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1.1 

• NATURE, SCOPE, OBJECTIVES AND SIGNIFICANCE 
OF AUDITING· 

Evolution of Auditing ~" 

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 bad~ 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, GreeRs 

and Romans were used to conduct the gouernment accounts audit. 

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

ShaRespeare's "Timor of Athens" the steward Flauins maRes the remarR "If you suspect my 

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

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

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

mathematician, brought the concept of Double Entry booR Reeping and auditing in practice. 

3. Gradually and especially after the Industrial Reuolution 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 representatiues of owners, 

checRed and uerified by an independent person and this has giuen rise to the concept of 

auditing. In 1866, the England's Exchequer and Audit Department was created by Act of 

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

It got a Royal Charter in 1880 and was turned into The Institute of Chartered Accountants in 

England and Wales. 

5. In 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 India, the Joint 

StocR Companies Act, 1857, introduced the prouisions of annual audit butwas made optional. 

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

Companies Act, 1956. The Act and the subsequent 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 tooR place and concept of Cost Audit was introduced. 
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6. The amendment in the Income Tax Act, 1961, which too~ place in 1984, introduced the concept of 

Tax Audit. Sales Tax (VAT), Trust Act, Co-operatiue Societies Act etc. which brought the concept of 

Of different audits into practice. Prouision for Special Valuation audit section 14A and 14M of 

Excise Act, 1944 with effect from India under CAG, DPC (Act). Again, the Companies Act, 1956 has 

been reuised as Companies Act, 2013. 

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

priuatization etc. haue influenced auditing to a great extent in the course of its deuelopment and 

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

reporting, professional ethics and responsibilities of auditor. 

- - - --- -- - ------~ -- -- -- -

-
Concept and Definitions of Auditing 

-- -- - -----
cc 

" A. Narrow Perspectiue: a;-... 

The term ''audit" hos been deriu(2d from the IL~dn word "m.ullire'' which m€1:ans 'to h€i::oir', In 

early daysi the person appoi1rited to checit the @ccounts1 used to hear the e:iq,letnlilti!O'nu C 

required from respons:lble 1tu1nd ti-mil:'$ why, he was caUed as an 'fcmdit1JJ;ri'. 

Some of the definitions giuen by a few well-~nown experts in the field indeed highlight the 

aboue narrow perspectiue. According to Taylor and Perry - "Audit is defined as an inuestigation 

of some statements of figures inuoluing examination of certain euidence, so as to enable an 
L 

auditor to ma~e a report on the statement. 
·. 

·-· 

-- - -- _ Jn_the_words_of E~R.M DeJ~aula- "An-audit-denotes-the-examination-of-Balance-Sheet-and----
H 

Profit and Loss Account prepared by others together with the boo~s of accounts and uouchers 
.:; 

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 uiew of the state of affairs of the particular concern according to the information and 

explanations giuen to him and as shown by the boo~s". 

According to Prof. Montgomery- "Auditing is a systematic examination of the boo~s and -

records of business or other organization, in order to ascertain or uerify and to report upon 

the facts regarding its financial operations and the result thereof. -

In the words of M. L. Shandilya- "Auditing may be defined as inspecting, comparing, checMng, 
. 

reuiewing, uouching, ascertaining, scrutinizing, examining and uerifying the boo~s of accounts of a '.: 

Of a business concern with a uiew to haue a correct and true idea of its financial state of affairs. 
:. 

' 
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I 
i":i.. --~--------------------------------------

According to Spicer & Pegler- "Audit such an examination of the booRs of accounts and uouchers 

of a business, as will enable the auditor to satisfy himself that the Balance Sheet is properly 

drawn up, so as to giue a true and fair uiew of the state of affairs of the business, and whether 

the profit and loss account giues a true and fair uiew of the profit or loss for the financial period 

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

booRs, 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. Brooder Perspectiue: 
Ouer time, with the changes in socio-economic enuironment, 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 actiuity that extends itself towards eualuation 
---+---------------------------------------ti 

of non-financial aspects as well. f-
As per the (feneral (f uidelines on Internal Auditing issued by The Institute of Chartered 

Accountants of India, "auditing is a systematic and independent examination of data, statement, 

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

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

him for examination, collects euidence, eualuates the same and on this basis formulates his 

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

accumulation and eualuation of euidence about information to determine and report on the 

. degree of correspondence between the information and _established criteria 11. 

thereon", 

Thus, in the broader perspectiue, auditing is a holistic appraisal of all the releuant aspects (be it 

financial or otherwise) of an enquiry sought a~er a stated purpose 

- -
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► ESSENTIAL FEATURES OF AUDITIN(i: 
The essential features of auditing are enumerated below; 

1. It inuolues eualuation & uerification of the releuance, reliability and adequacy of euidence in 

support of uerifiable information such as uouchers, documents, explanations. 

2. It is analytical, critical and inuestigatiue reuiew of systems of Accounting & Internal Controls. 

3. The information audited may be financial or non-financial. 

4. There should be standards or criteria for eualuation 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 
g 

& fair uiew of state of affairs of Business and of profit or loss made during financial period ;,:-f-
disclosed therein. -

-- ---- -

Nature of Auditing 
- -

Auditing has generally been associated with only accounting and financial records. Thus, 

International Aud[ting Ql!flld Assu.rnrn:e St@nd<Ard Bo<Ard (IAASB) opined that "the objectiue of an 

mudit of firu:mdal stortem~nts is to em:able the auditor to express an opirii.m11 v;,;hethe:r the finmu:ial 

-- -- - -- _ ~ _s_tate:ments_nr_e:_prepatted,L"1-alLtnmerfoLres pectS-,-l!m-@ccor:dru11-tt--Rilih-rui--ide-n-t.i.ft~d-:fhu1m:--i.oL-- - ---- -----

reportang , Similarly, Mautz defines auditing as being "concerned with the 

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

statements and reports." 

In the aboue definitions, the emphasis is clearly on uerification of accounting data with a uiew to 

reporting on the reliability of the accounting statements. Verification of accounting data inuolues -

lnuolues a careful eualuation of euidence auailable to the auditor in support of uarious transactions. 

Transactions. Thus, an auditor examines internal euidence, i.e., the records, uouchers. To assess 

the quality of the internal euidence, he also tests and eualuates the releuant systems in the -

organization. He also obtains external euidence such as confirmation of ban~ balances. In some 

cases, he may decide to conduct physical counts and surueys or euen call for independent expert " 

opinion regarding technical matters. 

AKASH AGARWAL CLASSES CONTACT US:- 8007777042/ 43 __ , 4 
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Howeuer, deuelopments 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 inuolue a 

reuiew of compliance with Law, costing records, operations and performances. Therefore, a more 

comprehensiue 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 perceiues and recognizes the propositions before him for 

examination, collects euidence, eualuates 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 giuen by Arens, Elder and Beasley. According to them, 
t; 

"auditing is the accumulation and eualuation of euidence about information to determine and f-
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. Howeuer, 

information must be in a uerifiable form. 

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

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

· mental-attitude~ · -· ·-· 

► RELATIONSHIP BETWEEN ACCOUNTIN~ AND AUDITIN~ 
The basic objectiue of accounting is to record all the economic euents 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 

underta~en to appraise the authenticity and reliability of the of the accounting records and other 

releuant documents in order to arriue at a conclusiue opinion as to whether the financial 

statements exhibit a true and fair uiew of the financial 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 checli on the accountants and management. In other words, auditing is the 

critical aspect of accounting. 

AKASH AGARWAL CLASSES CONTACT US:- 8007777042/43 5 
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* -----y----------------------------------------t~ 

2. 

3. 

4. 

5. 

6. 

7. 

It is the collection, classification and 
summarization of data for preparation of 
boohs of accounts, and to mahe financial 
statements. 
It is the recording of transactions at the 

time of occurrence. 
It measures the business euents in 
monetary terms, records them, and 
communicates the financial results 
through Financial Statements. 

Its primary responsibility is of the 
management towards the shareholders or 
owners, to maintain the financial records 
in such a manner that Financial 
Statements can be prepared from the 
records. 
An accountant is not expected to reuiew 
or report on the Financial Statement but 
to report the compilation of records to the 
management. 
An accountant worhs for the 
management. 

No such liability is there in accounting. 

nation of boohs of accounts, financial 
s and the financial statements 
ed thereon. 

It is the post mortem examination of 
recorded transactions. 
Auditing reuiews financial records to form 
an opinion on the authenticity of Financial 
Statements. 

The auditor is an independent person 
appointed by the business entity to reuiew 
the Financial Statements and to giue his 
opinion thereon. 

An auditor is required to submit a report 
with his opinion on 'true and fair' assertions 
made in the Financial Statements to the 
owners. 
The auditor is an independent person 
account- able to the owners or shareholders 
and not to the mana ement. 
In certain circumstances, the auditor could 
be held liable to third parties also. 

-8.------Mointenonce-<>f---<lCCOunts--may--00tb----------,-Audit-could-be_exemp1-for_uarious ___ _ 

9. 

" 

mandatory forsmall indiuiduals or indiuiduals or small partnerships, e. g. under 
partnership firms, e. g. under section section 44AB of the Income tax Act, and euen 
44AA of the Income Tax Act, but could be in case where maintaining boohs 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. 
Accounting is done as per the principles set 
by lndianAccountin standards (Ind AS) 

Auditing is done as per the principal set in 
standardson auditin . 
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► AUDIT AND INVESTl(iA TION 
It is to be noted that both Auditing and lnuestigation haue a fact-finding character. Both inuolue 

a systematic and critic al examination of the auailable euidence, yet these are quite distinct from 

each other as follows: 

1. Meaning Auditing is an independent and An inuestigation may be defined as an 
systematic examination of the examination of accounts and records 
euidence underlying the accounting or with a uiew to ascertain any fact for 
other data in accordance with the some special purpose which uaries 
generally accepted auditing practices from assignment to assignment. 
to ascertain the true and fair uiew of 
thefinancinl statements of an 
enter rise. 

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

le 

in case of a priuate audit (e.g., ~---_ 

i. 
management audit) by a client. ~ 

3. Objectiue ln audit, the accounts and records lnuestigation is for special purpose 
are uerified as totbeir truth and (e.g.,inuestigation on the_bebalf_of 
fairness. incoming partner) 

4. Audit The audit is conducted in accordance lnuestigations inuolue an extended 
Procedure with the generally accepted auditing auditing procedure. 

rind le. 
5. Euidence An auditor will eualuate the An inuestigator can draw his 

· acc-0uriting records predominantly conclusions only on the basis of 
based on persuasiue euidence. substantial or sometimes conclusiue 

euidence. 
6. Approach Auditor is sReptical and not Whereas an inuestigator starts with 

suspicious. suspicion and collects euidence to 
either confirm or dispel that 
SUS icion. 

7. Periodicity Auditing is a routine exercise lnuestigation may spread ouer a 
(normally con- ducted annually). eriod longer than one ear. 
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1.1.4 Scope of Auditing 

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

considerably. 

The scope of an audit of financial statements is determined by the auditor hauing regard to the 

terms of the engagement, the requirements of releuant legislation and the pronouncements of 

The Institute of Chartered Accountants of India. Moreouer, the auditor must also ensure that no 

releuant aspect of the organization is left unchec~ed euen 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 by the pronouncements 

of The Institute of Chartered Accountants of India. 
. ... -

According to SA-200 Ouerall Objectiues of the Independent Auditor and the Conduct of an Audit 

in Accordance with Standards on Auditing, the scope of audit should couer the following aspects: 

1. The auditor shall assess the reliability and sufficiency of the information contained in the 

underlying accounting records and shall underta~e appropriate audit procedures for this purpose. 

2. Appropriate audit procedure may include either Compliance Proc.edures (i.e., study of accounting 

system and internal control) or Substantiue Procedures (i.e., testing the authenticity, accuracy 
=--·-

and completeness of information in accounting records). 

3. The auditor has to determine whether the releuant 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 wor~ shall inuolue an exercise of judgement. He shall be principalL'y concerned 

with items that either indiuidually 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 uerification of accounting entries based 

on the auailable uouchers and other documents, but he shall eualuate the authenticity of the 

transaction, appropriate recoding of the same in the boo~s of accounts as well as compliance of 

the accounting and reporting process with preualent statutes in this respect. 

-

,, ,, 
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I 
► BASIC PRINCIPLES GOVERNING AN AUDIT (DISCOPA3) 

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

principles that gouem the auditor's responsibilities wheneuer an audit is carried out: 

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

sincere and free form any influence on his audit worlt. 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 regulatory requirement. 

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

adequately trained, experienced and competent person. 

4. Worlt performed by others: The auditor should carefully superuise the worlt performed by 

others (such as his subordinates, other auditors, experts etc.) as remain·s responsible for the worlt 

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

5. Documentation: Proper worlting papers should be maintained by the auditor to euidence the 

audit worlt. Worlting paper which is maintained is to demonstrate that the audit is in adherence 
. ., 

to the basic principles. 

6. Planning: The auditor should obtain the ltnowledge about client's business to determine the 

nature, timing and the extent of the audit procedures. 

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

performing the compliance and substantiue 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 euidence 

obtained the auditor should giue unqualified report or qualified report or aduerse report or the 

disclaimer report. 

