financial statement;

b} whether the company has made prouision, as required under any law or accounting standards, |

for material foreseeable losses, if any, on long term contracts including derivative contracts;

c) whether there has been any delay in transferring amounts, required to be transferred, to the

Investor Education and Protection Fund by the company.

As per SA-700 (Revised), Forming an Opinion and Reporting on Financial Statements, the basic

elements of an audit report are as follows:
1. Title: In order to differentiate the audit report from other reports, it must haue an appropriate

title such as - Independent Auditor’s Report.

2. Addressee: The auditor’s report should be appropriatety addressed as per the terms of
engagement. Respective law, regulation or terms of engagement generally specify the person to
whom the report is to be addressed. Normally, an audit repdrf is addressed to the appointing.
authority. For example, in a public limited company, the audit report is addressed to the members

i.e., shareholders.
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3. Auditor’s Opinion: The first section of the auditor’s report shall include the opinion of the at'or'
and shall be named accordingly. This opinion section shall mention the name of the client, the fact

that financial statements have been audited, the titles of the financial statements, reference to the

summary of significant accounting policies and other explanatory information and the date and

period of the financial statements audited.

4, Basis for Opinion: This section shall explain the basis for holding such opinion. Accordingly, it
shall ~
a) state that the audit has been conducted with applicable Standards on Auditing.

b} refer to the section that describes auditor's responsibilities under the Standards on Auditing.

¢) Include a statement that the auditor is independent of the entity in accordance with the relevant

ethical requirements relating to the audit and has fulfilted the auditor’s other ethicat

responsibilities in this context.
d) State whether the auditor believes that the audit evidences obtained by him is sufficient and
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appropriate to prouide a basis for the auditor’s opinion.

e) Report on Going Concern Assumption: Where applicable, the auditor shall report in accordance

with SA 570 (Revised) on Going Concern assumption.

f) Key Audit Matters: In case of audit of complete set of general-purpose financial statements of a

listed entity, the auditor needs to communicate the key audit matters in accordance with SA 701.

These are matters that, in the auditor’s professional judgement, were of most significance in the

audit of the financial statements of the current period. For instance, valuation of goodwill and

other long-term assets, valuation of financial instruments, etc. Law or regutation may also require

communication of key audit matters for other entities as well. Additionally, the auditor may also

decide to communicate key audit matters for those who are of significant public interest.

g) Responsibilities for the Financial Statements: The report of an auditor should also include a

section with heading ‘Management’s Responsibilities for the Financial Statements’. According to SA

200, management, and where appropriate, those charged with governance should accept

responsibility for the preparation of financial statements and also for the internal control currently

in force in the organization. An auditor’s report must include reference to both responsibilities as it

helps to explain the users the premise behind the audit conducted.

Accordingly, this section of the audit report shalt describe management’s responsibility for:

1. the preparation of the financial statements according to the applicable financial reporting

| framework and for the design, implementation and maintenance of an appropriate internal

control relevant to the preparation of the financial statements that are free from material _
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misstatement, whether due to fraud orerror.

2. assessing the entity’s ability to continue as a going concern and whether the going concern

basis of accounting is appropriate. SA 210 requires an auditor to agree management

responsibilities in an engagement letter or other suitable form of written agreement.

h) Auditor’s Responsibilities for the Audit of the Financial Statements: This section of the

auditor’s report shall state that:

1. The objectives of the auditor are to:

a) Obtain reasonable assurance about whether the financial statements as a whole are free from

material misstatement, whether due to fraud or error; and

b} issue an auditor’s report that includes the auditor's opinion.

2.. State that reasonable assurance is a high level of assurance, but is not a guarantee that an

audit conducted in accordance with SAs will always detect a material misstatement when it exists;

And
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3. State that misstatements can arise from fraud or error, and either;

a) Describe that they are considered material if, individually or in the aggregate, they could

reasonably be expected to influence the economic decisions of users taken on the basis of these

financial statements; or

b) Provide a definition or description of materiality in accordance with the applicable FRF,

In addition to the above, the section shall further:

1. State that, as a part of an audit in accordance with SAs, the auditor has exercised professional

judgement and maintained professional skepticism throughout the audit.

2. State that the auditor’s responsibilities are:

a) to identify and assess the risk of material misstatements.

b) to obtain an understanding of internal control.

¢) to evaluate the appropriateness of accounting practices followed and reasonableness of

accounting estimates.

d) to comment on the appropriateness of management’s use of going concern concept and whether

there is any uncertainty that may cast significant doubt on the entity’s ability to continue as a

going concern.

i) Other Reporting Responsibilities:

1. If the auditor addresses other reporting responsibilities in the auditor’s report that are in

addition to the auditor’s responsibilities under the SAs. These other reporting responsibilities shall

be addressed in a separate heading titled “Report on Other Legal and Regulatory Requirements”. __
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2. In case these othier reporting responsibilities address thie same

other reporting responsibilities may be presented in the same section as the related report

elements required by the SAs.

j} Signature of the Auditor:

a. The report is signed by the auditor (i.e., the engagement partner) in his personal name.

b. Where the firm is appointed as the auditor, the report is signed in the personal name of the

auditor and in the name of the audit firm.

¢. The partner/proprietor signing the audit report alse needs to mention his membership number

assigned by The Institute of Chartered Accountants of India.

d. They also include the registration number of the firm, wherever applicable.

k) Place of Signature: The auditor’s report shall name specific location. It is ordinorily the city

where the audit report is signed.

Date of the Auditor’s Report: The date on which the auditor signs the report expressing his

TR A L

opinion on the financial statements of an entity is the date of the auditor’s report.

a. Notification

The Ministry of Corporate Affairs, Gouvernment of India notified Companies (Auditor’s Report) Order

2020 on 25th February, 2020. This order was issued in supersession of Companies (Auditor’s
Report) Order 2016. Accordingly, CARO 2020 is applicable for all statutory audits commencing on
or after 1st April, 2021 corresponding to the financial year 2020-21 and the matters specified

therein shall be included in each report made by the auditor under Section 143 of the Companies

Act, 2013 on the account of every company to which CARO 2020 applies.

b. Eligible Companies : -

It shall apply to every company including a foreign company as defined in clause (42) of Section 2
of the Companies Act, 2013 (18 of 2013) [hereinofter referred to as the Companies Act], except -

1. a banking company as defined in clause (c) of section 5 of the Banking Regulation Act, 1949 (10
of 1949);
2. an insurance company as defined under the Insurance Act,1938 (4 of 1938);

3. a company licensed to operate under section 8 of the Companies Act;

4, a One Person Company as defined in clause (62) of section 2 of the Companies Act and a small
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compariy as defined in clatise (85) of section 2 of the .
5. a private limited company, not being a subsidiary or holding company of a public company,
having a paid-up capital and reserves and surplus not more than one crore rupees as on the
balance sheet date and which does not have total borrowings exceeding one crore rupees from any
bank or financial institution at any point of time during the financial year and which does not have
a total revenue as disclosed in Scheduled Il to the Companies Act (including revenue from

discontinuing operations) exceeding ten crore rupees during the financial year as per the financial

statements.

¢. Matters to be Included in Auditor’s Report
1. Non-current Assets [Clause 3(i)]

a) whether the company is maintaining proper records showing full particulars, including
quantitative details and situation of Property, Plant and Equipment and full particulars of

intangible assets;
' b) whether these Property, Pldnt and Equipment haue been physically verified by the management
at reasonable intervals; and whether any material discrepancies were noticed on such verification
and if so, whether the same hauve been properly dealt with in the books of account;

¢) whether the title deeds of all the immovable properties (other than properties where the
company is the lessee and the lease agreements are duly executed in favour of the lessee) disclosed

in the financial statements are held in the name of the company. If not, provide the details thereof

I NIRRT L -

in the prescribed format.

d) whether the company has revalued its Property, Plant and Equipment (including Right of Use
assets) or intangible assets or both during the year and, if so, whether the reualuation is based on
the valuation by a Registered Valuer; specify the amount of change, if change is 10% or more in the

aggregate of the net carrying value of each class of Property, Plant and Equipment or intangible

assets;
e) whether any proceedings have been initiated or are pending against the company for holding
any benami property under the Benami Transactions (Prohibition) Act, 1988 (45 of 1988) and rules

made thereunder, if so, whether the company has appropriately disclosed the details in its financial

statements.
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- a) whether physical verification of inventory has been conducted at reasonable intervals by the

management and whether, in the opinion of the auditor, the coverage and procedure of such

verification by the management is appropriate; whether any discrepancies of 10% or more in the

aggregate for each class of inventory were noticed and if so, whether they have been properly

dealt with in the books of account;

b) whether during any point of time of the year, the company has been sanctioned working capital

limits in excess of five crore rupees, in aggregate, from banks or financial institutions on the basis

of security of current assets; whether the quarterly returns or statements filed by the company

with such banks or financial institutions are in agreement with the books of account of the

Company, if not, give details;

3. Investment, Providing Guarantee/security, Granting Loan or Advances [Clause 3(iii)]

BREEEE - b (IO S

a) whether during the year the company has made investments in, provided any guarantee or

security or granted any loans or advances in the nature of loans, secured or unsecured, to

companies, firms, Limited Liability Partnerships or any other parties, if so, -

1. whether during the year the company has provided loans or provided advances in the nature of

loans, or stood guarantee, or provided security to any other entity [not applicable to companies

whose principal business is to give loans), if so, indicate-

2. the aggregate amount during the year, and balance outstanding at the balance sheet date with

respect to such loans or aduances and guarantees or security to subsidiaries, joint ventures and

associates;

3. the aggregate amount during the year, and balance outstanding at the balance sheet date with

respect to such loans or aduances and guarantees or security to parties other than subsidiaries,

joint ventures and associates;

b) whether the investments made, guarantees provided, security given and the terms and -

conditions of the grant of all loans and aduances in the nature of loans and guarantees provided

are not prejudicial to the company’s interest;

¢} in respect of loans and aduances in the nature of loans, whether the schedule of repayment of

principal and payment of interest has been stipulated and whether the repayments or receipts are

regular;

d) if the amount is overdue, state the total amount overdue for more than ninety days, and

whether reasonable steps have been taken by the company for recouery of the principal and
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e) whether any loan or advance in the nature of loan granted which has fallen due during the

year, has been renewed or extended or fresh loans granted to settle the overdues of existing loans

given to the same parties, if so, specify the aggregate amount of such dues renewed or extended or
settled by fresh loans and the percentage of the aggregate to the total loans or aduances in the
nature of loans granted during the year [not applicable to companies whose principal business is to

give loans]; ‘

f) whether the company has granted any loans or advances in the nature of loans either repayable
on demand or without specifying any terms or period of repayment, if so, specify the aggregate
amount, percentage thereof to the total loans granted, aggregate amount of loans granted to
Promoters, related parties as defined in clause (76) of Section 2 of the Companies Act, 2013;

4. Loan to Director and Investment by the Company [Clause 3 (iv))
In respect of loan, investment, guarantees and security, whether prouvisions of Sections 185 and 186
of the Companies Act, 2013 have been complied with. If not, provide the details thereof. ;
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5. Acceptance of Deposits [Clause 3 (v)]
In case the company has accepted deposits, whether the directives issued by the Reserve Bank of
India and the provisions of Sections 73 to 76 or any other relevant provisions of the New Act and

the rules framed thereunder, where applicable, have been complied with. If not, the nature of

contrauentions should be stated. If an order has been passed by Company Law Board or National

Company Law Tribunal or Reserve Bank of India or any court or any other tribunal, whether the

same has been complied with or not.