,, 
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' - -- -

~ Objectives of Auditing 

I 
--------------------~ 

- - Objectiues of Auditing I 

Primary Objectiues I Secondary Objectiues I 

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

per Standard of Auditing, in conducting an audit of financial statements, the ouerall objectiues 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 

----t--e-xp_r_e_ss_a_n_o_p_in_i_on_o_n_w_h_e_t_h_er_t_h_e_f_in_a_n_c_ia_L_s_ta_t_e_m_e_n_ts_a_re_p_r_e_p_a_fe_d_,_in_a_LL_m_a_t_e_ri_a_L _re_s_p_ec_t_s_, _in ___ , 
accordance with an applicable financial 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 Objectiue: The main obiedilDe of an wudit is to determine whether the fiiiia!filda.l 

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 ouer 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 uiew" of the state of the company'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 Objectiue: The 111.uUtor is (;;h;o respons;ible for deteicting frai:Jds and errnrs in the 

of accounts and firmm::iul nu:ords of th<E dili:!nt's l:nisiness, Such detection of frauds and errors is 

called the secondary objectiue 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 uarious 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 

AK.ASH AGARWAL CLASSES CONTACT US :- 8007777042/ 43 IO I 
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through his audit report. 

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

follows: 

1. To protect the shareholders' interest of shareholders. 

2. To stop euasion of taxes 

3. To safeguard against capital erosion 

4. To ensure fair return on inuestors 

5. To ensure reasonable price to customers 

6. To ensure fair compensation to wor~ers 

7. Complying with polices regarding corporate social responsibilities 

-

Significance of Aud1ting 

❖ 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 qualified auditor and they do not go into details of the 

accounts. 

2. Borrowing of Money from External Sources - Money can be borrowed easily on the basis of 

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

uarious Loans on the basis of audited financial statements. 

3. Statement of Insurance Claim - In case of flood, fire, other natural calamities and the Li~e 

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

basis of audited accounts of the preuious year. 

4. Sales Tax Payments -The audited boo~s of accounts may generally be accepted by the sol-es 

tax authorities. 

5. Action Against Banluuptcy - The audited accounts serue as a basis to determine action in 

ban~ruptcy and insoluency cases. 

❖ From Internal Control Point of View 
1. Quick Discouery of Errors and Frauds - Errors and frauds are Located at an early date, 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 CONTACT US:- 8007777042/43 11 



CA Al{ASH AyARWAL PROF. Nll{ITA OSWAL CMA I y2- AUDIT 

I 
~ 

' ' 2. Moral Check on the Employees - The auditing of the accounts lleeps the accounts clerlls and 

the accountants regular and uigilant as they llnow that the auditor would complain against them 

if the accounts are not prepared up to date or if there is any irregularity. 

3. Aduice to the Management - It may happen that the management may consult the auditor 

and seeR aduice on certain technic al points although it is not the duty of the auditor to giue 

aduice. 

4. Uniformity in Accounts - If the accounts haue 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 ualuation of assets and goodwill as the accounts haue 

already been audited by an independent person. 

3. Future trend of the business - From the audited boolls of accounts, the future trend of the 

business can be assessed easily with certainty. 

► ADVANTAGES OF AUDIT 
The aduantages of audit are as follows: 

1. Audit is a tool, which different stalleholders can use to protect their interests in the enterprise. 

2. Audit is not only a correctiue measure but has a deterrent effect. It serues as a moral checll on 

the employees from committing defalcations or embezzlements. -

3. The employees of the organisation remain alert and uigilant as regards the updating of booRs 

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 correctiue actions. 

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

exercises, ualuations etc. 

7. Banlls, Financial Institutions and Gouernment require audited accounts before granting any 

financial assistance to the enterprise. 
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8. Audited accounts are ta~en to be more helpful in the settlement of accounts between the 

partners and thus auoiding any dispute amongst them. 

► INHERENT LIMITATIONS OF AN AUDIT 

There are some inherent limitations of audit. 

As per SA 200, the objectiue of an audit is to express an opinion as to the true and fair uiew of the 

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

uiability of the enterprise or the efficiency or effectiueness 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 releuant 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 releuant 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 

for their preparation is that of the enterprise. Management's responsibility includes 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 relieue the management of its responsibilities. Despite these guidelines 

issued by the The Institute of Chartered Accountants of India (CA), it is uery 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 euidence auailable to the auditor is persuasiue rather than conclusiue in nature; 

c. Inherent limitations of internal control 

2. Professional scepticism means an approach that would ensure that if 

something is wrong it is detected. This behauior of auditor helps him in identifying and 

eualuating (a) matters that increase the ris~ of material misstatements resulting from fraud or 

error, (b) circumstances that ma~e 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 euidence 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 
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by him in his Audit Planning. Materiality means important cost wise, profit wise, effect wise, 

ualue 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 checl?ing of accounts as required by law. A statute or law may require 

hauing 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 gouerns the audit of accounts, its reporting, 

and manner of preparing the audit report. 

2. In the case of audit of a gouernment body, the scope and audit programmers are set by the 

Comptroller and Auditor General (CAG) of India and the Companies Act, 2013. 

3. In the case of audit of an insurance company or a nationalized bani?, the audit is gouerned by 

specific statutes and IRDAI/RBI (Insurance regulatory & Deuelopment Authority of India & Reserue 

Bani? of India) guidelines. Co-operatiue banl?s are also gouerned by the Co-operatiue 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 euen by passing a special 

resolution. 

A statutory auditor can be appointed by the Central Gouernment if shareholders fail to appoint 

an auditor. A statutory audit should be performed by a qualified Chartered Accountant holding a 

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

Aduantages of Statutory Audit 

The auditor expresses his independent opinion after following releuant audit procedures and 
-

chec~ing the external and internal euidences necessary for the conduct of audit. He comments on 

the truthfulness and fairness 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 f 

,-. -
E 
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Statements under report. 

Financial Statements which may further be used by different users for uarious 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 ualue of business or shares in case of merger, acquisition, etc. 

7. For getting financial assistance from financial institutions, ban~s or inuestors. 

8. In case of non-profit organisations, for getting gouernment grants and auailing tax 

exemptions. 

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

wea~nesses, and chec~ing the efficacy of the internal chec~s. 

10. For checRing the integrity of the management which manages the funds and affairs on behalf 

of the real owners or shareholders. 

11. For other users of financial statements li~e creditors, inuestors and gouernment agencies, it 

ensures that any assertions in the Financial Statements are neither ouerstated/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 diuidends. 

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

15. For settlement of insurance claims or other recoueries from gouernment bodies or otherwise. 

2. Non-Statutory Audit 

When audit is conducted without any legal requirement, it is called non-statutory audit or 

priuate audit. This Rind of audit is arranged purely uoluntarily 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 seeRing organisations such as clubs, 

associations of persons, hospitals, etc, get their accounts audited to ma~e them reliable and 

acceptable to their sta~eholders. Some of these benefits are stated below: 
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Aduantages of Auditing for Sole Proprietors 

1. It eualuates the internal control system and strengthens it by'remouing wealmesses, if any. 

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 heeps a moral checR on the worRing of employees. 

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

Financial Statements auailable to the banRs and financial institutions. 

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

Aduantages of Auditing for Partnership Firms & Others 
The added aduantages 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 inuolued in day-to-

day operations, and heeps a chech on persons who are worRing 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 banhs, financial institutions as they rely on audited accounts 

of firm. 

Due to these aduantages, euen the entities which are not under any statutory obligation of 

statutory audit get their accounts uoluntarily 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 inuolues a continuous and critic al appraisal of the functioning of 
-

entity with a uiew to suggest improuements thereto and to add ualue and strengthen the ouerall 

gouernance mechanism of the entity, including the entity's strategic risR management and 

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

in reporting, a part of good gouernance". 

Internal Audit being an independent appraisal function ensures objectiuity and consultation ' ,_ 

, 
which enhances the ualue and improues an organisation's operations. It not only includes matters ' 
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related to finance but also critical appraisal of the policies and proced,ures of the company. 

Internal Audit is based on principle of "early detection & preuention 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 

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

be compulsory under some Acts which gouern 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 boohs of accounts haue been 

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

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

statistical sampling methods and techniques which Lead to time effectiueness. The possibility of 

tampering with the boohs of accounts during the audit is considerably reduced as the audit worh 

starts only after the boohs are closed. 

Aduantages and Limitations 

Final audit is cost effectiue and ensures continued focus, planned approach to worh and non-

Interference with client's accounting worh being continued. 

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

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

delays the presentation of Audited Financial Statements to the shareholders and to preuent 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 for a 

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

diuidend or ualuation 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 diuidend. 

2. Change in the structure of a partnership firm. 

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

4. lnuestigation 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 ris~ assessments automatic ally on a more frequent basis. Continuous 

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

ongoing audit testing of 100 percent of transactions. It becomes an integral part of modern ~ 
i,.: 

auditing at many leuels. technology is a ~ey to enabling such an approach." i 
~ 

Continuous audit may be defined as the examination and uerification of a firm's financial 

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

irregular interuals. -

Basic Features of Continuous Audit 

1. It is a process conducted throughout the year. 

2. It is conducted at regular or irregular interuals. 

3. It focuses on testing 100~/o of transactions. -

4. Technology is important to enable it. 

5. It prouides aduance notice about errors and irregularities detected. 

6. Surprise uisits by the auditor are inuolued 

Necessary of Continuous Audit I 

-

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. 
r-

a 
" f 

~ 
~ 

-
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The Aduantages 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 correctiue 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 checR: MaRe employees of the client alert and more efficient in conducting their wor~. 

6. lmproues statutory auditor's focus: It relieues statutory auditors of routine testing-and allows 

them to focus efforts on more ualuable actiuities 

Demerits of Continuous Audit 

1. The records and figures in the booRs of accounts, which haue already been chectted by the auditor, 

2. Frequent uisits made by the auditor may cause inconuenience at times inconuenient at wor~. 

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 expensiue because the auditor has to deuote more time to this audit. 

5. The worR of audit becomes too mechanical and repetitiue worR. 

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 

chectt 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 

checRing of certain specific aspects only. The auditor's powers to enquiry are restricted by his 

terms of engagement. He may not be allowed to obtain information which falls outside the 

puruiew of the scope defined for him. E.g., an auditor may be appointed to checR the accuracy of 

recording of transactions relating 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 ~nown as audit-in-depth. It inuolues checMng of 

transactions from the time of their recording till their final effect on the Financial Statements. 

Euery stage that a transaction goes through in the accounting process is closely examined by the 

auditor using uarious audit euidences. 

E. SUBJECT MATTER-WISE CLASSIFICATION OF AUDIT. 

1. Cost Audit 

Cost Audit inuolues an examination of cost boo~s, cost accounts, cost statements and subsidiary 

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

uiew 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 Gouernment of lndia,for the reuiew, examination and appraisal of the 

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

industries." 

Cost Audit renders inualuable seruices to uarious 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 comprehensiue and critical reuiew of each and euery aspect of the --

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

management li~e planning, organising, co-ordination and control. It assists managers at all leuels 

in the effectiue discharge of managerial functions. 

Management audit is a forward-looMng, independent and systematic eualuation of the actiuities 
' 

of the management for the improuement of the organisational profitability and attainment of -

other predefined objectiues of the organisation through well directed management function. It 
-

acts as a guide, which helps in improuing the efficiency of the management. 
-
-

3. Operational Audit 

Operational Audit ~nuolues examination of all the operations and actiuities of the entity under ~ 

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

other departments. It prouides an appraisal of whether the department is operating in conformity 

with prescribed standards and procedures laid down by the management. 

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

formulation of plans and checRing of the implementation of systems and controls in respect of 
other departments of the entity. It also checRs whether capacity utilization in production 

department and achieuement of short- term targets in marReting departments and other actiuities 

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

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

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

worRing and couers all other operations, such as production and marReting too. 

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

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

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

delegation of responsibility. The management information system has uarious tools liRe routine 

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

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

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

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

through periodic reports. 
·-

4. 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 prouisions 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 uarious allowances,disallowances, deductions and exemptions suggested under tax laws. 

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

Section 44AB giues the prouisions 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 uarious prouisions of the Income-tax Law and the fulfilment of other requirements 

of the Income-tax Law. The prime objectiue of tax audit is to stop tax euasion. 
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5. Social Audit 

Business is a social institution and euolues out of social enuironment. In course of earning profit 

businessta~es resources from society, so in return they should discharge certain duties to society 

.also for long term sustainability. 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 eualuation 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 

underta~en bybusiness houses uoluntarily. 

6. Propriety Audit 

Propriety audit is the independent and systematic eualuation of the appropriateness of management 

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

is an eualuation as to whether decisions haue been underta~en in tune with the accepted rules, 

standards, policy and delegated power. The objectiue of propriety audit is to ensure safeguard of 

assets, chec~ misappropriation of funds, misutilization of delegated authority and increase the 

productiuity of management etc. 

In India, propriety audit is not separately practiced. Howeuer, the Companies Act, CARO and other 

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

of conuentional statutory audit. 

7. Forensic Audit 

Forensic audit inuolues examination of legalities by blending the techniques of propriety audit, 

regularity,inuestigatiue and financial audits. The objectiue is to find out whether or not true 

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

find whether any fraud has ta~enplace. 

Major accounting scandals inuoluing Enron, World Tel, Parmalat and Satyam haue been widely 

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

:; 

were peculiar tothe motiues of such manipulations. C 

~ 

-

AKASH AGARWAL CLASSES CONTACT US:- 8007777042/43 22 



CA Al<ASH AGARWAL PROF. Nll<ITA OSWAL CMA I 42- AUDIT 

The Companies (Auditors' Report) Order, 2016, requires auditors to report, amongst others, 

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

nature and the amountinvolved are to be indicated". In this bac~ground, the techniques of forensic 

auditing haue 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 worMng as intended to achieve stated goals. Performance audits are 

typically associated with gouernment agencies at all levels as most government bodies receiue 

federal funding. 

Performance audits serue a fundamental purpose of gouernment 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. 

It is therefore imperatiue for corporate entities to ensure compliance with t~e applicable legal 

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

requirements haue been duly complied with and in time. If non-compliances are noticed by the 

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

,~-~v 

10. Human Resource Audit 

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

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

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

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

ever-changing rules and regulations. HR audit, thus, helps in analyzing 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 li~e financial auditing, yet, organizations these days are 
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optingfor regular HR audits in order to examine the existing HR system in line with the 

organizations policies, strategies and objectiues, 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 

eualuates assetsafeguarding, data integrity, system effectiueness, and system efficiency in 

computer-based information systems". The effectiueness of an information system's controls is 

eualuated 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 objectiues effectiuely, and operating efficiently. It is a part of a more 

general financial audit that uerifies an organization's accounting records and financial statements. 

The factors that led to the deuelopment 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 

rules; 

3. The possibility of ·computer abuse if computer systems are not controlled; 

4. The high ualue of computer hardware, software, and personnel; 

5. The high costs of computer error; 

6. The need to maintain the priuacy of indiuidual persons; and 

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

12. Enuironmental Audit 

Enuironmental audit is an excellent management tool for relating productiuity to pollution. 

Enuironmentalaudit is the examination of the correctness of enuironmental accounts. In broader 

sense, enuironmental auditing is the examination of accounts of reuenues and costs !)f 

enuironmental and natural resources, theirestimate, depreciation and ualues recorded in the boo~s ' 

of accounts. -

In India, recognizing the importance of enuironmental audit, its procedure was first notified under 

the Enuironment (Protection) Act, 1986 by the Ministry of Enuironment of Forests. Under this Act, -

euery person carrying operations of an industry, operation or process requiring consent under 

Section 25 of the Water (Preuention & Control of Pollution) Act, 1974 

t 
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1.2 
• BRIEF INTRODUCTION TO AUDITING STANDARDS 

J Concepts 

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 collectiue deliberations and suggestions receiued from uarious interested 

groups or potential staReholders including industry, academia and regulators. The Standards prouide 

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

his audit worR. 

~_,";pfi;p~se of Standards of Au,diting ---
I 
" --------------- ,--

-- - ~ 

Standards of auditing serues a number of purposes as fallows: 

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

2. Adherence to Standards reduces audit risR considerably. 

3. An auditor conducting the audit worR based on the releuant standards can always def end himself 

against possible allegations of negligence 

4. Standards improue the quality of audit worR and thereby restore the public trust on the 

profession. 

,-~Tntern.ational Auditing and Assiirance;,Sf~11darcls Boarcl (IAASB) -: 
' ' ' 

In 1977, the International Federation of Accountants {IFAC) was established with a uiew to bring 

harmony in the profession of accountancy on an international scale. In pursuing this objectiue, 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 

objectiue of the IAASB is to serue public interest by deueloping and issuing high quality auditing 

standards and by facilitating the conuergence 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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Auditing and Assurance Standards Board (AASB) 

The Institute of Chartered Accountants of India is one of the founder members of the International 

Federation of Accountants (IFAC). Hence, it is one of the membership obligations of the Institute of 

Chartered Accountants of India to actiuely 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 deuelop Statements on Standard Auditing Practices (SAPs). In July 2002, 

the APC was conuerted 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 Institute of Chartered 

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

IIMs, industry associations etc 

The following are the objectiues and functions of the Auditing and Assurance Stc;mdards Board: 

1. To reuiew 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 

deueloped 

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 reuiew the existing Standards and Statements on Auditing to assess their releuance in the 

changed conditions and to undertaRe their reuision, if necessary. 

4. To deuelop 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. I 
-

5. To reuiew the existing Guidance Notes to assess their releuance in the changed circumstances 
" 

and to undertaRe their reuision, if necessary. 

6. To formulate General Clarifications, where necessary, on issues arising from Standards. 
-

7. To formulate and issue Technical Guides, Practice Manuals, Studies and other papers under its 
C. 

own authority for guidance of professional accountants in the cases felt appropriate by the Board. -
i" 
C 

,-

- - -
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In order to facilitate understanding of the scope and authority of the pronouncements of the AASB 

issued under the authority of the Council of The Institute of Chartered Accountants of India, a 

reuised preface titled Preface to the Standards on Quality Control, Auditing, Reuiew, Other 

Assurance and Related Seruices has been issued which has come into effect from April 1, 2008. 

Accordingly, the pronouncements by AASB are couered by the fallowing two broad categories of 

Standards: 

A. Engagement Standards: The fallowing Standards issued by the Auditing and Assurance 

Standards Board under the authority of the Council are c9llectiuely lmown as the Engagement 

Standards: 

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

2. Standards on Reuiew Engagements (SREs), to be applied in the reuiew of historical financial 
----t------------------------------------1 

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

than audits and reuiews of historical financial information. 

4. Standards on Related Seruices (SRSs), to be applied to engagements inuoluing application of 

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

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 seruices couered by the Engagement Standards as described 

aboue 

In addition to aboue, AASB issues the following: 

1. Statements on Auditing: These are issued with a uiew 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 uiew 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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auditissues, not.necessarily arising out of a Standard. 

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

Chartered Accountants of India is giuen in the following diagram (Source: The Institute of Chartered 

Accountants of India) 

-
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J 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 selection. 

b. In the preparation of Auditing Standards, AASB is assisted by study groups/taslt force constitute 

to consider specific project. Study group comprising of a cross section of members-Of thelnstitute. 

The study group/taslt force will consider the specific subject and prepare the primarily dra~ of 

Standards. 
--+-----------------------------------····--···-

c. Based on the worR of the study groups, an exposure draft of the proposed Standards is prepared " 
--+------------------------------------1 

by the Committee and issued for comments by members of The Institute of Chartered Accountants of ~ 

India 

d. After tatting the comments into consideration, AASB finalize the draft and submit to the Council 

of the Institute. 

e. The Council on its reuiew of the dra~, mattes 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 taltes into consideration International Standards 

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

customs, usages and business enuironment in the India. 

,- Procedm-es 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 Stmldards 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/tash force constitute to 

consider specific project. Study group comprising of a cross section of members of the Institute. The 

study group/taslt force will consider the specific subject and prepare the primarily draft of Standards. 

c) Based on the worR 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) A~er taMng the comments into consideration, AASB finalize the draft and submit to the Council of 

the Institute 

e) The Council on its reuiew of the dra~, malles 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 talles into consideration International Standards on Auditing (ISA) 

issued by the International Auditing Practices Committee {IAPC), applicable laws, customs, usages and 

business enuironment in the India 

" --~----------------------------------~ 
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CA Al<ASH AyARWAL PROF. Nll{ITA OSWAL CMA I y2-AUDIT 

1.3 

• AUDIT ENGAGEMENT, PROGRAM, DOCUMENTATIONS, 
EVIDENCE, NOTE BOOK 

► Audit Engagement 

In case of statutory audit, the appointment of the auditor and his duties and responsibilities are 

gouerned by the respectiue statutes. In all other organizations, howeuer, these are decided by 

the agreement between the auditor and the client. Such an agreement plays a significant role 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 relieued without any doubt. In addition, 

existence of an agreement can easily auoid 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 

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 10 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. Howeuer, if the law or regulation prescribes in suffident detail the terms of 

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

CONTENTS OF AUDIT ENijA~EMENT LETTER 

As per SA-210, Agreeing the Terms of Audit Engagements, euery engagement letter as per should 

contain the following: 

1. Objectiue & scope of engagement 

2. Management responsibility 

3. Existence of inherent limitations 

4. Need for use of Internal Auditor 

5. Management confirmation letter 

6. Restrictions & limitations of Auditor liabilities 

7. Basis of computation of Audit fees 

8. Billing arrangement 

9. Form of report & Other communications of engagement 
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11. Limits on submission of report to other authorities 

An audit programme is a detailed plan of the auditing worR to be performed, specifying the 

procedures to be followed in uerification of each item and the financial statements and the 

estimated time required. To be more comprehensiue, 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 worR to be done during an audit. Audit programme serues as a guide in 

arranging and distributing the audit worR as well as checRing 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 

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

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

haue no discretion as to timing, such as, obseruing the stocR taRing by the client's personnel. The 

audit programme should consider preuious 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, checRing of booRs of accounts; and 

2. Special programme containing the.worR 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 aduantages of an audit programme are enumerated below; 

1. It serues as a ready checR list of audit procedures to be performed. 

2. The audit worR can be properly allocated to the audit assistants or the article ClerRs 

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

worR done can be under the superuision and control of the auditor. 

4. Audit programme would not only be useful for the audit assistants in carrying the audit worR 

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

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

__ __._ __________________________________ _ 
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to time. 
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6. t is a useful basis for planning 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 euidence by the auditor in the euent 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 sRill 

while performing the tasR. 

DISADVANTAGES OF AUDIT PROGRAMME 

The main disaduantages of an audit programme are enumerated below; 

1. The auditor's tasR becomes mechanical and the auditors may lose interest and initiatiue. 

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

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

I:.: 

i 
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. 

Audit Documen~ation (Audit Working Papers) 

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

accumulate and therea~er analyze audit euidences and other important documents to reach at 

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

records Rept by an auditor in relation to the euidences accumulated, methods and procedures 

adopted and conclusions reached during the course of the audit. 

As per SA-230, 'Audit Documentation', audit worRing papers (also called audit documentation) 

ref er to the record of audit procedures performed, releuant audit euidences obtained and 

conclusions the auditor reached. 

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

PURPOSE OF AUDIT WORl<ING PAPERS 
According to SA-230, 'Audit Documentation', audit worRing papers or audit documentation serues a 

number of purposes as follows: 

1. Prouiding euidence of auditor's basis for a conclusion about the achieuement of the ouerall 
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2. Prouiding euidence 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 superuision to direct and 

superuise the audit worR, and to discharge their reuiew responsibilities in accordance with SA220, 

'Quality Control for an Audit of Financial Statements'. 

5. Enabling the engagement team to be accountable for its worR. 

6. Retaining a record of matters of continuing significance to future audits. 

7. Enabling the conduct of quality control reuiews 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 Al)DIT WORl{ING 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 worRing papers). 

1. The auditor shall prepare audit worRing papers on a timely basis. They should be prepared while 

performing the tasR itself rather than after the audit worR is performed. 

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

auditor, hauing no preuious 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 euidence obtained; and 

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

c) professional judgments made in reaching those conclusions. 

3. In documenting the nature, timing and extent of audit procedures performed, the auditor shall 

record: 

a) the identifying characteristics of the specific items or matters tested; 

b) who performed the audit worR and the date such worR was performed; and 

c) who reuiewed the audit worR performed and the date and extent of such reuiew. 

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

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

and with whom the discussions tooR place. 

---
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5. If the c.mditor identified inf ormatiori that is inconsistent with the auditors fin at conclusion 

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 releuant 

requirement in a SA, the auditor shall document how the alternatiue audit procedures performed 

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

TYPES OF WORKING PAPER FILES 

In case of recurring audits, some worRing papers files may be classified into permanent audit files 

and current audit files: while the former is updated with the information ofcontinuing importance, 

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

giuen below: 
. -~-

. .. ~- ·~ PERMANENT AUDIT FILE CURRENT AUDIT FILE 
~ ~ 

. (a) Legal and organisational structure of the (a) Correspondence relating to acceptance of 

entity, e.g., Memorandum of Association and annual reappointment. 
Article of Association in case ofa company. 
(b) _Extracts or copies of legal documents, (b) Extracts' of important matters in the minutes 

agreements and minutes releuant to the audit. of Board Meetings and General Meetings 
releuant to the audit. 

(c) A record of study and eualuation of internal· (c) Copies.of management letters. 
controls. 
(d) Analysis of significant ratios & trends. (d) Analysis of transactions and balances. 

( e) Copies of the. audited financial statements (e) Copies of communication with other 

of preuious year(s). auditors, experts and third parties. 

(f) Notes regarding signific ant accounting (f) Audit programme. 
policies. 
(g) Significant audit obseruations of the earlier (g) Conclusions reached on significant aspects 

years. of audit. 

,.OWNERSHIP AND CUSTODY OF AUDIT WORKING PAPERS 

WorRing papers are the property of the auditor, the portions or extracts of which can be had at his 

discretion. These worl~ing papers should be Rept 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 maRe worlling papers auailable to the regulatory authority(s). In case of Chantry Martin & 
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retain them. 