6. Maintaining Cost Records [Clause 3 (vi)]
Where maintenance of cost records has been specified by the Central Government under sub-section -
(1) of Section 148 of the New Act, whether such accounts and records have been made and

maintained.

7. Statutory Dues [Clause 3 (vii)]
a) Is the company regular in depositing undisputed statutory dues including provident fund,

employees’ state insurance, income tax, sales tax, wealth tax, service tax, duty of customs, duty of
excise, value added tax, cess and any other statutory dues with the appropriate authorities? And if
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not, the extent of the arrears of outstanding statutory dues as at the last day of the financial year _

concerned for a period of more than six months from the date they became payable, shatl be

indicated by the auditor.

b).In case dues of income tax or sales tax or wealth tax or service tax or duty of customs or duty of

excise or value added tax or cess have not been deposited on account of any dispute, then the

amount involued and the forum where dispute is pending shall be mentioned.

8. Disclosure of Unrecorded Income [Clause 3 (viii)]

Whether any transactions not recorded in the books of account have been surrendered or disclosed

as income during the year in the tax assessments under the Income Tax Act, 1961 (43.of 1961), if so,

whether the previously unrecorded income has been properly recorded in the books of account

oA ISR -

during the year;

9. Repayment of Loan [Clause 3 (ix)]
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a) whether the company has defaulted in repayment of loans or other borrowings or in the -

pauyment of interest thereon to any lender, if yes, the period and the amount of default to be

reported.

b) whether the company is a declared willful defaulter by any bank or financial institution or other

lender.

¢) whether term loans were applied for the purpose for which the loans were obtained; if not, the

amount of loan so diverted and the purpose for which it is used may be reported;

d) whether funds raised on short term basis have been utilized for long term purposes, if yes, the

nature and amount to be indicated;

e) whether the company has taken any funds from any entity or person on account of or to meet

the obligations of its subsidiaries, associates or joint ventures, if so, details thereof with nature of

such transactions and the amount in each case;

f) whether the company has raised loans during the year on the pledge of securities held invits

subsidiaries, joint ventures or associate companies, if so, give details thereof and also report if the

company has defaulted in repayment of such loans raised;
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zation of IPO/ Further Public Offer etc. [Clause 3 (]
a) whether moneys raised by way of initial public offer or further public offer (including debt

instruments) during the year were applied for the purposes for which those are raised, if not, the

details together with delays or default and subsequent rectification, if any, as may be applicable,

be reported;

b) whether the company has made any preferentiol allotment or private placement of shares or
convertible debentures (fully, partially or optionally convertible) during the year and if so,
whether the requirements of section 42 and section 62 of the Companies Act, 2013 have been
complied with and the funds raised have been used for the purposes for which the funds were
raised, if not, provide details in respect of amount involued and nature of non-compliance;

11. Reporting of Fraud [Clause 3 (xi)] _
a) whether any fraud by the company or any fraud on the company has been noticed or reported

BEAELEL b T R

during the year, if yes, the nature and the amount involved is to be indicated;

b) whether any report under sub-section (12) of section 143 of the Companies Act has been filed by
the auditors in Form ADT-4 as prescribed under rule 13 of Companies (Audit and Auditors) Rules,
2014 with the Central Government;

¢) whether the auditor has considered whistle-blower complaints, if any, received during the year

by the company;

12. Nidhi Company [Clause 3 (xii)]
a) whether the Nidhi Company has complied with the Net Owned Funds to Deposits in the ratio of 1:

20 to meet out the liability;

b) whether the Nidhi Company is maintaining ten per cent. unencumbered term deposits as
specified in the Nidhi Rules, 2014 to meet out the liability;

c) whether there has been any default in payment of interest on deposits or repayment thereof for

any period and if so, the details thereof;

13. Related Party Transaction [Clause 3 (xiit)]
Whether all transactions with the related party are in compliance with Sections 177 and 188 of the
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Companies Act, 2013 whereas applicable and whether the details have been disclosed in the

 financial statement etc., as required by the applicable accounting standard.
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a) whether the company has an internal audit system commensurate with the size and nature of

its business;

b) whether the reports of the Internal Auditors for the period under audit were considered by the

statutory auditor;

15. Non-Cash Transaction [Clause 3 (xv)]

a) Whether the company has entered into any non-cash transaction with the director or person

concerned with him.

b) If so, whether the provision of Section 192 of the Companies Act, 2013 has been complied with.

16. Registration of the Company, Nature of the Company [Clause 3 (xvi)]

a) whether the company is required to be registered under section 45-IA of the Reserve Bank of

India Act, 1934 (2 of 1934) and if so, whether the registration has been obtained;

[ 4 - - 13 N e R P

b) whether the company has conducted any Non-Banking Financial or Housing Finance activities

without a valid Certificate of Registration (CoR) from the Reserve Bank of India as per the Reserve

Bank of India Act, 1934;

c) whether the company is a Core Inuestment Company (CiC) as defined in the regulations made by

the Reserve Bank of India, if so, whether it continues to fulfil the criteria of a CIC, and in case the

company is an exempted or unregistered CIC, whether it continues to fulfil such criteria;

d) whether the Group has more than one CIC as part of the Group, if yes, indicate the number of

CICs which are part of the Group;

" 17. Cash Losses [Clause 3{xuvii)]

Whether the company has incurred cash losses in the financial year and in the immediately

preceding financialk year, if so, state the amount of cash losses; -

18. Resignation of Statutory Auditor [Clause 3(xuiii)]

whether there has been any resignation of the statutory auditors during the year, if so, whether

the auditor has taken into consideration the issues, objections or concerns raised by the outgoing

auditors;
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On the basis of the ﬁndncial ratios, ageing and expected dates of realisation of financial assets and

payment of financial liabilities, other information accompanying the financial statements, the

auditor’s knowledge of the Board of Directors and management plans, whether the auditor is of the
opinion that no material uncertainty exists as on the date of the audit report that company is
capable of meeting its liabilities existing at the date of balance sheet as and when they fall due

within a period of one year from the balance sheet date;

20. Unspent CSR Expenditure Amount [Clause 3(u0)]

a) whether, in respect of other than ongoing projects, the company has transferred unspent amount
to a Fund specified in Schedule VIl to the Companies Act within a period of six months of the expiry
of the financial year in compliance with second prouiso to sub-section (5) of section 135 of the said
Act;

b) whether any amount remaining unspent under sub-section (5) of section 135 of the Companies
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Act, pursuant to any ongoing project, has been transferred to special account in compliance with

the provision of sub-section (6} of section 135 of the said Act;

21. Qualification/Adverse Remarhs [Clause 3(xxi)]
Whether there have been any qualifications or aduerse remarks by the respective auditors in the
Companies (Auditor’s Report) Order (CARO) reports of the companies included in the consolidated

financial statements, if yes, indicate the details of the companies and the paragraph numbers of

the CARO report containing the qualifications or adverse remarks.

22, Reasons to be Stated for Unfavorable or Qualified Answers [Clause 4]
a) Where, in the auditor’s report, the answer to any of the questions referred to in the previous

paragraph, is unfavorable or qualified, the auditor’s report shall also state the basis for such .

unfavorable or qualified answer, as the case may be.
b) Where the auditor is unable to express any opinion on any specified matter, his report shall

indicate such fact together with the reasons as to why it is not possible for him to give his opinion

on the same maintained.
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Different Types of opinion
The opinions expressed in audit reports issued by statutory auditors can broadly be divided into

two categories
(A) Unmodified Opinion and (B) Modified Opinion.

1. Unmodified opinion:

Unmodified opinion: An audit report with an unmodified opinion is also known as ‘Clean

Report’ or ‘Unqualified Report’. An auditor expresses an unmodified opinion when he is satisfied
that the financial statements exhibit a true and fair view of the state of affairs and operations in
an enterprise during the period. To be more specific, an auditor issues an unmodified opinion when
he finds that - _

a) The Financial Statements have been prepared using the Generally Accepted Accounting

© IR ST Gy

Principles, which have been consistently applied;

b) The Financial Statements comply with relevant statutory requirements and regulations;

¢) There are adequate disclosure of all material matters relevant to the proper presentation of the

financial information, subject to statutory requirements, where applicable; and

d) Any changes in the accounting principles or in the method of their application, and the effects

thereof, have been properly determined and disclosed in the Financial Statement.

2. Modified Opinion:

While forming an opinion in accordance with SA 700 (Revised), if the auditor concludes that a
modification to the auditor’s opinion on financial statements is necessary, he shall express a

modified opinion. SA 705, Modifications to the Opinion in the Independent Auditor’s Report, - -
suggests two such circumstances when an auditor should appropriately modify his opinion on the

financial statements. These are:
a) The auditor concludes that, based on the audit evidence obtained, the financial statements as a

whole are not free from material misstatements; or "
b) The guditor is unable to obtain sufficient appropriate audit evidence to conclude that the :

financial statements as a whole are free from material misstatements.
There can be three types of modified opinions - (1) Qualified Opinion, (2) Adverse Opinion and (3)
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falmerof Opinton,
1. Qualified Opinion
An auditor expresses qualified opinion on financial statements when:

a) The auditor, having obtained sufficient appropriate audit evidence, concludes that

misstatements, either individually or in aggregate, are material but not pervasive (i.e., not highly

significant);

“b) The auditor is unable to obtain sufficient appropriate audit evidence on which to base his

opinion, but concludes that the possible effects of undetected misstatements on the financial

statements could be material but not pervasive.

Note: Meaning of the term ‘Pervasive’.
The term ‘pervasive’ is used, in the context of misstatements, to describe the effects on the financial
statements of misstatements or the possible effects on the financial statements of misstatements, if
any, that are undetected due to an inability te obtain sufficient appropriate audit evidence.
Peruasive effects on the financial statements are those that, in the auditor’s judgment:
1. Are not confined to specific elements, accounts or items of the financial statements;

- 2.1f so confined, represent or could represent a substantial proportion of the financial statements; or
3. In relation to disclosures, are fundamental to users’ understanding of the financial statements.

CONTANRRTRLY IS it . ¢

In case of a qualified opinion, the heading of the ‘Basis for Opinion’ paragraph must be modified as

‘Basis for Qualified Opinion’.

Some situations when an auditor should express a qualified opinion are:

1. Non-adherence to AS-2 with regard to inventory valuation at the lower of cost and net realizable

value.

2. Auditor being prevented by the management from observing the counting of physical inventory

where such action is material to the financial statements,

2. Adverse Opinion

An auditor expresses adverse opinion on financial statements when the auditor, having obtained

sufficient appropriate audit evidence, concludes that misstatements, either individually or in

aggregate, are both material and pervasive to the financial statements.

In case of an adverse audit report the heading of the ‘Basis for Opinion’ paragraph must be

modified as ‘Basis for Aduerse Opinion’,

Some situations when an auditor should express an aduerse opinion are:
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a) Financial statements were prepared on going concem basis even after planning to cease the

~ operation of the company within next six months.

b) Inadequate provision for doubtful debts.

3. Disclaimer of Opinion |
The auditor shall disctaim an opinion when the auditor is unable to obtain sufficient appropriate
audit evidence on which to base the opinion, and the auditor concludes that the possible effects on

the financial statements of undetected misstatements, if any, could be both material and

pervasive. The auditor shall disclaim an opinion when, in extremely rare circumstances involuing
multiple uncertainties, the auditor concludes that, notwithstanding having obtained sufficient
appropriate audit evidence regarding each of the individual uncertainties, it is not possible to form

an opinion on the financial statements due to the potential interaction of the uncertainties and

their possible cumulative effect on the financial statements.
An audit report with a disclaimer of opinion must include the ‘Basis for Disclaimer’.-
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Situations leading to reporting with a disclaimer of opinion are: _
1. Auditor was prevented by the management from (a) observing the counting of physical
inventory and (b} performing other procedures such as requesting external confirmation of debtors

and creditors, and bank account balances.

2, Non-receipt of branch audit reports from a significant number of branches.

Deciding on Appropriate Modified Opinion. |
As per SA 705, the objective of an auditor should be to express clearly an appropriately modified
opinion on financial statements if the situation so demands. The decision on an appropriate . -

modified opinion depends on two factors -

(a) the nature of matter that gives rise to the modification and

(b) auditor’s judgement about the pervasiveness of the effects on the financial statements.
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The following table explains such a decision by the auditor.

Nature of matter that gives rise to the modification Auditor’s judgement about the pervasiveness of
the effects on the financial statements.

:_ Muterlal but not pervasive Material - Auditor's judgém’eht ubout th’e peruasiveness

. as well as peruaswe

_ of the effects on the fmancu:d statements

Materlal but not peruuswe

Material as well as perua

Financiol statements are misstated Qualiﬁed Opinion ) " Adverse Opinion

Inability to obtain sufficient appropriate  Qualified Opinion Disclaimer of Opinion
ouditevidence

BELEUL . L O

1.any other matter that is relevant to users’ understandlng of the audit, the auditor’s

responsibilities or the auditor’s report

2, for the former and an ‘Other Matter’ paragraph for the latter

A. ‘Emphasis of Matter’ Paragraph

As per SA 706 (Revised), Emphasis of Matter Paragraphs and Other Matter Paragraphs in the

Independent Auditor’s Report, if the auditor, having formed an opinion on the financial statements,

thinks it necessary to draw users’ attention to a matter, although appropriately presented or

disclosed in the financial statements, that is of such importance that it is fundamental to users’

understanding of the financial statements, he can do so by way of clear additional communication

in the auditor’s report by including an ‘Emphasis of Matter’ paragraph provided:

a) The auditor would not be required to modify the opinion in accordance with SA 705 (Revised) as

a result of the matter; and

b) When SA 701 applies, the matter has not been determined to be a key audit matter to be

communicated in the auditor’s report.

When the auditor includes an Emphascs of Matter paragraph in the auditor’s report, the auditor
shall:
) Include the paragraph within a separate section of the auditor’s report with an appropriate

heading that includes the term ‘Emphasis of Matter’;
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b} Include in the paragraph a dleor reference to the matter being emphasized and to where -

retevant disclosures that fully describe the matter can be found in the financial statements. The

paragraph shiall refer only to information presented or disclosed in the financial statements; and

C) Indicate that the auditor’s opinion is not modified in respect of the matter emphasized.

Examples of circumstances where the auditor may consider it necessary to include an Emphasis of

Matter paragraph are:

1. An uncértuintg relating to the future outcome of exceptional litigation or regulatory action.

2. A significant subsequent event that occurs between the date of the financial statements and the

date of the auditor’s report.

3. Early application (where permitted) of a new accounting standard that has a material effect on

the financial statements.

4. A major catastrophe that has had, or continues to have, a significant effect on the entity’s

SRR R TR R . L
i
i

financial position.

B. ‘Other Matter’ Paragraph

If the auditor, having formed an opinion on the financial statements, considers it necessary to

communicate a matter other than those that are presented or disclosed in the financial statements

that, in the auditor’s judgment, is relevant to users’ understanding of the audit, the auditor's

responsibilities or the auditor’s report, the auditor shall include an Other Matter paragraph in the

auditor’s report, provided:

This is not prohibited by law or regulation; and

1. When SA 701 applies, the matter has not been determined to be a key audit matter to be

communicated in the auditor’s report.

2. When the auditor includes an Other Matter paragraph in the auditor’s report, the auditor shall

include the paragraph within a separate section with the heading ‘Other Matter’, or other

appropriate heading.

3. Circumstances in which an ‘Other Matter’ paragraph may be necessary are:

a) When the matter is relevant to Users’ Understanding of the Audit;

b) When the matter is relevant to Users’ Understanding of the Auditor’s Responsibilities or the |

Auditor’s Report;

- ¢) While reporting on more than one set of financial statements;

AKASH AGARWAL CLASSES CONTACT US :- Boo7777042/23




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA 1 G2- AUDIT

LIS

+ REPORT ON INTERNAL FINANCIAL CONTROL OVER FINANCIAL
REPORTING

Internal Financial Control came into existence to promote risk management and governance process

within the organization so that instances of organized frauds.

As per Section 134(5)(e), the term ‘internal financial controls’ means the policies and procedures

adopted by the company for ensuring the orderly and efficient conduct of its business, including

adherence to company’s policies, the safeguarding of its assets, the prevention and detection of

frauds and ervors, the accuracy and completeness of the accounting records, and the timely

preparation of reliable financial information,

The importance of a sound internal financial control is paramount. Existence of adequate internal

AR THT R

financial control not only reduces the burden of the auditor but also prouides reasonable assurance -

about the appropriateness of the accounts and the results generated therefrom

[
2100 . [ i A 7 § [)

As per Sec 143(3)(i) of Companies Act 2013, the report of the auditor should state as to whether the

company has adequate Internal Financial Control system in place and the operating effectiveness of

such controls.

Again, Rule 8(5)(viii) of the Companies (Accounts) Rules, 2014 requires the Board of Directors’ report

of all companies to state the details in respect of adequacy of internal financial controls with

reference to the “financial statements”,

eporting on Interns aticial Control ove ancial Repo .

As mentioned earlier, Sec 143(3)(i) of Companies Act, 2013 req uires that the report of the auditor

should state as to whether the company has adequate Internal Financial Control system in place and

the operating effectiveness of such controls.

Further, Rule 10A of Companies (Audit & Auditors) Rules 2014 states that:

a) For the financial years commencing on or after 1st April 2015, the report of the auditor should
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about existence of adequate internal financial controls and its operating effectiveness. -
b) The auditor of a company may voluntarily include the statement referred to in this rule for the

financial year commencing on or after 1st April 2014 and ending on or before 31st March 2015,

As per the Guidance Note issued by The Institute of Chartered Accountants of India in this respect
The auditor’s objective in an audit of internal financial controls over financtal reporting is to

express an opinion on the effectiveness of the company’s internal financial controls over financial

reporting and the procedures in respect thereof are carried out along with an audit of the financial

statements.
Glabally, auditor’s reporting on internat controls is together with the reporting on the financial

statements and such internal controls reported upon relate to only intemal controls over financial

reporting.
Accordinglu, the term ‘intemal financial controls’ wherever used in this Guidance Note in the context
of the responsibility of the auditor for reporting on such controls under Section 143(3)(i) of the Act,

Lo TSI T

per se implies and relates to internal financial controls over financial reporting.
Therefore, ‘internal financial controls ouer financial reporting’ shall mean ‘A process designed to

provide rea- sonable assurance regarding the reliability of financial reporting and the preparation of

financial statements for external purposes in accordance with generally accepted accounting

principles. A company’s internal financiat control ouer financial reporting includes those policies and

procedures that -
. @) pertain to the maintenance of records that, in reasonable detail, accurately and fairty reflect the

transactions and dispositions of the assets of the company;

b) provide reasonable assurance that transactions are recorded as necessary to permit preparation

financial statements in accordance with generally accepted accounting principles, and that receipts

and expenditures of the company are being made only in accordance with authorizations of

management and directors of the company; and

c) provide reasonable assurance regarding prevention or timely detection of unauthorized

acquisition, use, or disposition of the company’s assets that could have a material effect on the

financial statements.
An auditor needs to conduct an cudit of IFC-FR though a proper planning followed by testing the

| design effectiveness of control and operating effectiveness of control and thereafter report on IFC

over Financiat Reporting.
The Guidance Note also provides that reporting on the adequacy and operating effectiveness of IFC-
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' uld apply even in case of consolidated financial statements, for the respective components
included in the consolidated financial statements only if it is a company under the 2013 Act. Howeuver,

reporting on IFC will not be applicable with respect to interim financial statements, such as quarterly

or hatf-yearly financial statements, unless such reporting is required under any other law or

regulation.