The Institute of Chartered Accountants of India has prescribed that the members haue to retain the 

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

professional misconduct. 

It. Audit Evidence 

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

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

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

reasons are called Audit Euidence. 

As per SA-500, 'Audit Euidence', the term 'audit euidence' includes information used by the auditor ' 

in arriuing at the conclusions on which the auditor's opinion is based. Audit euidence includes ' 

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

other information. 

In short, substantiue euidence collected by an auditor from uarious sources to base his opinion on 

the financial statements of the organization is called audit euidence. 

Audit euidence 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 objectiuely examine the financial statements based on sufficient and appropriate 

euidence. Opinion based on casual and subjectiue eualuation may leaue 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 euidence and 

analyze them thoroughly before arriuing at any opinion. Only by doing so, the auditor can ~eep the 

audit ris~ to a substantially low leuel. ' : 

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

sufficient appropriate audit euidence to reduce audit ris~ to an acceptably low leuel. Here, 

sufficiency refers to the quantity and appropriateness refers to the quality of audit euidence. 
-

: 
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❖ NEED FOR AUDIT EVIDENCE 
Audit euidence 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 objectiuely examine the financial statements based on sufficient and appropriate 

euidence. Opinion based on casual and subjectiue eualuation may leaue 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 euidence and 

analyze them thoroughly before arriuing atany opinion. Only by doing so, the auditor can Reep the 

audit risR to a substantially low leuel. 

In SA-2OO, it is recognized that reasonable assurance is obtained when the 

auditor has obtained sufficient appropriate audit euidence to reduce audit risR to an acceptably 

low leuel. Here, sufficiency refers to the quantity and appropriateness refers to the quality of 
---+-----------------------------------[;\ 

-------+-a_u_d_it_e_ui_d_en_c_e_. ------------------------------ f 

❖ AUDITOR'S JUDGEMENT WHILE OBTAINING AUDl1EVIDENCE 
The auditor should eualuate whether he has obtained sufficient appropriate audit euidence so that 

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

appropriateness are interrelated and apply to euidence obtained from both substantiue and 

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

appropriateness relates to its releuance and reliability. The fallowing factors influence auditor's 

judgement while obtaining audit euidence: 

the nature of the item; 

1. the adequacy of internal controls; 

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

3. Situations which may exert an unusual influence on the management; 

4. The financial position of the entity; 

5. The materiality of the item; 

6. The experience gained during the preuious audits; 

7. The results of auditing procedures, including fraud or error which may haue been found; 

8. The type of information auailable; 

9. The trend indicated by accounting ratios and analysis. 
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❖ TYPES OF AUDIT EVIDENCE 
Depending upon the source, audit euidences may be of two types-internal euidences and external 

euidences. These are discussed below 

1. Internal Euidences 

These are euidences collected from within the organization. For example, sales inuoices, counterfoils 

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

2. External Euidences 

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

debtors and creditors, etc 

❖ RELEVANCE AND RELIABILITY OF AUDIT EVIDENCE 
In order to arriue at an appropriate conclusion regarding the truthfulness and fairness of financial , 

----+------------------------------------"' 
~. statements, the audit euidences under examination must be releuant and reliable. i 

---+------------------------------------r=: 
As per SA-500, releuance of audit euidence deals with the Logical connection with the purpose of 

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

reliability of audit euidence depends on its source - internal or external and on its nature - uisual, 

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

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

of audit euidence: 

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

than internal euidence; 

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

3. Euidence in the form of documents and written representation is usually more reliable than oral 

representations; 

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

❖ METHODS TO OBTAIN AUDIT EVIDENCE 
Auditor obtains euidence in perf arming compliance and substantiue procedures by any one or more 

of the fallowing methods -

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

and documents prouides euidence of uarying degrees of reliability depending on their nature, 

source and the eff ectiueness of internal controls ouer their processing. 
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2. Obseruation ~ It consists of witnessing a process or procedure being performed by others. 

3. Inquiry and Confirmation - Inquiry consists of seeMng appropriate information from a 

lmowledgeable 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 checMng the arithmetic al accuracy of source documents and 

accounting records or performing independent calculations. 

5. Analytical Reuiew - It consists of studying signific ant ratios and trends and inuestigating 
---+-----------------------------------------

unusual fluctuations and items. 

❖ AUDIT PROCEDURE TO OBTAIN AUDIT EVIDENCE 
As per SA-315 and SA-330, audit euidence to draw reasonable conclusions on which to base the 

auditor's opinion is obtained by performing: 

1. Rislt assessment procedures; and 
---+-----------------------------------it 

----+-2_. _F_u_rt_h_e_r_a_ud_i_t _pr_o_ce_d_u_re_s_, _w_h_ic_h_c_om_pr_is_e_: ____________________ j 
a) Test of control or Compliance Procedure, and 

b) Test of details and analytical procedures lmown as Substantiue Procedure. 

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

entity and its enuironment, including the entity's internal control, to identify and assess the rislts 

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

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

financial statements). 

Compliance procedures or Tests of controls are those actiuities performed by the auditor during the 

control testing stage that gather euidence as to the operational eff ectiueness of internal control 

procedures upon which the auditor has planned reliance. 

Management impliedly asserts that internal control procedures are effectiue as to both their design 

and operation. If controls are eff ectiue, then the auditor can plan reliance on the controls and 

reduce the time spent in gathering audit euidence. This is because the objectiue of an audit is 

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

objectiues of a financial statement audit is to gather euidence as to whether account balances and 

classes of transaction are materially complete, ualid and accurate. This is uery similar to the 

primary objectiue of internal control procedures - to prouide management with assurance that 

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

effectiue, the auditor can plan reliance on the controls and reduce the amount of euidence that he 
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would otherwise gather as to the completeness, ualidity and accuracy, of account balances and'------, 
----+-----------------------------------:, 

classes of transaction. 

In the audit planning stage, the auditor gathers euidence as to the effectiueness of design of 

control procedures and decides which control procedure, if any, upon which he wiU plan reliance. 

In the control testing stage, the auditor gathers euidence as to the effectiueness of operation of 

those controls upon which the auditor has planned reliance. 

The actiuities that the auditor employs to gather this euidence are ref erred to collectiuely as tests of 

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

Tests of control include obseruation of an internal control procedure being performed, inspection of 

euidence that the control procedure was performed (and performed at the appropriate time), and 

inquiry about how and when the procedure was performed. Where the information system is 

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

such as a generalized audit software or an embedded audit module. 
----+-----------------------------------[ 

Substantiue procedures (or substantiue tests) are those actiuities which are performed by the ! 
auditor during the substantiue testing stage of the audit that gather euidence as to the 

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

transactions. 

Management impliedly asserts that account balances and underlying classes of transaction do not 

. contain any material misstatements. In other words, that they are materially complete, ualid and 

accurate. Auditors gather euidence about these assertions by undertaMng actiuities referred to as 

substantiue procedures. 

For example, an auditor may 

a. physically examine inuentory on balance date as euidence that inuentory shown in the 

accounting records actually exists (ualidity assertion); 

b. arrange for suppliers to confirm in writing the details of the amount owing at balance date as 

euidence that accounts payable is complete (completeness assertion); and 

c. ma~e inquires of management about the collectability of customers' accounts as euidence that 

trade debtors is accurate as to its ualuation ( accuracy assertion). 

Euidence that an account balance or class of transaction is not complete, ualid or accurate is 

euidence of a substantiue misstatement. 

There are two categories of substantiue procedures - analytical procedures and tests of detail. 

Analytical procedures generally prouide Less reliable euidence than the tests of detail. 

It may be noted that analytical procedures are applied in seueral different audit stages whereas 
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tests of detail are only applied in the substantiue testing stage. --,-.--- I 

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

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

inuestigation and in-depth obseruation later on. In order to auoid any chance of such issues being 

unanswered, the audit staff generally records the same in a separate note booR and raises the issue 

in future. Such a record is Rnown as Audit Note BooR. 

Generally separate note booRs are prepared for each client. 

❖ CONTENTS OF AUDIT NOTE BOOK 
-----l------------------------------------ f_; 

1. Name of the business enterprise. :: 
-----+-----------------------------------, 

2. Organization structure. ~· 

3. Important prouisions of Memorandum of Association (M0A) and Articles of Association (AOA). 

4. Communication with the preuious auditor, if any. 

5. Management representations and instructions. 

6. List of booRs of accounts maintained by the enterprise. 

7. Accounting methods, internal control systems followed by the enterprise, applicable laws etc: 

8. Key managerial personnel. 

9. Errors and fraud discouered. 

10. Matters requiring explanations or clarifications. 

11. Special points that need attention in the audit report. 
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1.4 
• 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 uiew of the financial performance and financial 

position of the entity. Howeuer, 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 euery possibility that an auditor expresses an incorrect opinion in his report. 

Audit risR refers to the risR that an auditor giues an inappropriate opinion when the financial 

statements are materially misstated. In other words, it is the risR that an auditor fails to express 

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

A Ltd. spent 'SO lallh to repair a machinery. The repair was lillely to improue the capacity of the 

existing machine by 30%. Accordingly, the cost of repair should be capitalized and not to be 

treated as a reuenue expenditure. Unfortunately, the accountant debited the amount in the Repairs 

and Maintenance A/C and changed the same as a reuenue expenditure in the Statement of Profit 

and Loss instead of debiting the Machinery A/c. The auditor, while auditing the accounts of the 

company ouerlooll the same and did not report anything regarding the error. In this situation, 

the auditor's opinion is inappropriate resulting into audit risR. 

WHAT IS NOT AUDIT RISK? 

The following two, howeuer, does not come under the puruiew of audit risR. 

1. Audit risR does not include the risR that the auditor may express an opinion that the financial 

statements are materially misstated when actually they are not so. 

2. Audit risR also doesn't include the business risll of the auditor such as loss due to litigation, 

negatiue publicity, etc. It is something uery technical and related to the audit of the financial 

statement of the client. 

- -
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AUDIT RISK 

RISK OF MATERIAL MISSTATEMENT DETECTION RISK 

INHERENT RISK 

CONTROL RISK 

Audit risR can broadly be classified into - RisR of Material Restatement and Detection RisR. 

A. Risk of Material Misstatement 
------t------------------------------------, 

It may be defined as the risR that the financial statements are materially misstated prior to the 
-----+----------------------------------- rt Les 

audit exercise either due to any unintentional error or any organized fraud. This risR may exist at ; 
!a ------t------------------------------------~ 

two leuels: " 

1. At Ouerall Financial Statement Leuel: It refers to the possibility that material misstatement 

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

assertions. 

2. At Assertion Leuel: It refers to the possibility that material misstatement may exist while 

·classifying the transactions, calculating the balances or disclosing some material information. 

The risR of material misstatement at the assertion leuel has two components as follows: 

a) Inherent Risk: This refers to the possibility of material misstatement due to complex 

transactions or euen due to organized fraud. Accordingly, this risR may be higher for some classes 

of transactions, account balances and disclosures. For example, transactions such as fire damage 

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

too much or too little on the unique euent. 

b) Control Risk: This refers to the possibility of material misstatement due to ineffectiue design, 

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

system significantly reduces this risR. Howeuer, internal control can reduce but cannot eliminate 

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

control system in the organizations, there may be a risR that banR reconciliations haue not been 

prepared for any month or not appropriately reuiewed, resulting in misstatement of banR 

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 

risR to an acceptably Low Leuel will not be able to detect a misstatement which, either indiuidually 

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

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

detection risR. 

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

risR = RisR of material misstatement x Detection risR. 

ASSESSMENT OF AUDIT RISK 

As per SA 315, Identifying and Assessing the RisR of Material Misstatement through 

Understanding the Entity and its Enuironment, the auditor shall perform risR assessment 

procedures to prouide a basis for the identification and assessment of risRs of material ( 
-----+------------------------------------misstatement at the financial statement and assertion Leuels. RisR assessment procedures by 

themselues, howeuer, do not prouide sufficient appropriate audit euidence on which to base the 

audit opinion. 

The risR assessment procedures shall include the following: 

1. Inquiries of management and of others within the entity who in the auditor's judgment may 

haue information that is liRely to assist in identifying risRs of material misstatement due to fraud 

or error. 

2. Analytical procedures. 

3. Obseruation 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. 

Howeuer, the auditor may also obtain information, or a different perspectiue in identifying risRs 

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

different Leuels of authority. For example 

1. inquiries directed towards those charged with gouernance may help the auditor understand the 

enuironment in which the financial statements are prepared; 

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

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

application of certain accounting policies. 

-
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3. inquiries directed towards marlteting or sales personnel may prouide information about 

~. 

-I 
changes in the entity's marlteting strategies, sales trends, or contractual arrangements with its 

customers. 

b) Analytical Procedure2: This means eualuations of financial information through analysis of 

plausible relationships among both financial and non-financial data. Analytical procedures also 

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

inconsistent with other releuant information or that differ from expected ualues by a significant 

amount. 

Analytical procedures performed as rislt assessment procedures may identify aspects of the entity 

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

in order to prouide a basis for designing and implementing responses to the assessed rislts. 