Heo U L T T t
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+ NATIONAL FINANCIAL REPORTING AUTHORITY (NFRA)

DACKEY( 4

In order to incorporate gouernance, the quality of accounting and auditing is critical. Keeping this in

mind, the Central Government established the ‘National Advisory Committee on Accounting

Standards’ (NACAS) under Section 210A of the Companies Act of 1956 to aduise it on the formulation

and laying down of accounting standards and auditing procedures. The NACAS was reptaced by the

National Financial Reporting Authority (NFRA) under the new Companies Act of 2013. The Nationat

Financial Reporting Authority (NFRA) is a quasi-judicial organization that oversees accounting and

auditing issues.

AR T Diwe

1

Constitution -~ -

The National Financial Reporting Authority (NFRA) was constituted on 1st October,2018 by the

Government of India under Sub Section (1) of section 132 of the Companies Act, 2013. The body will

comprise of one Chairman who will be an eminent individual with competence in accounting,.

auditing, finance, or law as Chairperson. In addition, there can be a maximum of 15 members.

The following committees will make up the NFRA:

1, Accounting Stondards Committee;

2. Auditing Standards Committee

3. Enforcement Committee.
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Functions and Duties of NFRA

As pe_f Section 132(2) of the Comp.anies Act, 2013, the duties of the NFRA are to:
1. Recommend accounting and auditing policies and standards to be adopted by companies for

approual by the Central Government

2. Monitor and enforce compliance with accounting standards and auditing standards;

3. Oversee the quality of seruice of the professions associated with ensuring compliance with such

standards and suggest measures for improvement in the quality of service;

4. Perform such other functions and duties as may be necessary or incidental to the aforesaid

functions and duties.
Sub Rule (1) of Rule 4 of the NFRA Rules, 2018, provides that the Authority shall protect the public
interest and the interests of investors, creditors and others associated with the companies or bodies

AT ETR e,

corporate gouerned under Rule 3 by establishing high quality standards of accounting and auditing

and exercising effective oversight of accounting functions performed by the companies and bodies

corporate and auditing functions performed by auditors.

a. Recommending Auditing Standards
As mentioned earlier, NFRA recommends auditing policies and standards to be adopted by companies

for approval by the Central Government. For this purpose, the Authority —

1. shall receive recommendations from the Institute of Chartered Accountants of India on proposals

for new accounting standards or auditing standards or for amendments to existing accounting

standards or auditing standards;

2. may seek additional information from the Institute of Chartered Accountants of India on the -

recommendations received under clause (a), if required.

Further, the Authority shall consider the recommendations and additional information in such

manner as it deems fit before making recommendations to the Central Government.

b. Monitoring and Enforcing Complidnce with Auditing Standards - r

1. For the purpose of monitoring and enforcing compliance with auditing standards under the Act by

a company or a body corporate governed under Rule 3, the Authority may:
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a. _reiiiéi-li"_ working paypers (including audit plan and other audit documents) *dﬂd"Ehiiiiiiﬁicﬁdﬁs'-
related to the audit; ' '
b. evaluate the sufficiency of the quality control system of the auditor and the manner of

documentation of the system by the auditor; and
¢. perform such other testing of the audit, supervisory, and quality control procedures of the auditor

as may be considered necessary or appropriate.

2. The Authority may require an auditor to report on its governance practices and internal processes

designed to promote audit quality, protect its reputation and reduce risks including risk of failure of
the auditor and may take such action on the report as may be necessary.

3. The Authority may seek additional information or may require the personal presence of the auditor

for seeking additional information or explanation in connection with the conduct of an audit.

&, The Authority shall perform its monitoring and enforcement activities through its officers or

experts with sufficient experience in audit of the relevant industry.
5. The Authority shall publish its findings relating to non-compliances on its website and in such

CUMNITREELL AT e o

other manner as it considers fit, unless it has reasons not to do so in the public interest and it records

the reasoens in writing.
6. The Authority shall not publish proprietary or confidential information, unless it has reasons to do

50 in the public interest and it records the reasons in writing.

7. The Authority may send a separate report containing proprietary or confidential information to

the Central Government for its information. _
8. Where the Authority finds or has reason to believe that any law or professional or other standard

has or may have been violated by an auditor, it may decide on the further course of investigation or

enforcement action through its concerned Division.

¢. Power to Investigate

In addition to the aboue, the Authority also enjoys power to -

1. investigate any matter of professional or other misconduct under sub-section (4) of section 132 of
the Act; _
2. undertake investigation into any matter on the basis of its compliance or oversight activities; or

3. undertake suo-motu inuestigation into any matter of professional or other misconduct, after

recording reasons in writing for this purpose. g

If, during the investigation, the Authority has evidence to believe that any company or body

corporate has not complied with the requirements under the Act or rules which involues or may
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involue fraud amouniting to rupees one crore or more, it shall report its findirgs to the Central

Government.

On the commencement of these rules-
a. the action in respect of cases of professional or other misconduct against auditors of companies
referred to in rule 3 shall be initiated by Authority and no other institute or body shall initiate any

such proceedings against such auditors:
Provided that no other institute or body shall initiate or continue any proceedings in such matters of

misconduct where the Authority has initiated an investigation under this rule;

b. the action in respect of cases of professional or other misconduct against auditors of companies or
bodies corporate other than those referred to in rule 3 shall continue to be proceeded with by the
Institute of Chartered Accountants of India as per provisions of the Chartered Accountants Act, 1949

and the regulations made thereunder.

AR FL T
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A. Multiple Choice Questions

1. Any casual vacancy in a gout. company is filled by the CAG of India within days.

A 15

B. 30

C. 45

D. 60

2. Which of the following is not a content of audit report as per CARO?

A. Inventory )
B. Acceptance of deposit £
€. Recruitment of employees
D. Repayment of loan =
3. No audit firm shall be appointed or reappointed as auditor for more than two termsof ____
consecutive years. '
A 3

B. 5

¢ 7

D. 10

4, Each qualified chartered accountant not in full time employment can be the auditor of at most
companies.

10

15

20

30

Sr®pP

Which of the following is not a content of audit report?
Signature of the auditor

Date of the report

Attachment of audit evidences

Auditor’s address

-

OP P

An auditor shall submit a unmodified report when
The financial statements exhibit true and fair view
The financial statements are partially correct

The financial statements are incomplete

The financial statements are unavailable

WIS TGRTE I 1 5 1 it
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e R S

Cost Audit is covered under
Section 204

Section 148

Section 139

None of the above

cPowEe N

Secretarial Audit is covered under section
Section 204

Section 148

Section 139

None of the above

OO ®p®

An Audit Committee should have a minimum of number of directors.
4

LT T P

SRR S

3
5
6

R

. A cost auditor submits his report along with reservations and observations in Form No.
CRA1
CRA 2
CRA3
CRA 4

OOwr3

B. State True or False
1. An audit report should haue a proper title- TRUE

2. Appointment of a statutory company auditor is governed by Section 139 of Companies Act, 2013- TRUE
3. Application for removal of a company auditor before the expiry of his term is to be made to the Central

Gout. in form no. ADT-1- FALSE

4. SA 705 deals with modifications to the opinion in the independent auditor’s report- TRUE

5. In case of a partnership firm the maximum no of companies to which the firm can be appointed as the
auditor shall be limited to 10 companies- FALSE

6.  An audit report is addressed to the authority appointing the Auditor- TRUE

7. The auditor gives a clean report when he doesn’t have any significant reservation in respect of matters

contained in the Finoncial Statements- TRUE

8. A disclaimer of opinion is issued by the auditor when he cannot form an ouverall opinion about the
matters contained in the Financial Statements- FALSE
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9. The Branch Auditor shalt prépure re];ort on the Accounts of the Branch examined by him and send it
to Audit Committee- TRUE '

10. Casual vacancy in the office of Cost Auditor is filled by Board of Directors- TRUE

C. Fill in the Blanks
1. Audit report reflects the work done by the AUDITOR
2. The audit report should be signed in the personal name of the AUDITOR

3. For any default on the part of the company to deposit to the unpaid dividend account within the
stipulated time, the company needs to pay interest @ 12% p.a. :

4,  The first auditor of a Gout. Company is appointed by the CAG of the company at the general
meeting.

. CEMMWETRLE S L . o

5. Secretariat audit is conducted by COMPANY SECRETARY

6. Cost Records are to be maintained as per Form CRA -1,

7. Reappointment of company auditor is guided by 139(9) of the Companies Act, 2013.
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« AUDIT OF EDUCATIONAL INSTITUTIONS

—_— # AL10114 ()

!Educational institutions of any state in India are generally established and run under the Societies

[Registration Act 1960 or Public Trust Act of the state concerned. Similarly, central educational

institutions are guided by the respective regulations issued by the Ministry of Education from time

o time. In some cases, large educational institutions like universities are established by Central or

State gouvernments by enacting special legislation. Accordingly, the audit of accounts of these

institutions is carried out as per the prouisions of the legislation or the Trust Deed concerned. In

addition, various circulars issued by the Central or State Government for institutions are also

considered relevant in this respect. The audit procedure for these institutions must consider the

BRIUFTEL S e M I

following aspects: S
A. UNDERSTAND THE CONSTITUTION: Study the Trust deed, Regulation or Act under which the
institution has been established and should take note of the provisions regarding the maintenance

Iof accounts. In case of State or Central University, established under the Special Act, study the

regulations framed under the Act.

IB. ASSESS THE INTERNAL CONTROL SYSTEM: Normally, these institutions have a well-organized

|intemal control system. So, evaluate the intemal control system associated with acquisition and

*maintenance of assets, authorization of transactions, etc. before finalizing the audit program me.

C. CONSULY THE MINUTE BOOK: Carefully examine all notices and minutes of the meeting of
Governing Body (in case of colleges), Senate, Syndicate, Court and Council (in case of universities)

and other committees which affect the accounts and finance of the institute. Confirm that the

decisions taken for operation of bank accounts, approual of expenditure etc. have been duly

complied with.

D. CONSULT THE BUDGET: Check the budget allocation to different heads and confirm that all

amount sanctioned beyond budget has been duly approved.
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4. Tuition Fees: Tally the counterfoils of fee receipt with fee register to see whether they have

ibeen duly recorded or not. Check the register to identify whether all the students have paid their

Efees in due time. If any student has deposited the fees beyond the due date, check whether late

Efine has been charged or not and whether the same has been properly recorded. See whether all

collections are deposited in the bank account at the end of the day. Total up the various columns

of the Fees Register for each month or term to ascertain that fee paid in advance have been

carried forward and the arrears that are irrecoverable have been written off under the sanction of

an appropriate authority.

2. Admission Fees: Check admission fees with admission slips signed by the head of the institution

and confirm that the amount had been credited to a Capital Fund, unless the Managing

Committee has taken a decision to the contrary.

3. Other Fees: Verify the collection of other fees such as library fees, session fees or development

IR LR

Ifees, fees for hostel etc. based on the counterfoils and fee registered and ensure that the fees have

[been accounted for in appropriate heads.

4, See that all arrears on account of fees, fines, etc. have been taken into consideration at the end

lof accounting period.

|5. See that free studentship and concessions have been granted by a person authorized to do so,

lhauing regard to the prescribed Rules.

. Confirm that hostel dues were recovered before'students’ accounts were closed and their

deposits of caution money refunded.

7. Verify grants received from Government or other organizations based on the sanction letter

and bank statement.

Is. Ensure that donation received, if any, has been acknowledged and recorded properly in the

Ibooks of accounts.

9, Check income from letting out institutional properties based on the counterfoil of receipts -

issuedto parties.

10. Vouch income from endowments and legacies, as well as interest and dividends from

investment; also inspect the securities in respect of investments held.

|F._VERIFY THE PAYMENTS RELATED TRANSACTIONS:

1. Verify the salary and wages paid to the employees. In case of Gout. or aided cotleges, verify

hat the claims have been properly prepared and the amount sanctioned has been distributed to
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e right person. Check the caltulation-and accountin

deductibles from salary, such as Provident Fund Contribution and Income Tax deducted at source,

have been deposited with the authority concerned in due time and if not, whether the same have

been accounted for appropriately.

2. Examine whether all the expenditure associated with special events like seminar or symposium

[etc. has been accounted for by matching the expenditure in this regard against the amount

obtained from any organization or sanctioned by the institution itself.

3. Vouch all the regulor expenses such as electricity, telephone or broadband bills, travelting

[expenses, etc. based on available vouchers and accounting records.

4. Vouch purchase of fixed assets, expenditure for construction of college buildings based on the

available vouchers, resolution of the meetings of purchase/finance committee. Similarly,

utilization of grants for purchase of fixéd assets, library books and laboratory equipment must be

separately vouched.

5. Vouch the refund of Caution Deposit from the students based on receipts and accounting

Irecords.

l6. Examine the payments on account of hostel facilities including repairs and mainte-nance of

hostel building, electricity charges, purchase of food items etc.

7. See that the investments representing endowment funds for prizes are kept separate and any

income in excess of the prizes has been accumulated and invested along with the corpus.

[G. VERIFICATION OF ASSETS AND LIABILITIES:

1. Conduct physical verification of tangible fixed assets as shown in the Fixed Asset Register.

Verify investments based on Investment Register.

2, Check whether depreciation and amortization has been provided as per the policy adopted.

3. Verify the refund of TDS in respect of interest on investment, if any.

l4. Carefully examine all outstanding liabilities such as electricity and telephone bills outstandmg,

TDS and PF not yet deposited.

[5- Verify the inuentories of furniture, stationery, clothing, provision and all equipment, etc. These

should be checked by reference to Stock Register and values applied to various items should be

jtest checked,

6. Ascertdin that the system ordering inspection on receipt and issue of provisions, foodstuffs,

|clothing and other equipment is efficient and all bills are duly authorized and passed before

payment.

VU A
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. VERIFICATION OF FINANCIAL STATEMENTS: Verify that the financial statements (i.e., Income and |

lExpenditure Account and Balance Sheet) haue been prepared in the form and manner as specified

Ibg the regulatory authority complying with the account standards and appticable legal

Irequirements.

C T TS n L
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« AUDIT OF HEALTHCARE ORGANIZATIONS

- ...
o’ A .‘ i .

Healthcare Orgunizafions primarily include hospitals and nursing homes. They are established to
provide medical services to the public. There may be hospitals run and funded by the Government
or local authorities or by any charitable trust. These are generally non-profit seeking
organizations. However, hospitals may also be established by private sector organizations. These

are profit seeking organizations (and are popularly known as private nursing homes). Since
healthcare organisations largely differs from other commercial organisations on account of their
business processes, an auditor needs to prepare a sound audit plan to cover typical aspects of

these organisations. Accordingly, the audit procedure must highlight the following steps:

A. UNDERSTAND THE CONSTITUTION: Study all the relevant documents to determine its nature and
ownership structure (i.e., trust, partnership or company). Study the trust deed (in case of trust),
partnership agreerhent (in case of partnership business) and articles and memorandum of

CUCIMRERUES 1T L L

association (in case of a company) and accordingly identify the rules and regulation relating to its

management and process of preparation of accounts.

B. ASSESS THE INTERNAL CONTROL SYSTEM: Evaluate the intemal control system associated with
acquisition and maintenance of assets, authorization of transactions, etc. and determine the scope

of the audit work,

C. CONSULT THE MINUTE BOOK: Carefully examine the notices and minutes of the meeting of Board of
Directors, Managing Committee and other committees (such as purchase committee) and identify
the decisions which may affect the accounting. Confirm that the decisions undertaken with respect

to operation of bank accounts, approval of expenditure, etc. have been duly complied with.

D. VERIFY THE RECEIPTS RELATED TRANSACTIONS:
1. In case of a hespital run by state government or any local authority, vouch the grants received
from the state or the local authority based on Gout. Orders, sanction letters, counterfoil of

receipts.
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2. Vouch collection from patients admitted to the paying beds based on the Patient Admission

ey

Registrar and counterfoil of receipts/ copies of bills.

3. Vouch collection from various pathological tests based on the counterfoils of receipts/ copies of
bills.

4. Vouch donations based on the counterfoils of receipts.

5. In case hospitals having guest houses, assess the collections based on the register, counterfoils

of receipts and accounting entries.
6. Interest and/ or dividend income should be vouched with reference to the Investment Register

and Interest and Dividend warrants.

7. In case of legacies and donations which are received for specific purposes, it should be ensured

that any income therefrom is not utilized for any other purposes.

E. VERIFY THE PAYMENTS RELATED TRANSACTIONS:
1. Verify that all capital expenditure associated with machineries, furniture, vehicle, etc. is

AR AR AR T L L L

approved and supported by documentary evidences such as counterfoils cheque, inuoices, tenders,

etc.
2. Vouch the salary paid to staff based on attendance register, payroll, etc. Examine that the

appointment of casual staff and payment of their salaries are duly authorized.
3. Verify doctor’s remuneration should be verified based on the list of visits and operations

performed.
4, Verify the purchases of pathological test kits, X-ray plate and other consumables based on

tenders, orders placed and invoices received.
5. Vouch all other overhead expenses like telephone bills, electricity bills, fuel bills, etc. based on

appropriate documentary evidences.

F. VERIFICATION OF ASSETS AND LIABILITIES: -
1. Verify the stock registers of medicines, food items and other equipment and checktheir

valuations, |
2. Conduct physical verification of fixed assets and investments based on Fixed Asset Register and

Investment Register respectively.

3. Check the adequacy of depreciated and its accounting.
4, Collect the list of all liabilities and verify them based on the contracts and arrear bills.
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Verify that the financial statements have been prepared in the manner and format

appropriate to the nature (profit seeking or non-profit seeking) and ownership structure of the
organization. '
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* AUDIT OF ORGANIZATIONS IN HOSPITALITY SECTOR

Hospitals

Hospitality sector covers a wide range of organizations which can broadly be divided into four
categories, viz. (A) Food and Beverages i.e., Restaurants, (B) Travel and TOURISM, (C) Lodging i.e.,
Hotels and Guest Houses and (D) Recreation such as Cinema Halls, Theme Parks etc. Since, the

organizations in the aboue categories largely differ in their business processes, auditing procedures

will certainly be different for each of them, barring a few common areas. The steps to be followed

are discussed below:

STEPS COMMON FOR ALL ORGANIZATIONS
a. Understand the ownership structure of the organization (such as sole proprietorship,

- T WMTRRRTER DT i -

partnership, private limited companies or public limited companies) and determine the regulatory

requirements to be examined retating to management as well as accounting.

b. Evaluate the internal control system and determine the nature, timing and the extent of the

audit procedures.

¢. Check that the organization has a valid license from an appropriate authority to run the

bustness.

STEPS COMMON FOR THE CATEGORY

a. Verify the total revenue recognized based on the daily and monthly sales report.
b. Check that the revenue has been realized in cash based on bank statements. Check-whether

arrears written off, if any, has been duly approved by the person responsible,

¢. Vouch all payments made to suppliers based on documentary evidences such as orders placed, o

invoices and bank records.

d. Carefully examine the petty cash book. Any irregularity should be examined further.

e. Vouch pauyments on account of rent, electricity and other overhead expenses.

f. Vouch the payment of salary based on payroll, attendance register and bank records.

g. Carefully examine the valuation of stock. Large writing off of any perishable item shoutd be

carefully examined.
h. Conduct physical verification of fixed assets and investments based on Fixed Asset Register and

Investment Register respectively. _
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j. Collect the list of all liabilities and verify them based on the contracts and arrear bills.

B. TRAVEL AND TOURISM

a. Vouch the collections from customers based on their booking details, counterfoil of receipts etc.