Analytical procedures performed as rislt assessment procedures may include both financial and 
-----+------------------------------------- Ii 

---1--n_o_n_-_fi_na_n_c_ia_l_in_f_o_rm_at_io_n_,_f_or_e_x_a_m_p_le_,_t_he_re_la_t_io_n_s_hi_p_b_e_tw_ee_n_s_a_le_s_a_n_d_s_q_u_ar_e_f_o_ot_a_g_e_o_f ____ ! 
selling space or uolume of goods sold. Analytical procedures may help identify the existence of t 

unusual transactions or euents, and amounts, ratios, and trends that might indicate matters that 

haue audit implications. Unusual or unexpected relationships that are identified may assist the 

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

due to fraud. 

Howeuer, when such analytical procedures use data aggregated at a high leuel, the results of 

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

misstatement may exist. 

c) Obseruation and Inspection: Obseruation and inspection may support inquiries of 

management and others, and may also prouide information about the entity and its enuironment. 

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

1. The entity's operations. 

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

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

statements) and those charged with gouemance (such as minutes of board of directors' meetings). 

4. The entity's premises and plant facilities. 

Some other releuant factors are as follows: 

a) Information Obtained in Prior Periods: The auditor's preuious experience with the entity and 

audit procedures performed in preuious audits may prouide the auditor with information about 
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nature of the entity and its enuironment, 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 risRs 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 prouides an 

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

entity, allows the team members to exchange information about the business risRs, 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 prouides a 

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

throughout the audit that may affect the assessment of risRs of material misstatement or the , 
-----1------------------------------------' audit procedures performed to address these risRs. t 
------i--c)_T_h_e -R-eq-u-ir_e_d_U_n_d_e-rs-ta_n_d-in-g-of_t_h_e_E-nt-i-ty_a_n_d_l_ts-En_u_ir_o_n_m_e-nt-,-,n-c-lu_d_i-ng-th_e_E_n_t-it-y'_s_ln_t_e-rn_a_l __ , 

Control: An understanding of the entity and its enuironment helps the auditor a lot in assessing 

the risR of material misstatements. Factors such as industry, and regulations haue significant 

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

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

example, long-term contracts may inuolue significant estimates of reuenues and expenses that 

giue rise to risRs of material misstatement. Similarly, releuant regulatory issues such as 

applicable financial reporting frameworR, taxation, gouernment policies, regulatory frameworR 

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

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

between the owner and staReholders may also giue rise to audit risR. 

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

misstatements and factors that off ect the risRs of material misstatement, and in designing the 

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

effectiue, can prouide an entity with only reasonable assurance about achieuing the entity's 

financial reporting objectiues. The liRelihood of their achieuement is affected by inherent 

limitations of internal control. Obtaining an understanding of the entity and its enuironment, 

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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Information obtained by performing risR assessment procedures and related actiuities may be 

used by the auditor as audit euidence to support assessments of the rislls of material 

misstatement. In addition, the auditor may obtain audit euidence about classes of transactions, 

account balances, or disclosures and related assertions and about the operating effectiueness of 

controls, euen though such procedures were not specifically planned as substantiue procedures3 or 

as tests of controls. 

During the audit, information may come to the auditor's attention that differs significantly from 

the information on which the risll assessment was based. For example, the risR assessment may 

be based on an expectation that certain controls are operating effectiuely. In performing tests of 

those controls, the auditor may obtain audit euidence that they were not operating effectiuely at 

releuant times during the audit. Similarly, in performing substantiue procedures the auditor may 

detect misstatements in amounts or frequency greater than is consistent with the auditor's ris~ t 

---+-----------------------------------, 
assessments. In such circumstances, the risll assessment may not appropriately reflect the true " 

circumstances of the entity and the further planned audit procedures may not be eff ectiue 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 prouide reasonable assurance regarding achieuement of the objectiues in the 

following categories: 

1. Reliability of financial reporting, 

2. Effectiueness 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 achieuing management's objectiue 

of ensuring, as f cir as practicaole, -the orderly and efficient-conduct of-its-business, -including 

,adherence to management policies, the safeguarding of assets, the preuention and detection of 

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

preparation· of reliable financial information". 

Therefore, internal control system is the total system of control established by the management 
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efficiently. 

SCOPE OF INTERNAL CONTROL 

Internal control comprises both administratiue control and accounting control. 

1. Administratiue Control: It ensures adherence to management's plans and procedures. 

Therefore, administratiue 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 booRs of accounts adhering to the established accounting policies and principles. Accounting 

control relates to maintaining proper booRs of accounts, recording transactions timely, checlling 

arithmetical accuracy of booRs of accounts, rotation of duties of staffs, etc. Accounting control is ________________________________________ r 
again diuided into two sub-sections namely (a) Internal ChecR and (b) Internal Audit. ~ 

----t------------------------------------1 

BASIC ELEMENTS OF INTERNAL CONTROL 

An eff ectiue system of internal control should haue the following ~asic elements: 

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

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

staff, stating the powers of authorization that reside with uarious 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 worR, the internal 

control system can be operated efficiently and eff ectiuely. 

3. Diuision of WorR: In any internal control system, each and euery worR of the organization 

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

quality and sRill. 

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

records and information, record-Reeping 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 actiuities must be authorized by a proper 

authority. 
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7. Managerial Superuision and Reuiew: The intern a~ control system should be implemented and 

maintained in conformity with the enuironmental and elemental changes of the concern. There 

must be regular superuision and reuiew of the eff ectiueness of the internal control system of the 

organization. 

OBJECTIVES OF INTERNAL CONTROL 

Each organization must haue a system of internal control in place for achieuing the predetermined 

goals. In addition to accomplishing the desired goals and objectiues of the organization, this 

system plays a uery important role in any organization in seueral other ways. The main objectiues 

of internal control are: 

1. To ensure that the business transactions taRe place as per the general and specific 

authorization of the management. 

2. To maRe sure that there is a sequential and systematic recording of euery transaction, with the ~ 
-----1--a_c_c-ur-a-te-am-o-un_t_i_n_t_h-ei-r-re_s_p-ec-t-iu_e_a-cc_o_u_n_t _a-nd-in_t_h_e_a_c-co_u_n-ti_n_g_p-er-io-d-in-w-hi-ch-th_e_y_t_a-Re_____ r 

place. 

3. To ensures that all recorded transactions fairly represent the economic euents that actually 

occurred, are lawful in nature, and haue been executed in accordance with management's general 

authorization. 

4. To ensure that all ualid transactions are accurately recorded as per the accounting policies and 

standards. 

5. To prouide security to the company's assets from unauthorized use. 

6. To reuiew the worRing of the business, locate weaR points in operations and to taRe correctiue 

measures for proper worRing. 

7. To ensure there is the optimum utilization of the firm's resources. 

In this respect, SA-315, RisR Assessment and Internal Control, aduocates the following objectiues 

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 uerified at frequent interuals. 
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-----,+--------------------------------------'~!, 
ADVANTA(jES OF INTERNAL CONTROLS 

1. Efficiency, effectiueness and economy: A good internal control system ensures that the 

resources are utilized only for their intended purposes and helps to ouercome the ris~ associated 

with the misuse of organization's funds and other resources. 

2. Preuention of errors and irregularities: It preuents errors and irregularities by detecting them in 

a timely manner, thereby promoting reliable 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 productiuity: It enhances employee satisfaction and productiuity 

by segregation of duties and delegation of responsibilities. 

,. ----+-------------------------------------i 
TYPES OF INTERNAL CONTROL :; 

~ 
____ T_h_e_t_y_p_e-of-in-te_r_n-al_c_o_n-tr_o_l -sy-s-te-m-to-be-em-p-lo-y-ed-in_a_n_or_g_a_n-iz-at-i-on-de_p_e_n_d_s _u-po-n-th_e ______ r 

requirements and nature of the business. Generally, there are two types of Internal Control in an 

Organization: preuentiue and detectiue controls. Both types of controls are essential to an 

eff ectiue internal control system. From a quality standpoint, preuentiue controls are essential 

because they are proactiue and emphasize quality. Howeuer, detectiue controls play a critical role 

by prouiding euidence that the preuentiue controls are functioning as intended. 

A. Preuentiue Control: Preuentiue Controls are designed to discourage errors or irregularities from 

occurring. They are proactiue controls that help to ensure achieuement of departmental. Examples 

of preuentiue controls are: 

1. Segregation of Duties: Duties are segregated among different people to reduce the ris~ of 

error or inappropriate action. Normally, responsibilities for authorizing transactions (approual), 

recording transactions (accounting) and handling the related asset (custody) are diuided. 

2. Approuals, Authorizations, and Verifications: Management authorizes employees to perform 

certain actiuities and to execute certain transactions within Limited parameters. In addition, 

management specifies those actiuities or transactions that need superuisory approual before they 

are performed or executed by employees. A superuisor's approual (manual or electronic) implies 

that he or she has uerified and ualidated that the actiuity or transaction conforms to established 

policies and procedures. 

3. Security of Assets (Preuentiue and Detectiue): Access to equipment, inuentories, securities, 

cash and other assets is restricted; assets are periodically counted and compared to amounts 

~ 
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B. Detectiue Control: Detectiue Controls are designed to find errors or irregularities after they haue 

occurred. Examples of detectiue controls are: 

1. Reuiews of Performance: Management compares information about current performance to 

budgets, forecasts, prior periods, or other benchmarRs to measure the extent to which goals and 

objectiues are being achieued 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 

inuestigates differences, and taRes correctiue action, when necessary. 

3. Physical Verification of lnuentories: The auditor may conduct physical uerification of inuentory 

to detect any misappropriation. 

----+-----------------------t 
TECHNIQUES FOR EVALUATION OF INTERNAL CONTROL SYSTEM -

The following methods are generally suggested for eualuation of internal control system 

teGnniques fei~~;alt1~~iter,Qmtefo~tJ~jj~!91~~~ 
<.- ~ ,:,;, ~ s -=~ ~ ,,.... <M,s s °"'" ~ = V ~ )"""' ~ a; ~ • , "\;,,~ 

= - ~ ~ -= -~;:::~ ~; *-

F1owJ~l\antr~, :-
~ ;;,-~ ,~-< -~--'" 

- ~ M""~slf ,, ~"'~"',,:,:,:-==:,~, 

A. Narratiue Record: It is a complete and exhaustiue description of the system. It is 

appropriate in cir cum- stances where a formal control system is lacRing, liRe in the case of small 

businesses. Gaps in the control system are difficult to identify using a narratiue record. 

---------------
8. Checlt List: The Internal Control ChecRList is a tool to help eualuate and strengthen internal controls, 

promote effectiue and efficient business practices, and improue compliance in a department or 

functional unit. The checRList is not meant to be absolute but informatiue when reuiewing controls 

in a giuen area. In fact, checRlist 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 checRList 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 uarious 

elements such as operations, processes and controls, which help in giuing a concise and 

comprehensiue uiew of the organization's worRing to the auditor. A complete flow chart would 

depict the process of raising documents, personnel inuolued in doing so, the flow of documents 

through uarious departments, maintenance of records, flow of goods and consideration, and 

dealing with results. The internal control eualuation 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 internal control system and inuolues as Ring questions to uarious people at.different 

leuels in the organization. The questionnaire is in a pre-designed format to ensure collection of 

complete and all releuant information. The questions are formed in a manner that would " 
_____ f_a_ci-lit-a-te_o_b_t-ai-n-in_g_f_u_ll-in_f_or_m_a_t-io_n_t_h-ro_u_g_h_a-ns_w_e_r_s -in-'-Ye_s_' -or_'_N_o_', _w_h_e-re_b_y-th_e_a_n_s_w_e_r-,Y-e-s'_i_s ---f 

satisfactory, whereas the answers 'No' appear to indicate a weaRness. Howeuer, not always the 

questionnaire is designed to receiue responses in 'Yes-No' format as the same may not prouide 

adequate information. Hence, questionnaire may receiue descriptiue responses also. 

CHECKLIST VS. INTERNAL CONTROL UESTIONNAIRE 

· Sl. Ne Basis ChecR List Internal Control Questionnaire . 

i. Point of It is issued at the commencement It can be issued at any point of time 
Time . of audit and reported bacR after and reported bacR immediately. 

completion of audit. 
ii. Issued It is issued to the audit staff to be It is issued to uarious people at 

To fallowed by them during audit and different leuels in the organisation. 
reported bacR at completion. 

iii. Contents It contains instructions to be It contains questions to be answered 
followed by audit assistants. by the employees oftffe organization. 

iu. Objectiue It worRs as a guideline for audit This is used to collect the information tc 
staff so that no major issues Rnow about the internal control system 
remain unchecRed and to eualuate the weaRnesses therein 

r 
' 

-
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INHERENT LIMITATIONS OF INTERNAL CONTROL 

Internal controls-can prouide only a reasonable assurance that objectiues haue been achieued. 

This is because, some limitations are inherent in all internal control systems. These are as follows: 

1. Breakdowns: Euen well-designed internal controls can brealt down. Employees may 

misunderstand instructions or commit mistaltes. Errors may also result from application of new 

technology. 

2. Judgment: The eff ectiueness of internal controls is highly impaired when decisions are made 

with human judgment under pressure 

3. Management Ouerride: High leuel personnel may be able to ouerride prescribed-Policies-0nd 

procedures for personal gain or aduantage. 

4. Collusion: Internal control systems may become ineffectiue due to collusion among employees. 

Seueral indiuiduals may act collectiuely to alter financial data or other management information ,, 
ti: 

in a manner that cannot be identified by control systems. J 
-------i-------------------------------------

5. Control Ouer Common Business Actiuities: Internal control system is suitable for common and 

reparatiue business actiuities only. 

6. Costly System: Operating an internal control system often turns up to be uery 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. 

e,,,~, '1---7_ 

. ~[nternal Clieck 

CONCEPT OF INTERNAL CHECK 

Internal Checlt is an integral part of the internal control system. It is a process in which the duties 

of uarious staff of a business are arranged in such way that worlt performed by one is 

automatically checlted by the next staff while performing his duties. As a consequence, any error 

or fraud committed by the preuious staff is automatically detected and corrected by the next one 

and thus misstatements are easily preuented. For example, suppose a customer presents a cheque 

of {1000 to the banlt for payment. As per the ban It policy, the worlt of the encashment of cheques 

is diuided among three employees. One shall inuestigate the cheque, and matte entries in the 

bootts of accounts. The second employee shall chectt this entry and send it to the third employee 

malting cheque payments who will matte the final payment. Thus, any mistatte by any preuious 

employee will be automatically detected by the next one and thereby errors and frauds can be 
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-1' preuented. 
----+--------~--------------------------~ 

According to The Institute of Chartered Accountant of England and Wales, London, "Internal ChecR 

System is a system of instituting checRs on the day-to-day transactions which operate 

continuously as part of the routine system whereby the worR of one person is proued 

independently or is complementary to the worR of another, the object being the preuention or 

early detection of errors and frauds". 

Thus, internal checR or internal checR 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 worR are 

eliminated and at the same time worR done by the preuious employee is automatically checlied by 

the next one. 

OB!ECTIVES OF INTERNAL CHECK 

The objectiues of internal checR are as follows: 
-----+-----------------------------------~ 

1. Lessen the possibility of fraud and error. f 
-----+------------------------------------

2. Identify fraud and error at an early stage due to independent checliing. 

3. lmproue the efficiency of the worliforce, by implementing diuision of labor. 

4. Allocate the duties and responsibilities of each worlier in a way that they can be easily identified 

and held responsible for the actions performed. 

5 .. Receiue confirmation off acts and entries both physical as well as financial by way of 

presentation and necessary maintenance of records. 

6. Exercise moral pressure on the worlif orce with the implementation of a continuous receiue process. 

7. Reduce the worRload of independent auditors by adopting an internal checR system. 

ESSENTIAL CHARACTERISTICS OF INTERNAL CHECK SYSTEM 

Following are the essential characteristics or principles of a good internal checR system. 

1. Diuision of work: The entire tasR should be diuided among the staff in such a way that no 

single person is allowed to complete the worR solely by himself from the beginning to the end. 

2. Prouision of check: There must be cl~ar instruction that the worR performed by any staff must 

be checlied by the next staff. 

3. Responsibility: Responsibility of each indiuidual must be properly defined and fixed. 

4. Use of technology: As far as possible, uarious technology enabled deuices 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 mustbefollowed by the business. ~- t 
----t------------------------------------- w. 

6. Control ouer employees: Generally, chances of frauds are high in case there is direct contact 

between staff and the customers. So, a manager can Reep eyes in those areas to maRe internal 

checR system more eff ectiue. 

7. Superuision: A strict superuision should be exercised to ensure that the prescribed internal 

checRs and procedures are fully operatiue. 

8. Periodical reuiew: The system of internal checR is reuiewed from time to time to introduce 

improuements. 

ADVANTA(iES OF INTERNAL CHECKSYSTEM 

A good system of internal checR offers many benefits as follows: 

To the Auditor To the Client 
- It saues time and cost of checRing all records. 
- Auditor may apply test checRing approach. 
- Auditor deuotes more time to appraise critical 
areas. 
- This improues quality of audit worR. 

- It reduces chances of errors and frauds. 
- As worR is distributed among the employees 
based on their sRill the entire worR process gets 
completed smoothly. 
- A moral pressure can be built on the employees. 
- So, they remain reasonably honest. 
- Final accounts are repared promptly. 

AUDITOR'S LIABILITY FOR RELYIN(i ON THE INTERNAL CHECK SYSTEM 

Reliance on an eff ectiue internal checR system and thereby streamlining the audit process enables 

the auditor to deuote more time in examining the critical areas of accounting including ualuation 

of closing stocR, ualuation of assets and liabilities, determining the reasonableness of prouisions 

etc. Howeuer, such reliance simultaneously increases the risk of the auditor. This is because, euen 

a sound internal checR system cannot guarantee the elimination of all errors and frauds inthe 

accounts. Hence, if the auditor relies on the internal checR system and performs test checRing 

rather than a detail checRing, he cannot escape his responsibility of any su(h error or fraud 

remaining undetected. This was also held in the famous case law of Mc. Bride Ltd us. RooRe and 

Thomas, Canada (1941). Thus, the auditor should always Reep in mind that resorting to test 

checRing by relying on internal checR system of the organization no way reduces the liability of 

the statutory auditor. 
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► Internal Audit 

Internal audit is a part of the internal control system of an organization. Traditionally internal 

audit was seen as a continuous eualuation appraisal of financial operations within a giuen 

organizational frameworR. Howeuer, today it is recognized as an independent appraisal of 

uarious operating actiuities of the entity. Thus, an internal auditor is not only to see that a purchase 

transaction has been appropriately recorded in the booRs of accounts but also to see that there 

was a ualid purchase requisition, the order was placed to the uendor who was in the approued 

list of the entity, the terms were reasonable and the goods was duly receiued and included in the 

stocR. 

As per the Committee of Internal Audit, formed by The Institute of Chartered Accountants of India, 
i 

internal audit is, "An independent management function, which inuolues a continuous and critical ; 

appraisal of the functioning of an entity with a uiew to suggesting improuements thereto and add 

ualue to and strengthen ouerall gouernance mechanism of the entity, including the entity's risR 

management and internal control system." 

As per SA 610, Using the WorR of Internal Auditor, internal audit is a function of an entity that 

performs assurance and consulting actiuities designed to eualuate and improue the eff ectiueness 

of the entity's gouernance, risR management and internal control process. 

Thus, internal audit is a continuous appraisal of the different operational actiuities of the entity, 

including uerification of the booRs of accounts, by a competent employee of the organization, 

with an objectiue to report on the effectiueness of operations so that gouernance, risR 

management and internal control process can be improued further. 

SCOPE AND OBIECTIVES OF THE INTERNAL AUDIT FUNCTION 

The objectiues of internal audit functions uary widely and depend on the size and structure of the 

entity and the requirements of management and, where applicable, those charged with ; 

gouernance. The actiuities 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 reuiewing controls, monitoring their operation and recommending -

improuements thereto. 

2. Examination of financial and operating information: The internal audit function may be H 
" 
j, 

assigned to reuiew the means used to identify, measure, classify and report financial and i! 

r· 

operating information, and to maRe specific inquiry into indiuidual items, including detailed -
, 
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testing of transactions, balances and procedures. · 

3. Reuiew of operating actiuities: The internal audit function may be assigned to reuiew the 

economy, efficiency and effectiueness of operating actiuities, including non- financial actiuities of 

an entity. 

4. Reuiew of compliance with laws and regulations: The internal audit function may be assigned 

to reuiew compliance with laws, regulations and other external requirements, and with 

management policies and directiues and other internal requirements. 

5. RisR management: The internal audit function may assist the organization by identifying and 

eualuating significant exposures to risR and contributing to the improuement of risR management 

and control systems. 

6. Gouernance: The internal audit function may assess the gouernance process in its 

accomplishment of objectiues on ethics and ualues, performance management and accountability, 

communicating risR and control information to appropriate areas of the organization and 

effectiueness of communication among those charged with gouernance, external and internal 

auditors, and management. 

ADV ANT A(jES OF INTERNAL AUDIT 

Internal audit offers a number of aduantages as follows: 

1. Assistance to Management: Internal audit helps management in executing uarious plans and 

policies effectiuely and efficiently. 

2. Detection Errors and Frauds: Through internal audit, frauds and errors can be detected easily. 

3. Preuention of Errors and Frauds: By ensuring continuous eualuation, it contributes a lot in 

preuenting the errors and frauds. 

4. Reduction in Wastage: Internal audit identifies the weaRnesses 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 

assets. 

6. Increased Efficiency: It helps in improuing the eff ectiueness of the internal control system and 

thereby improues the ouerall efficiency of the entity. 
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' ----t------------------------------------? 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 actiuities of the company. The 

following class of companies shall be required to appoint an internal auditor or a firm of internal 

auditors, namely: 

1. euery Listed company; 

2. euery unlisted public company hauing-

3. paid up share capital of fifty crore rupees or more during the preceding financial year; or 

4. turnouer of two hundred crore rupees or more during the preceding financial year; or 

5. outstanding Loans or borrowings from banRs or public financial institutions exceeding one 
---+------------------------------------1 

hundred crore rupees or more at any point of time during the preceding financial year; or i 
----t-------'---------------------------------

6. outstanding deposits of twenty-flue crore rupees or more at any point of time during the 

preceding financial year; and 

7. euery priuate company hauing-

a) turnouer of two hundred crore rupees or more during the preceding financial year; or 

b) outstanding Loans or borrowings from ban Rs 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 WorR of Internal Auditor, the external auditor can use the worR of an 

internal auditor after conducting an eualuation of internal audit functions. 

Accordingly, the external auditor shall consider the following factors to determine the extent to 

which he can rely on the worR of an internal auditor: 

1. whether internal audit is undertaRen 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 qualification of internal auditor. 

4. the technical compliance by internal auditor. 

5. authority uested on internal auditor and leuel of management to whom he is accountable. 

6. whether professional care has been ta Ren by the internal auditor in conducting audit worR. 

After the eualuation, 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 worR 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 

function and obtain an understanding of the nature and extent of the audit procedures that has 

been applied and the related findings. In addition, the external auditor shall also perform 

sufficient and appropriate audit procedure on the body of worR 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 representatiue of the entity that the 
---1----------------------------------------

internal auditors will be allowed to follow the external auditor's instructions without their 

interuention. A written agreement from the internal auditors shall also be obtained that they will 

Reep confidential specific matters as instructed by the external auditor. Moreouer, the external 

auditor also needs to document adequately the basis of his decision to use the worR of internal 

auditor in an appropriate manner. 
-----------------------------

What e u er 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 worR of 

the internal auditor can, in no way, reduce his responsibility and he will be held responsible for 

all damages arising out of any material mis- statement in the accounts remaining undetected 

because of his reliance on the worR of the internal auditor. An external auditor cannot be relieued 

by the law under the plea that he relied upon the worR of an internal auditor. 
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INTERNAL CONTROL VS. INTERNAL CHECI{ VS. INTERNAL AUDIT 

s. Point of Internal Audit Internal Control Internal ChecR 
, No. Distinction 

1. Mode of In an· internal audit In internal controls It operates in routine to 
Chedting system, each systems, wortt of one doubly checR euery part 

component of wortt person is automatically of a transaction at the 
is chectted. chectted by another. time of occurrence and 

recording of the same 

ii. Objectiue Its objectiue is to Its objectiue is to ensure Its objectiue is to ensure 
eualuate the adherence to management that no one employee has 
internal policies, safeguarding of exclusiue control ouer 
control system and assets, p.reuention and any transaction or group 

' to detect frauds and detection of frauds and of transactions and their 
errors. errors, accuracy and recording in the boolts 

completeness of accounting -
'c 

records. [__ 

iii. Point of In an internal audit In an internal control Methods of recording 
c 
F 

Time system, wortt is system, checRing is done transactions are deuised 
.. 

chectted after it is simultaneously with the where wortt of an employee 
done. conduct of wortt. Euery is chectted continuously by 

transaction is chectted as correlating it with the 
soon as it is entered. wortt of others. 

iu. Thrust of The thrust of The thrust of internal chectt The thrust of internal control 
system internal system is to preuent errors. lies in fixing of responsibility 

system is to detect and diuision of worlt to -

errors and frauds. auoid duplication. 
--

u. Cost In an internal audit The system proues to be It is a part of internal 
lnuoluement system, wortt is costly in case of small controland a method of 

chectted specially; businesses becausea diuision of wortt, 
the ref ore, cost is greater number of therefore does not addto 
inuolued in addition employees are engaged the cost .. 
to accounting · 

ui. Report The internal auditor Internal Controls prouide The summary of day-to- -

submits his report to for builtin MIS reports day transactions wortt as 
the management report forthe senior. 

-

!! 

C 

-
-
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CONCEPT OF RISK BASED INTERNAL AUDIT 

RisRs are inherent in euery organization. Thus, the success of an organization Largely depends on 

how well it can manage its risRs. In recent times, many corporate failures may be attributed to 

poor risR management approaches followed by the management. Effectiue internal controls, 

howeuer, contribute to a great extent in minimizing the aduerse impact of inherent business rislls. 