Determine arrears, if any, at the end of the year.

b. Vouch revenue out of commissions from various companies and tour partners.

c. Vouch the payment made on account of tour bookings (divided inte Air Travel, Rail, Road, Sea

etc.), hotel accommodations.

d. Vouch transactions related with cancellation of bookings.

e. Check that discounts offered to individual customers are approuved by the competent authority.

f. All overhead expenses including electricity bills, telephone and broadband bills, taxes to Local

authorities, etc. should be vouched based on the respective bills.

g. Verify the salary paid to permanent staff based on their payroll, attendance records and leave

- REMPIRMRAILY T

applications. Payment of incentives should be checked carefullu.
h. Conduct physical verification of fixed assets and inuestments based on Fixed Asset Register and

Investment Register respectively,
i. Collect the list of all Liabilities and verify them based on the contracts and arrear bills.

€. HOTE EST HOUSE
a. Vouch the collections from boarders based on their check-in and check-out information recorded

in the register, counterfoils of bills and cash book. _
b. Verify the room rent receipts and daily occupancy reports. Ask for proper clarification for

differential rent charged from any boarder. Be careful while verifying the adjustment of unrealized

room rent, cancellation charges of booking accommodation at the time of closing of accounts.

¢. Vouch collections on account of special events such as conferences, wedding ceremony etc.

| separately based on counterfoil of receipts and cash book.

d. Income from bar, casino, health centre, etc. associated with the hotel should
be vouched based on counterfoils of bills and cash book. Vouch the rent from shops situated in the

premises of the hotel, if any,
e. Vouch transactions relating to purchase of food materials, drinks and other materials. Check

whether the payments have been made based on purchase orders or contracts, invoice, etc,
§. Verify the salary paid to permanent staff based on their payroll. Satary paid to casual and

contractual employees should be verified based on documentary evidences like authorization by

management,

O =TT T
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g. All-overhead expenses including electricity bills, telephone and broadband bills, taxes to local .

authorities, etc. should be vouched based on the respective bills.

h. Carefully examine the valuation of stock. If possible, remain physically present at the time of

stock taking.

i. Conduct physical verification of fixed assets and investments based on Fixed Asset Register and

Investment Register respectively. Check the adequacy of depreciation and its proper accounting.

j. Collect the list of all liabilities and verify them based on the contracts and arrear bills.

RECREATIONS

1. CINEMA HALLS

a. Check whether appropriate control is in force over tickets of different denominations. Verify

whether unsold tickets are kept under lock and key under the responsibility of any official.

b. Vouch the collections based on daily sales report of tickets and entries in the cash book.

¢. Check whether collections from aduance bookings have been duly adjusted.

R L 2 ok H A e S

d. Vouch collections on account of rental income due to hiring of the hall for special events based

on the respective contract and counterfoil of receipt.

e. Vouch collection from sale of drinks, refreshments etc based on their daily sales report and

entries in the cash book.

f. Check whether the entertainment tax collected as a part of the ticket value has been

appropriately accounted and deposited within due dates. See that entertainment tax collected but

not deposited has been.considered as a liability in the financial statement.

g. Vouch payments relating to hiring of films based on relevant contract with

the distributor and receipts.

h. Vouch payment on account of aduertisement with the advertising agencies based on the

agreements and receipts.

i. Payment to suppliers of refreshments should be vouched based on orders placed, invoices and

entries in the cash book.

1 J. Vouch salary paid to staff based on payroll, attendance register and leave applications.

Appointment of casual staff must be verified based on appointment letter issued by the responsible

authority only.

k. Conduct phusical verification of fixed assets and investments based on Fixed Asset Register and

Investment Register respectively. Check the adequacy of depreciation and its proper accounting.
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d. Check whether appropriate control is in force ouer tickets of different denominations. Verify
whether unsold tickets are kept under lock and key under the responsibility of any official.

b. Vouch the collections based on daily sales report of tickets and entries in the cash book.

¢. Check whether collections from aduance bookings have been duly adjusted.

d. Vouch collection from sale of drinks, refreshments etc based on their daily sales report and

entries in the cash book.
e. Vouch payment on account of aduvertisement with the aduertising agencies based on the

agreements and receipts.
f. Payment to suppliers of refreshments should be vouched based on orders placed, invoices and

entries in the cash book.
g. Vouch salary paid to staff based on payroll, attendance register and leave applications.
Appointment of casual staff must be verified based on appointment letter issued by the responsible

authority only.
h. Conduct physical verification of fixed assets and investments based on Fixed Asset Register and

nuestment Register respectively. Check the adequacy of depreciation and its proper accounting.

VNIRRT T
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+« AUDIT OF BANKS

DO ¢ £ Bl [ ) () [) DII]

The banking industry is the pivot of any economy and its financial system, Banks are one of the

foremost agents of financial intermediation in an economy like India and, therefore, development of

a strong banking system is of utmost importance. Under the able leadership of RBI, the banking

institutions in the country are working in a competitive environment and their regulatory framework

is aligned with the international best practices. As a result, financial deepening has taken place in

India and continues to be in progress with a focus on orderly conditions in financial markets while

sustaining the growth momentum.

In India, banks are generally classified into the following broad categories:

a. Commercial Banks

b. Regional Rural Banks

¢. Co-operative Banks

d. Development Banks

e. Payment Banks

f. Small Finance Banks

Though all of them are guided by RBl, they are fundamentally different with respect to their nature,

mode of operation and power and target customer group.

b Regulatory Framework of Banks in India

In India, banks are guided by a whole host of Acts and associated Rules. However, not all are

applicable to each and every banking institutions. These are as follows:

a. Banking Regulation Act, 1949

b. Companies Act, 2013

¢. State Bank of India Act, 1955
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e. Regional Rural Banks Act, 1976

f. Information Technology Act, 2000
g. Prevention of Money Laundering Act, 2002

h. Banking Companies {(Acquisition and Transfer of Undertakings) Act, 1980

L. Credit Information Companies Regulation Act, 2005
j. payment and Settlement Act, 2007
In addition, Reserve Bank of India Act, 1934 also affect the functioning of banks in India.

i Form and Content of Financial Statements of a Bank

Section 29(1) and (2) of Banking Regulations Act, 1949 deal with the form and content of financial
statements of a banking companuy. The provisions are applicable to nationalized banks, State Bank of

RPN | DT e - o

India and Regional Rural Banks.

'| Accordingly, every banking company is required to prepare a Balance Sheet and a Profit and Loss
Account in the forms set out in the Third Schedule to the Act or as near thereto as the circumstances
admit. Form A of the Third Schedule to the Banking Regulation Act, 1949, contains the form of

Balance Sheet and Form B contains the form of Profit and Loss Account.

Statutory Audit in Banks

As per section 30(1) of Banking Regulations Act, 1949, the balance sheet and profit and loss account

of a banking company should be audited by a person duly qualified under ant; law for the time being

in force to be an auditor of companies.
Accordingly, the auditor of a banking company is to be appointed at AGM of the shareholders. The

| auditor of a nationalized bank is to be appointed by the bank concerned acting through its Board of -
Directors. The auditor of State Bank of India (SBI) is appointed by the CAG of India while the auditors
of Regional Rural Banks are appointed by the bank concermed with the approval of the Central

govemnment.

‘The remuneration of the auditor, so appointed, is fixed as per Section 142 of Companies Act, 2013 in

case of banking companies while in case of nationalized banks, the remuneration is fixed by RBI in

consultation with the Central government.

The power of an auditor in a bank is almost similar to that of a company auditor.
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Auditor’s Report - Content

The auditor of a nationalized bank is primarily required to comment on the following aspects in its

report to the Central Government:

a. whether the financial statements present a true and fair view of the offairs of the bank and

whether all necessary explanation and information has been made avaitable to him;

b. whether or not the transactions of the bank, which have come to his notice, have been within the

powers of that bank;

c. whether or not the returns received from the offices and branches of the bank have been found

adequate for the purpose of his audit; and

d. any other matter which he considers should be brought to the notice of the Central Government.

Audit of other banks require more or less the same assessment. In addition, the

auditor of a banking company requires to report the matters couvered by Section 143 of the Companies

Act, 2013, However, Companies (Auditor’s Report) Order, 2020 is not applicable to a banking

company.

Auditors of Public Sector Banks, Private Sector Banks & Foreign Banks {as well as their Branches), are

required to submit Long Form Audit Report (LFAR) on various matters specified by RBI. In addition to

Reports, the Auditors of Bank Branches as well as Central Statutory Auditors of Banks, have to

furnish / issue various ‘Certificates’ as required by RBI and other Regulations.

Auditing Aspecﬁs of Banks’ Financial Statements

A part from the general considerations such as confirming the validity of his appointment,

communicating with the previous auditor, agreeing on the terms of audit engagements etc, the

auditor should consider the following aspects in conducting the audit of a bank.

1. GENERAL ISSUES:

a. Understand the Bank and its Environment: Obtain an understanding of the bank and the control

environment to identify and assess risk and develop an audit plan to determine the effectiveness of

controls and address specific risk issues.

b. Understand the Accounting Process: Obtain an understanding of the accounting process -

computerized or manual - of the bank.

¢. Understand the Risk Management Process: Obtain a clear understanding of the process adopted by
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d. Develop a detail audit plan.

e. Determine audit materiality

f. Obtain a detail understanding of the relevant BASEL framework applicable for the bank.

g. Determine the extent of reliance on reports of previous auditor, RBI reports, internal audit report

etc.

2, SPECIFIC ISSUES:

A. ADVANCES: In relation to advances made by bank an auditor needs to review the followings:

1. Ensure that the intemal control is in place in relation to advances made.

2. Scrutinize the subsidiary, ledger, & control accounts

3. Ensure the proper documentation of account.

4. Scrutinize the overdue account and scheme for recouery of such amount.

B. CASHIN HAND_: The auditor should

1. Ensure that the intemal control is in place.

2. Visit the bank branch and inspect physical cash and ensure that it tallies with the bank’s cash book

balance.

3. Verify the amount of foreign currency held by bank and its translation at market rate on the date

at which financial statement is prepared.

C. BALANCE WITH RBI: The auditor should Inspect the ledger balance in each account with

(a) bank confirmation certificates from Reserve Bank of India and

(b) Reconciliation Statement.

D. BALANCE WITH OTHER BANK: The auditor should -

1. Inspect the reconciliation statement to ensure that no debit or credit for interest have been taken to

Revenue account to the year.

2, Examine the large transition and balances with banks outside India.