Institute of Internal Auditors (IIA) defines risR based internal auditing (RBIA) as a methodology 

that Lin Rs internal auditing to an organization's ouerall risR management frameworR. RBIA allows 

internal audit to prouide assurance to the board that risR management processes are managing 

risRs effectiuely, in relation to the risR appetite. Thus, while traditional internal audit-only 

prouides control assurance based on routine audit, RBIA prouides Assurance on the effectiueness 

of risR management in addition to control assurance. To put it differently, RBIAs giue auditors a 
=-

----+-----------------------------------

Larger role in your risR reduction program. Beyond simply diagnosing the problems, they are also iii 
----+----------------------------------- r-

a part of the creation of eff ectiue controls and maintaining risR management efforts ouer time. By 

fallowing RBIA internal audit should be able to conclude that: 

1. Management has identified, assessed and responded to risRs aboue and below the risR 

appetite. 

2. The responses to risRs are effectiue but not excessiue in managing inherent risRs within the risR 

appetite. 

3. Where residual risRs are not in Line with the risR appetite, action is being taRen to remedy the 

-same. 

4. RisR management processes, including the eff ectiueness of responses and the completion of 

actions, are being monitored by management to ensure they continue to operate effectiuely. 

5. RisRs, responses and actions are being properly classified and reported. 

This enables internal audit to prouide the board with assurance that it needs on three areas: 

1. Risk management processes, both their design and how well they are worRing. 

2. Management of those risRs classified as 'Rey', including the effectiueness of the controls and 

other responses to them. 

3. Complete, accurate and appropriate reporting and classification of risRs. 
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1. Audit plan is based on the audit cycle Audit plan is based on the results of the 
business risR eualuation. RisRy areas are 
couered first and more frequently. 

2. Important risRs might not be couered during Prouides assurance that important risRs are 
the audit plan being managed properly 

3. Focuses on deficiencies in controls and cases of Focuses on risRs that are not properly 
non-compliance with policies and procedures controlled andouerly-controlled 

4. IA resources are spread ouer all business More efficient use of IA resources by 
actiuities concentrating on risR areas 

5. Business risRs are not being mapped The importance of risRs is established 
during the risR assessment phase and in = 

,...,. 

a reement between IA ~ =----
6. Disagreement with the business management Facilitates consensus with line ; -

-

ouer the action plans leading to delays in management on the needed action plans 
implementation thus improuing timely the implementation 

of correctiue measures 

ADVANTAGES OF RISK BASED INTERNAL AUDIT 

1. Consistency: Deueloping a consistent and comprehensiue approach to risR management maRes 

it easier for an organization to adapt to changing conditions. Adjusting audit schedule to risR 

managementframeworlrwitl-atsu-heL-yrswitch-tactics-qutcRtqwhenirusirress-obte-ctives-rre-en-ro 

change. 

2. Transparency: A risR-based approach to audit enables the internal auditors to identify risRs 

correctly and allows management to put the right internal controls in place for the best 

performance. This prouides a better understanding of the risRs and enables organization to better 

manage them. 

3. Specificity: RanRing and mapping risRs with RBIA will allow allocate actiuity and funds to the 

areas that need the most attention, creating a unique risR management program rather than 

relying on external frame- worRs and recommendations. While compliance frameworRs are 

necessa.ry for many industries, they don't account for euery potential risR the entity could face; 

relying on those requirements alone could result in risRs going unnoticed and unattended. 

-
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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 uarious loopholes in the 3 

regulatory and legal frame- worR dealing with board of directors and auditors of the company. 

The scam compelled the Indian regulators to search for best practices across the world liRe 

Sarbanes Oxley regulations in United States (US), Turnbull Guidance in United Kingdom (UK) and 

JSOX in Japan to raise the standard of corporate gouernance in India. Consequently, this 

ii 
I 

--~ 
!·r 

--·--····--·-------------------------------- = 
motiuated the regulators to introduce the Internal Financial Control regulations within the ambit 

~ 
-+------------------------------------ [._~~ 

of the Companies Act, 2013. 

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 

preuention and detection of frauds and errors, the accuracy and completeness of the accounting 

_ re_rnrds, and the timely prepnration of reliable fina_nciCil infor111_Cltion. 

STATUTORY PROVISIONS RE(jARDIN(J IFC 

The following are the statutory prouisions 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 eff ectiuely. 

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 effectiueness of such controls. 

b) Rule 8(5 )(uiii) of the Companies (Accounts) Rules, 2014 states that the director's report should 
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I '----Gl contain details in respect of adequacy of internal financial controls with reference to the financial 

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 themselues on the integrity of financial information and ensure that 

financial controls and systems of ris~ management are robust and defensible. 

4. For all entities hauing 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. 

---t------------------------------------f~ 
BENEFITS OF INTERNAL FINANCIAL CONTROL 

With adequate and eff ectiue internal financial controls, some of the benefits that the companies 

would experience include: 

1. Senior Management Accountability. 

2. lmproued controls ouer financial reporting process 

3. lmproued inuestor confidence in entity's operations and financial reporting process. 

4. Promotes culture of openness and transparency within the entity. 

5. TricRling down of accountability to operational management. -- ----------- ------~ 

6. lmprouements in Board, Audit Committee and senior management engagement in financial 

reporting and financial controls. 

7. More accurate, reliable financial statements. 

8. MaMng audits more comprehensiue. 

Internal financial controls also become important as they help deriue ualues in the form of: 

1. Fresh independent loo~ at ~ey business processes. 

2. Identification 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 enuironment, thereby mitigating ris~. 

~ 
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6. Better understanding of inherent and residual control rislts in internal controls~ 

7. Rationalizing the number of controls across organization - mouing to smart and automated 

controls. 

8. Standardizing policies and procedures for multi-location/ multi-business companies. 

9. Fostering a control conscious worR culture for people behind controls 

10. Prouiding assurance to the CEO/ CFO as well as improues business performance. 

INTERNAL FINANCIAL CONTROL OVER FINANCIAL REPORTING (IFC-FR) 

BACK(jROUND 

The definition of Internal Financial Control essentially suggests that the intent of the regulators is 

to haue control frameworR beyond financial controls. Howeuer, an auditor cannot be expected to 

comment on the operational conduct of the business as a whole. Hence, it can be logically inf erred 

that reporting of Internal Financial Control by auditors as required in Section 143(3)(i) is on 

financial reporting aspect only. This led to the introduction of the term Internal Financial Control 

ouer Financial Reporting (IFC-FR or ICFR). 

MEANIN(j OF IFC-FR 

As per the Guidance Note, Audit of Internal Financial Controls Ouer Financial Reporting, issued by 

Institute of Chartered Accountants of India, IFC-FR shall mean, "A process designed to prouide 

rggsonable !}ssurance regarding the reliability of financial reporting and the ~preparation~~[ 

financial statements for external purposes in accordance with generally accepted accounting 

principles". 

A company's internal financial control ouer financial reporting includes those policies and 

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. Prouide 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. 

c. Prouide reasonable assurance regarding preuention or timely detection of unauthorized 

acquisition, use or disposition of the company's assets that could haue a material effect of the 
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financial statement. 
.;__---1 

:.':f 

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) couers those controls which are 

elements of Financial Reporting i.e., of balance sheet, profit and loss accounts. IFC-FR processes 

lilie order to cash, procurement to pay, Human Resource, lnuentory Management couer rislis only 

to the extend hauing direct or indirect impact on financial reporting. Therefore, IFC-FR majorly 

ensures controls which prouide reasonable assurance that financial statements are free from 

material misstatements. 

Internal Financial Control (IF(), in addition to ICFR, couers controls which ensure efficient and . 

effectiue unction's of business, controls w_hich safeguard assets and ensure compliance-of policies. 11 ---1------------------------------------F 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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1.5 

• AUDIT SAMPLING, AUDIT TECHNIQUES AND ANALYTICAL 
PROCEDURE (INCLUDING SCRUTINY OF TRIAL BALANCE AND 

GROUPING SCHEDULES) 

► Audit Sampling 
::.. ", ~ 

❖ CONCEPT OF AUDIT SAMPLINij 

In case of a large organization with umpteen number of transactions, it is not feasible for the 

auditor to uerify each and euery 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 partial checRing to form his opinion. Howeuer, the success of part 

checRing largely depends on appropriateness of the sample selected. 

According to SA-530, Audit Sampling, issued by The Institute of Chartered Accountants of India 

(CA), sampling in the context of auditing is the application of audit procedures to less than 100% of 

the items within a population of audit releuance such that all sampling units haue a chance of 

selection in order to prouide the auditor with a reasonable basis to draw a conclusion about the 

entire population. 

❖ BENEFITS OF AUDIT SAMPLINij 

Audit sampling offers a number of benefits as follows: 

-1. --'t-reduces-the-wodiload_of_the_auditor._ _ ---- ---- --- -- ---- ---- --- - --- --- - -- - -- ----- -- --- -- -

2. It saues time and cost. 

3. As it substantially reduces the time for audit worli, the auditor may deuote more time for critical 

4. In order to decide on the extent of sampling, the auditor eualuates the eff ectiueness of internal 

5. It giues dependable result as it is based on statistical sampling methods. 

❖ FACTORS TO BE CONSIDERED FOR AUDIT SAMPLINij 

The factors to be considered for audit sampling are as follows: 

1. 0bjectiues of audit: Audit sampling has to be done lieeping in mind the objectiue 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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4. Materiality of Items: For material items the auditor must increase the sample size fo reduce the risR. 

s. Sampling RisR: Audit sample must be so designed as to Reep the sampling risR within the 

acceptable limit 

6. Non-sampling RisR: This is the risR factor emanating from human error. The auditor must taRe 

due care to auoid non-sampling risR. 

7. Tolerable Error: It is the limit of error which does not significantly impact auditor's opinion. For 

material items, the limit should be Rept low. 

❖ APPROACHES TO SAMPLIN~ 

!The approaches or methods can be classified as follows: 
=•V,A=--

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 Rnowledge and no statistical tool is applied to select the sample. The method is 

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 giuen 

group (popularly Rnown as stratum) has a Rnown chance of selection. Random sampling can again 

be of two 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 manually from a random number table or allowing the computer programme to 

select a random number and then identifying the population unit that corresponds to the random 

number by using any predefined rule. Howeuer, this method essentially requires the population 

units to be reasonably homogeneous or similar in nature. 

ii) Stratified Sampling: This method requires a giuen heterogeneous population to be first diuided 

into a number of sub-populations (Rnown as stratum) with homogeneous items and then selecting 

equal or unequal proportion of items from each group to form a representatiue sample of 

reasonable size. For example, trade receiuable balances may be diuided in fiue groups with 

specified ranges and then selection of trade receiuables of a certain percentage can be done from 

each group. 

-

-

-
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b) Systematic/ lnterual Sampling: This method requires selecting items using a constant interual 

between selections with the first selection being random. The interual can be based on a number 

(LiRe euery 30th item in the List) or a monetary ualue (LiRe 30000 of cumulatiue ualue of sales after 

the Last selection). 

c) Monetary Unit Sampling: This method uses the monetary ualue of the transaction rather than 

the items as the basis for sample size determination and item selection. It is also Rnown as ualue-

based sampling or ualue-weighted sampling. 

d) Multi-Stage Sampling: This method is suitable when data are stored in more than one Leuel. For 

example, an organization may haue stocR stored at a number of shops. Here, the first step would 

be to randomly select a few shops and then to randomly select a few stocR items from the shops 

already selected. If applied cautiously, this method proues to be uery eff ectiue. 

❖ RISK ASSOCIATED WITH SAMPLIN{j 

According to SA-500, an auditor may use audit sampling in selecting items required to conduct an 

effectiue test to prouide appropriate audit euidence. Howeuer, it cannot be denied that such a 

method will always inuolue some amount of risR. This risR associated with sampling can broadly be 

diuided into two categories: 

A. Sampling Risk: Since sample is only a selected part of the population, it can neuer reflect all the 

characteristics of the population. Thus, there will always be some amount of risR unauoidable in 

this process. This sampling risR can again be of two types as follows: 

1. Sampling Risk associated with Compliance Procedure (i.e., Test of Control): Here, the auditor, 

based on sampling procedure, may come to the conclusion that that the controls are more effectiue 

(or Less effectiue) while they are not. 

2. Sampling Risk associated with Substantiue 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 sampling, error may also arise due to improper 

processing of data, LacR of expertise to analysis, etc. These are called non-sampling error or bias. 

Accordingly, risR of any wrong opinion on the part of the auditor due to such errors is called non-

sampling risR. 

Non-sampling risR is auoidable. If the sampling is done by experienced audit clerRs and they 
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remain alert while analyzing the selected transaction, non""sampling risk can be reduced to 

minimum or euen zero. On the other hand, sampling risR is unauoidable. 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 objectiues of audit and nature of population. 

2. Sample Size Determination: Auditor decides the sample size to minimize the sampling risR. 

He generally applies statistical techniques to auoid subjectiuity. 

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 

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. 

=~S " "' 

~ Audit Teehniques - -

While conducting the audit of an organization, an auditor resorts to uarious techniques. Some of 

these are inuariably applied in all cases whereas some others are used only, if situation so 

demands. These are popularly hnown as Audit Techniques. 