3. Ensure that they are converted at market rate as on financial statement preparation dote.

E. MONEY AT CALL & SHORT NOTICE: He should

1. Examine the system of authorization for money at call and short notice.

2. Ensure that call loan made by bank are not netted off against call loan received by it.
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. Ensure that money market lending for more than 6th days are not classified urider this head but as

a deposit or advance based on their nature of lending.

F. FIXED AND OTHER ASSETS: He should
The auditor has to ensure the following while auditing the fixed assets held by banks:
1. Ensure that accounting method of bank is appropriate and ownership document is adequate.

2, Examine with reference to schedule of fixed assets to find new assets acquired.

3. Examine sale deed in relation to sale of assets by bank.

4, Ensure appropriateness of basis of revaluation of fixed assets.

5. Ensure compliance of Section 9 of Banking Regulation Act, 1949.

G. BARROWINGS: He should

1. Ensure that the amount has been properly disclosed for borrowing in India from RBI and barrowing

' 'J‘vlﬂ“mﬂlii'& [ KO

from outside India.
2. Ensure that the rate of interest is commensurate with the duration of borrowing.

3. Verify whether the barrowin'gs of money at call and short notice are property authorized.

H. DEPOSITS: He should
1. Ensure that the interest accrued but not due on deposits has not been taken under other liabilities

and provision

2. See whether there is any instance of window dressing.

I._CAPITAL: He should
1. Examine the opening balance of capital.
2. Examine the special resolution of shareholders’ meeting or MOA about increase in authorized

capital during the year. ' s
3. Examine the prospectus regarding increase in subscribed/ paid up capital.

4. Examine the Government notification for any fresh contribution from them.

J._ RESERVE AND SURPLUS: He should
1. Examine the opening balance of diffevent type of reserve, addition/ deduction from reserues,

reason for appropriation from such account and dividend paid by bank.

2. In respect of foreign branch ensure compliance with foreign laws.
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1. He should Evoluate the existence, effectiveness and continuity of intemnal controls over bills

payable. Such controls should usually include the following:

a. Drafts, mail transfers, traveler’s cheques, etc., should be made out in standard

printed forms.
b. Unused forms relating to drafts, traveler’s cheques, etc., should be kept under the custody of a

responsible officer.
2, The bank should have a reliable private code known only to the responsible officers of its

branches. Coding and decoding of the telegrams should be done only by such officers.

3. The signatures on a demand draft should be checked by an officer with the specimen signature
book. '

4. The telegraphic transfers and demand drafts issued by a branch should be immediately confirmed
by advices to the branches concerned. On payment of these instruments, the paying branch should

L TR SO
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send a debit advice to the originating branch.

5. If the paying branch does not receive proper confirmation of any telegraphic transfers or demand

draft from the issuing branch, it should take immediate steps to ascertain the reasons. In case an

instrument prepared on a security paper, e.g., draft, has to be cancelled (say, due to error in

preparation), it should be examined whether the manner of cancellation is such that the instrument

cannot be misused. Cases of frequent cancellation and reissuance of drafts, pay orders, etc., should be

carefully looked into by a responsible official.

L. CONTINGENT LIABILITIES:
1. In respect of contingent liabilities, the auditor is primarily concerned with seeking reasonable

assurance that all contingent liabilities are identified and properly valued. To this end, the auditor

should generally follow the audit procedures given below: _
2, The auditor should verify whether there exists a system whereby the non-fund-based facilities to —

parties are extended only to their regular constituents, etc.

3. Ascertain whether there are adequate internal controls to ensure that transactions giving rise to

contingent liabilities are executed only by persons authorized to do so and in accordance with the laid

down procedures.
4. The auditor should also examine whether in case of LCs (Letter of Credits) for

import of goods, the payment to the overseas suppliers is made on the basis of

shipping documents and after ensuring that the said documents are in strict
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5. He should atso ascertain whether the accounting system of the bank provides for maintenance of

adequate records in respect of such obligations and whether the interat controls ensure that

contingent liabilities are properly identified and recorded.

6. He must perform substantive audit tests to establish the completeness of the recorded obligations.

Such tests include confirmation procedures as well as examination of relevant records in appropriate

cases.

7. He should review the reasonableness of the year-end amount of contingent liabilities in the light

of previous experience and knowledge of the current year’s activities.

8. He should also review whether comfort letters issued by the bank has been considered for

disclosure of contingent liabilities.

M. BILLS FOR COLLECTION

1. The auditor should examine whether the bills drawn on other branches of the bank are not included

in bills for collection,

2. Inward bilts are generally available with the bank on the closing day and the auditor may inspect

them at that time. The bank dispatches outward bills for collection soon after they are received. They

are, therefore, not likely to be in hand at the date of the balance sheet. The auditor may verify them

with reference to the register maintained for outward bills for collection.

3. The auditor should also examine collections made subsequent to the date of the balance sheet to

obtain further evidence about the existence and completeness of bills for cotlection.

%, In regard to bills for collection, the auditor should also examine the procedure for crediting the

party on whose behalf the bill has been collected. The procedure is usually such that the customer’s

account is credited only after the bill has actually been collected from the drawee either by the bank

itself or through its agents, etc. This procedure is in consonance with the nature of obligations of the

bank in respect of bills for collection.

N. TREASURY OPERATION-FOREIGN EXCHANGE AND DERIVATIVES:

While innouative products and ways of trading create new possibilities for earnings for the bank,

they also introduce novel and sometimes unfamiliar risks that must be identified and managed.

Failure to do so can result losses entailing financial and reputational consequences that linger long

after the loss has been recognized in financial statements. Hence, auditor should assess controls as

part of audit work.

AKASH AGARWAL CLASSES CONTACT US :- 8o07777042/43

BRELITE ke
Co

(R I




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA | G2- AUDIT

iditor obtains a complete overview of the tréasury operations of a bank
before the commencement of the statutory audit. After conducting appropriate risk assessment of the

treasury processes, the audit program needs to be designed in a manner that it dovetails into not just
the control assessments of the treasury process but there is an assurance that the figures appearing
in the financial statements as well as the disclosures are true and reflect fairly the affairs of the bank

treasury.
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« AUDIT OF CO-OPERATIVE SOCIETIES

Unique Features of Co-Operative Societies

iCo-operative society may broadly be defined as an association of persons who have voluntarily

joined together to achieve a common economic objective through the formation of a

democratically-controlled business organization, making equitable contributions to the capital as

required, and accepting a fair share of risks and benefits of the undertaking. Etimination of

middlemen and sharing of gains of economic activities seems to be the hallmark of a co-operative -

society.
A co-operative society may be formed for different purposes. Accordingly, there may be

consumers’ co-operative societies, housing co-operative societies, industriat co-operative societies,

T AT 1
s

[urban and rural co-operative banks, etc.

Statutory Audit Requiremenf in Co-Operative Societies

As per Section 17 of the Co-Operative Societies Act, 1912 -
1. The Registrar shall audit or cause to be audited by some person authorized by him by general or

special order in writing in this behalf, the accounts of every registered society once at least in

levery year.
2. The audit under sub-section (1) shall include an examination of overdue debts, if any, and a

valuation of the assets and liabilities of the society.

3, The Registrar, the Collector or any person authorized by general or special order in writing in
ithis behalf by the Registrar, shall at all times hauve access to all the books, accounts, papers and
securities of a society, and euery officer of the society shall fumish such information in regard to

he transactions and working of the society as the person making such inspection may require.

4. Here, ‘Registrar’ means a person appointed to perform the duties of a Registrar of co-operative

societies under this Act.
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The following additional points should be kept in mind while auditing a co-operative society:
1. QUALIFICATIONS OF AUDITOR: Generally, only a chartered accountant within the meaning of the
IChartered Accountants Act 1949, can be appointed as the auditor of a co-operative society.

IHoweuer, in certain State Co-operative Societies Act, a person holding a government diploma in

lco-operatiue accounts, or in co-operation and accounts, or a person who has served as an auditor

in the Co-operative Department of Gouernment, may also be appointed as the auditor.

2. APPOINTMENT OF THE AUDITOR: An auditor of a co-operative society is appointed by the
IRegistrar of Co-operative Societies-and the auditor so appointed conducts the audit on behalf of

—lthe Registrar and submits his report to him as also to the society. The audit fees are paid by the

society on the basis of statutory scale of fees prescribed by the Registrar, according to the

category of the society audited. For example, the audit fees of co-operative credit society and

:,:1!lqlim:n::"|7|:: AN
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Urban Co-operative Banks are to be calculated with reference to working capital at the prescribed

[rates. ‘Working Capital’ here means funds at the disposal of the society inclusive of paid-up share

capital, funds built up out of profits and monies raised by borrowing and by other means.

3, BOOKS OF ACCOUNTING RECORDS: Under section 43(h) of the Co-operative Societies Act, a state
gouermment can frame rules prescribing the books and accounts to be kept by a co-operative

society. For example, [n Maharashtra the co-operative societies are required to maintain cash

Ibook, general ledger, personal Lledger, stock register, property register, etc.

Generally, the following records are maintained by co-operative societies -

K. Cash book: It may be maintained to record particulars regarding cash receipts and expenses

under suitable heads, with clear distinction between capital and revenue items of receipts and

expenses.

tli. Stock register: It may contain detailed information as regards receipts, issues and balances of -

stock-in- trade, date-wise. In a producers’ co-operative society, perpetual inventory records may

[pe maintained based on an appropriate costing method.

iit. Register of assets and investments: It will contain detailed particulars regarding the various

Iimmouable and mouable assets belonging to the society, such as, types of assets, location, date of

lacq uisition, cost, depreciation provided, and so on.

iu. Register of fixed depesits: In the case of a co-operative credit society, or a co-operative bank,

or any other society which is authorized by its bye-laws to accept deposits from members/mon-
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embers, a register of fixed deposits may be maintained giving details as regards the dates of

lacceptance, maturity, interest accrual, repayment, etc.

v. Register of sureties: In the case of a co-operatiue credit societu, loans are given against

|personal security of members as also surety (guarantee) provided by two other members. The:

|Register of Sureties will give particulars about the number of borrowers in respect of which a

Imember has stood surety, and show whether it is within the overall limit of surety-ship that may.

k4. RESTRICTION ON SHAREHOLDING: Shareholding in a co-operative society is subject to the limit

brescribed in Sec. 5 of the Co-operative Societies Act 1912. Accordingly, no member of the society,

other than a registered society, can hold more than twenty per cent of the total number of shares

of the societu, or such number of shares which in value exceeds “1,000. A co-operative society

cannot prescribe any other Limit in its bye-laws which is violative of this provision. In addition to

fthis, the Acts passed by the states may also prescribe other restrictions as regards shareholding.

S TR BT
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The auditor should see that the provision regarding shareholding is duly followed.

I5. RESTRICTION ON LOAN: As per Section 29 of Co-operative Societies Act, 1912, a registered co-

loperative society can only grant Loans to its members, though, with prior approval of the

Registrar, it may grant loans to other registered co-operative societies. The auditor should see

ithat the loans granted by the society are in conformity with this provision.

6. RESTRICTION ON BORROW!NG: Subject to the restrictions imposed by its bye-laws, a co-operative

society may accept loans and deposits from its members as well as non-members. It is the

auditor’s duty to ascertain that the restrictions, if any, laid down by the bye-laws are carefully

observed.

7. INVESTMENT OF FUNDS; There are restrictions on investment of funds belonging to a co-operative -

society. Accordingly, a society may invest its funds in any of the following (Sec.32 of the Central

Co-operative Societies Act):

i. Central or State Co-operative Bank,

ii. Any securities specified in Section 20 of the Indian Trusts Act, 1882.

|iii. Any shares, securities, bonds or debentures of any other Co-operative society with limited

Hiability.

iv. Any bank, or person carrying on banking business or a Co- operative bank, other than a
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[centrdlor State co-operatiue bank, s duly approved by the Registrar; -~

'u. In any other manners as duly permitted by the requisite authority.

lit shall be the duty of the auditor to ascertain whether the requirement as to investment of the

society funds are being observed.

. APPROPRIATION OF PROFITS: According to the Central Co-operatives Societies Act, 25% of the

' qprofits of a co-operative society should be transferred to a Reserve Fund before distribution of

dividend or payment of bonus to its members. However, the Registrar may, having regard to the

Ifinancial position of the society, reduce the percentage of profits to be transferred to the Reserve

|Fund. But in any case, he cannot reduce it to less than 10% of the profits of the society. Apart

kfrom the aboue mandatory provision, a co-operative society may, subject to the provisions of its

Ibye-laws, appropriate its profits by way of transfer to other reserves, distribution of dividends to

imembers, etc. However, appropriation of profits must be duly approued by the members of the -

ml:‘“nfﬂl‘ﬂ-ﬁ'l'.‘::‘- ik

society in the general meeting.called for the purpose.

9. CONTRIBUTIONS TO CHARITABLE PURPOSES: According to Section 34 of Co-operative Societies Act,
1912, a registered society may, with the sanction of the Registrar, contribute an amount not

exceeding 10% of the net profits remaining after the compulsory transfer to the reserve fund for

any charitable purpose as defined in Section 2 of the Charitable Endowments Act, 1890,

As per Section 17 of the Co-Operative Societies Act, 1912 -

1. The Registrar shall audit or cause to be audited by some person authorized by him by general or

Ispecial order in writing in this behalf, the accounts of every registered society once at least in

levery year.

2. The audit under sub-section (1) shall include an examination of ouerdue debts, if any, and a

valuation of the assets and liabilities of the society,

3. The Registrar, the Collector or any person authorized by general or special order in writing in =

his behalf by the Registrar, shall at all times have access to all the books, accounts, papers and

securities of a society, and every officer of the society shall furmish such information in regard to

R . eps to b aken by an Auditor of a Co-Ope e Socle

|A._GENERAL POINTS: In general, while conducting audit of Co-operative society, the auditor needs

[to Look into the following; -

AKASH AGARWAL CLASSES CONTACT US :- 8007777042/43




CA AKASH AGARWAL PROF. NIKITA OSWAL CMA 1 G2- AUDIT

"""}, The auditor should carefully go through the bue-laws of the society) and see that they are being
observed both in letter and spirit. ' ' |

2. He should examine the Register of Members of the society and individual shareholdings.

3. He should test-check the internal check and control sustem operated by the society and model

|hl$ audit examination based on its strengths and weaknesses.
IB. AUDIT OF INCOME; He should carefully uouch the receipt of cash. Cash recetpts on account of
share capitat should be vouched with the Register of Members. Cash received against sales should

Ibe vouched with the cash memos and inuoices issued to customers as also Sales Account. Receipt

of cash in respect of payment of interest and repayment of loans aduanced by the society should

|be vouched with the loan agreements. Cash received from members towards construction of

ihouses or their maintenance, should be vouched with the Register of Members, demands made by

Ithe society from time to time, and money receipts.
IC._AUDIT OF EXPENDITURE:
1. He should vouch all expenditure with reference to authorization from the Managing Committee,

EETETY T PR

|particulurlg in the case of large capital expenditure, as also the bills received from individual

[parties, the money receipts obtained from them, and entries in the Bank Pass Book along with

counter-foils of_cheq ues.

2. He should vouch the payment of loans from the loan agreements entered into with borrower

[members.
3. He should vouch establishment expenses with reference to the resolutions of the Managing

Committee, agreements with the persons concerned, and money receipts obtained from them,

1D. OTHER POINTS:
1. He should appropriately classify overdue debts for a period from six menths to five years and

more, and report them to the members, with a note regarding the effects these might have on the

[financial position of the society. He should also put a note regarding the probability of recovery
of such debts. =
2. Similarly, he should make a special reference to the overdue amount of interest from members.

Generally, interest on overdue debts should not be credited to Interest Account but to the Overdue

Interest Reserue Account.
3. Writing off of bad debts should be after prior authorization from the Managing Committee of
lthe society. According to the Maharashtra Co-operative Societies Rules, a bad debt can be written

of f only when it is certified to be irrecoverable by the auditor.
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- AUDIT OF LOCAL SELF-GOVERNMENT

b [Local Self - Government

In India, local self-government refers to gouernmental jurisdictions below the level of the state.
With the introduction of 73vd and 74th amendments to the Indian Constitution, the locol selj-

gouernance system has been recognised as the formal system of governance at the local level in

both rural and urban areas throughout the country, In addition, state legislations also have given

ipower to these organisations.

The urban local self-governance bodies ave further divided into Municipal Corporation or Nagar

Nigam, Municipality or Nagar Palika and Notified Area Council or Town Panchayat or Nagar

i El‘-lﬂﬂmi?' [T
i

lPanchagat. Similarly, the rural self-governance in India is structured in three layers, viz. Gram

!Panchagat (at viltage level), Panchayat Samiti (at block level) and Zilla Parishad (at district level).

All these local bodies are operated by representatives elected through a democratic process by

participation of every Indian citizen.

IBoth urban and rural local bodies are vested with a long list of functions delegated to them by the

Istate governments. Gronts are issued by the States and these are to be utilized by the local bodies

within the set parameters to execute the sanctioned projects. in addition, several local taxes are

also the sources of revenue for them and they employ such funds for development and

~ [maintenance of public assets and similar other works. For example, urban local bodies are required

o perform functions including general administration and revenue collection, public health, public

safety, education, public works, and others such as interest payments. Similarly, rural local bodies

are primarily required to help plan, coordinate, monitor and whereuer required regulate the

implementation of various national programmers. The responsibility of maintaining the assets

- Kreated through various programmers also lies on them,

Since these organizations deal with public moneuy, audit or the accounts of these bodies are of

immense importance to ensure transparency and accountability.

The major objective of audit of Municipalities and Panchayats are enumerated below:

a. To ensure on the fairness and correctness of contents in the Financial Statement

ib. To report on adequacy of Internal control

c. To ensure value of money is fully received on amount spent.
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d.To detect the frauds and errors.
Accordmglg, the auditor is supposed to consider the followmg general points in conductmg the

audit of local bodies:
a. Ensure that his appointment is in line with the respective regulation of the local bedy and

approuved by the appropriate authority.
b. Obtain a detail understanding of the rules and regulations that governs the operations,

lespecially the financial control and accounting of the organization.
¢. Consult the relevant documents, minutes and resolutions of various meetings of different

committees.
d. With regards to uarious government schemes which are implemented through local bodies, check

lthe utilization of grant, appropriate authorization being maintained throughout and adequacy of

accounting. _
e Apply in depth investigation in areas with potential fraud such as revenue collection, various

3"u'|||-{_llm1li=-ll‘-‘l‘.5'f.f'- L TR
: |
P I

lwaiuer schemes, use of casual laber etc.
ff Wheneuer thereisa pro UlSlOI‘I of funds, ensure that the expenditure is incurred from the provision and

g. Ensure that where huge ﬁnanclal expenditure is muolued the schemes are running economically

LI B

and is expected to generate the targeted outcome.
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A. Multiple Choice Questions

1. Which of the following is not a part of urban self-gouvernance sustem in India?
A. Municipal Corporation

B. Town Panchayat

C. Municipality

D. Municipal Society

2, Which of the following is not a part of rural self-governance system in India?
A. Gram Panchayat

B. Gram Parishad

C. Panchayat Samiti

D. Zilla Parishad

BTN C R L Tt T I
E
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3. The amendments that gave the local self-governance in India the constitutional protection are
and . <

A. 53 and 54 :

B. 63 and 64

C.73 and 74

D. 83 and 84

4. According to the Central Co-operatives Societies Act, of the profits of a co-operative society
should be transferred to a Reserve Fund before distribution of dividend or payment of bonus to its
members,

A, 20%

B. 25%

C. 30%

D. 35%

B. State True or False _
1. The Banking Regulations Act, 1949 is an important source of regulation in case of banks- TRUE

2. The educational institutions in India are mostly structured as Public Trusts- TRUE
3. The rural self-governance in India is structured in four layers- FALSE
4. Statutory audit requirements haue been covered in Co-Operative Societies Act, 1912- TRUE

5. Companies (Auditor’s Report) Order, 2020 is not applicable to a banking company- TRUE E
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C. Fill in the Blanks
1. Auditor in a co-operative society is appointed by the REGISTER of Co-operative Societies.

2. Section 29 of Banking Regulations Act, 1949 deal with the form and content of Financial
statements of a banking company.

3. In case of nationalised banks, the remuneration of an auditor is fixed by RBI

4. The auditor of a banking company is to be appointed by the Shareholders
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