Some of the common techniques which haue wide application are discussed below: 

1. Routine Checking 

Routine checRing may be defined as the procedure to chech whether the transactions are properly 

entered in the boohs of accounts and whether the posting and carry forwards are done accurately. ; 

In other words, routine cheching is done to ensure that mathematical accuracy is maintained while 

recording transactions in the boohs of accounts. This is quite helpful to detect errors and frauds of 

uery simple nature. 

Routine checRing is normally performed by audit clerhs. They examine the correctness of casting 

and balancing of the boohs of primary entry, correctness of posting to ledgers, correctness of 

casting, balancing and carry forwards of ledger accounts, correctness of trial balance and 

correctness of the final accounts i.e., Statement of Profit and Loss and Balance Sheet. 
C 

AKASH AGARWAL CLASSES _ _ CONTACT US :- 8007777042/ 43 70 I 



CA Al<ASH AyARWAL PROF. Nll{ITA OSWAL CMA I y2- AUDIT 

- --

Routine chectdng ensures arithmetical accuracy and, in the process, detectthematerial 

misstatements, if any. It prouides the base for the subsequent audit worR to find out serious and 

organized frauds. 

2. Test Checking 

In large organizations with huge number of transactions recorded in the booRs of accounts, 

conducting a detail examination of all accounts becomes a mounting tasR for the auditor. 

Additionally, due to the preualent 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 haue been recorded properly. This procedure is !mown as test checRing. 

The rationale behind test chedting lies in the 'Sampling Theory' of Statistics. According to this 

theory, a well representatiue sample will always reflect most of the characteristics of the 

aggregate, i.e., population. Moreouer, as the sample size increases, the deuiations between the 

results based on sample and that of aggregate or population will get reduced. Thus, under test 

checRing, the auditor applies an appropriate sampling technique to draw a representatiue 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 checRing, based on appropriate sampling technique, helps the auditor to form his opinion 
--

based on a limited examination of transactions. It also saues time and cost of audit worR. 
- -- - -- ----- -

Howeuer, it also inuolues sufficient amount of risR. Use of faulty sampling technique, sampling risR 

(which is unauoidable) and non-sampling risR may result iri non-detection of material errors and 

frauds. The auditor, in such cases, cannot deny his responsibility due to application of test checRing 

instead of routine checRing or other appropriate audit procedures. 

Thus, test checRing is neuer 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 reuiews 

each and euery single aspect of a transaction during its execution as well as recording. It is 
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particularly helpful in case of forge organizations where detailed examination of all records at I 
euery stage of a transaction is almost impossible. Hence, through this system, the auditor selects a 

few representatiue 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 liRely to be free from any material 

irregularity. 

Audit in depth is a three-step process where (a) the auditor first reuiews 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 euery stage of the execution and 

recording of the selected transactions based on sufficient documentary euidence. 

4. Cut-off Examination 

For some entities, there may be a number of items especially at the end of an accounting period 

that may haue their impact carried to the next accounting period. WorR in progress, goods in 

transtt, goods sent on approual basis lying with the customers, outstanding and prepaid items are 

only a few. Euen purchase and sale transactions during the end of the accounting period may haue 

their impact on the next year. Improper treatment of these items and inclusion of items relating to 

one year in the next or preuious year (liRe purchase and sales) may seriously distort the financial 

results and mislead the decision maRers. Hence, an auditor, during the course of his audit worR, 

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 Rnown 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 (Rnown 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 ih accounts. 

5. Surprise Checking 
-- -

Under traditional audit practices, an auditor generally informs the client about his routine checRing 

plan and timing of next uisit well in aduance. This is considered essential so that the client's staff 

can ~eep the boo Rs of accounts complete in all respects and readily auailable for uerification. 

Unfortunately, this also prouides them ample scope for concealing any wrongdoings whatsoeuer. 

Thus, it is generally recommended that an auditor must also conduct surprise tests of some 
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materialitems 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 checRing may be defined as an audit procedure where uerification of some material items 

is conducted on a non-routine and surprise basis. 

6. Walk Through Tests 

WalR through test may be defined as tracing one or more transactions through the accounting 

system and obseruing 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 receiued and taRen to the stores, bills processed and finally the accounting 

treatment done. If the auditor is satisfied about the appropriateness of all the releuant stages of 

the transaction, he may conclude that the internal control is functioning well. Accordingly, the = 

----1------------------------------------[ 
auditor may decide to put reliance on the system to a certain extent and plan his audit work to r 
uerify some selectiue transactions only. Alternatiuely, if walR through test reueals serious 

weaRness of the internal control system, the auditor may opt for uerifying. 

CONCEPT OF ANALYTICAL PROCEDURE 

Traditional audit techniques such as routine checRing or test checking help an auditor to identify 

the existence of material misstatements or misappropriation of relatiuely simple in nature. 

Howeuer, the books of accounts may contain complex errors or planned frauds that are difficult to 

identify by these traditional methods. Existence of such errors or frauds may be quite fatal as that 

will euentually make the audit report unreliable. Hence, the auditor should apply some innouatiue 

procedures to deal with a situation of that Rind. Analytical procedure has become uery eff ectiue in 

thts respect. 

According to SA 520, Analytical Procedures, analytical procedure means eualuation of financial 

information through analysis of plausible relationships among both financial and non-financial 

data. Analytical procedure also encompasses such inuestigation, as is necessary, of identified 

fluctuations or relationships that are inconsistent with other releuant information or that differ 

from expected ualues by a significant amount. 
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Nature of Analytical Procedures 

As per SA520, the nature of analytical procedures includes the fo_llowing: 

1. Analytical procedures consider comparison of entity's financial information with 

a) Comparable information of prior periods. 

b) Any anticipated results of the organization liRe budget or forecast or any estimation by the 

auditor liRe estimation of depreciation. 

c) Similar information of any other comparable entity belonging to the same industry or the 

industry auerages. 

2. Analytical procedures may also include consideration of relationships: 

a) Among different items of financial data that is expected to follow a predictable pattern liRe the 

operating profit margin. 

b) Between financial and non-financial information liRe the number of employees and the total 

compensation cost. 

c) Analytical procedures consider application of diuerse analytical tools that may range from a 

simple comparison to complex analysis inuoluing aduanced statistical techniques. 

d) Analytical procedures may be applied either on standalone or on consolidated financial 

statements. Moreouer, they can be applied on any component or indiuidual information of the 

statements. 

APPLICATION OF ANALYTICAL PROCEDURE 

According to SA 520, analytical procedures can be applied at different steps of the audit worR. 

These include: 

1. Audit Planning: During the planning stage, the auditor may apply analytical procedures to haue 

an understanding of the nature of client's business. 

2. Substantiue Test: In order to reduce the audit risR by relying on substantiue procedures, the 

auditor may apply substantiue analytical procedures either alone or in combination with the test 

of details (i.e., uouching and uerification). 

3. lnuestigation of Unusual Items: If the analytical procedures performed in the organization 

identify any inconsistency in relationships or any significant deuiation from the respectiue expected . 

ualue of the items, the auditor should inuestigate such items 

4. Ouerall Conclusion: The auditor may also apply the results of analytical procedures to assess 

how far the conclusions drawn based on indiuidual components or elements of the financial 

statements are consistent and whether there is any need to reuise 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 ouer 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; 

a) Raw material consumption to production (quantity) 

b) Percentage of wastage and scrap against production and raw material consumption 

c) WorR-in-progress based on material issued 

3. Ratio Analysis: This technique calculates different ratios between uarious items of financial 
-w•~ 

statements in order to study their relationships. Some common ratios include: 

a) Gross Profit Ratio 

b) Receiuable Turnouer Ratio 

c) lnuentory Turnouer Ratio 

4. Sources of Information: Analytical procedures also require analyzing the following sources of 

information. 

a) Interim financial information 

b) Budgets 

c) Management Accounts 

d) Non-financial information etc 

J Scrutiny of TnM B~l~~~~--~d G~~~phig Schedule 
~ ~ ~~i::..;;--

~ ~" 

SCRUTINY OF TRIAL BALANCE 

CONCEPT OF TRIAL BALANCE 

A Trial Balance is defined as a statement of debit and credit balances of indiuidual general ledger 

accounts. It is prepared primarily to test first-hand arithmetical accuracy of booRs of accounts and 

to facilitate quicR 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 Rnown as a List of balances of General 

Ledger Accounts 

In a mechanized accounting system, each Account head of a Chart of Accounts is giuen a code 
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f oliowing a codification logic in order of Balance Sheet, Income Statement and Clearing Accounts to 

ensure compliance with.the entity's declared accounting and reporting policies, disclosure 

requirements mandated by releuant regulations. Any Trial Balance adheres to the same 

codification in assembling the account balances and giues a bird's eye uiew of all accounts based 

on which the organization may prepare financial statements. In manual accounting system, it also 

helps testing arithmetical accuracy of boo~s of accounts and detecting clerical errors. Howeuer, it 

can only detect errors other than errors of principle, compensating errors and errors of complete 

omission. 

In addition to the aboue, 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 

balance in Depreciation A/c or debit balance of TDS Payable A/c, etc. by prouiding a summarized 

uiew of account balances. It also helps in budgetary control of incomes, expenses, element-wise 

worlting capital, and capital expenditure. 

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 analytical procedures should be 

underta~en. For example, when the Trial Balance for a giuen 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 uariance analysis with reference to the balance of corresponding 
-- -- - - ---- - --- ---- --- -- -- ------ - ---- -- - -- --- --- --

preuious period to identify reasons for such unusual changes or unusual nature of balances. 

Howeuer, while undertaRing 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 Boo~s written' without any adjustments inserted 

from any sources other than Financial Ledgers on a giuen date/or period end. -

4. before the grouping schedule is prepared ledger accounts are corrected based on aduerse 

obseruations emerging from Trial Balance scrutiny. 
f< 

. 

-
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SCRUTINY OF ijROUPINij SCHEDULE 

CONCEPT OF ijROUPINij 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 Sheet, and Notes to Accounts. This is an essential step before proceeding 

forward to draft financial statements in compliance with requirements of all the four 'Framewor~s 
.-,~ 

of Accounting.' 

OBIECTIVES OF ijROUPINij SCHEDULE 

The objectiues of preparing Grouping Schedule are as follows: 

1. Compilation of heads of accounts according to the line items prescribed under releuant 

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 respectiue prouisions of laws and regulations gouerning the 

accounting of the organization. 

3. Exercising budgetary control both at granular leuel and group of accounts leuel 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 

sta~eholders using an automated computing process and or disjointed excel sheets. Following is an 

example of Grouping Schedule relating to Balance Sheet. 
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Property, Plant & Equlpment 
Building 
Plant & Machinery 
Furniture & Fixture 
Motor Vehicles, etc. 

Intangible Assets Intellectual Property 
Rights 
ICT Software, etc. 

lnuestments 
Shares of Companies 

~ 

~ 

ouernment Entities 
~ r-

MSMEs 
Others 

lnuentor Raw Materials 
Finished Goods 
Wor~-in-Pro ress 
Stores and Spare Parts 

lnuestments 
Cash and Cash E uiualents Short term Deposits 

_ C_ash_Balances - -- --- - --

❖ AUDITOR'S ROLE WITH RESPECT TO (iROUPIN(i SCHEDULE 

Under a mechanized accounting system with a descent and pretested reliable software, accounts 

are finalized and financial statements are prepared automatically based on organization's policy 
I 

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 uarious line items of the financial statements has 
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adhered to the prescription of the releuant regulations; I 
r:J; 

2. the composition of the Grouping Schedule for uarious line items has been decided only by 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 indiuidual 
_ .. .-.-, 

line items in the financial statements are appropriately computed and are in compliance with the 

organizational policy and prouisions-of releuant laws and regulations. 
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• APPLICATION OF TECHNOLOGY IN AUDITING AND AUDIT 
TRAIL 

► Application of Technology in Auditing 

♦:♦ AUDITINij 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 reuolutionized the accounting and administratiue controls, information flow arid 

and finalization of annual accounts. In many organizations, the processes, operations. by using 

computer systems - also lmown as Information Systems (IS) or Information Technology (IT) 

systems which ma~es the enuironment automated. 

Automated enuironment offers a lot of aduantages: 

a. It enables accurate data processing. As a result, computation becomes more reliable. 

b. It can process high uolume of transactions easily. 

c. It mo~es business processes faster. 

d. It improues control efficacy and security. 

e. It minimizes the human errors. 

f. It offers better integration among business processes. 

In an automated enuironment, auditing also undergoes through significant changes as 

Automated enuiro-nmenr offers a tot ofaduantages: 

❖ COMPONENTS OF AUTOMATED ENVIRONMENT 

Following are the general components of an automated enuironment. 

1. Databases - Oracle 19(, MS-SQL Seruer; 

2. Operating systems - Windows, Unix, Linux; 

3. Hardware and Storage deuices - seruers, dis~s, tapes, networ~ storage; 

4. Networ~ deuices - switches, routers and firewalls; 

5. Networ~s - local area networ~s, wide area networ~s, uirtual priuate networ~s, etc.; 

6. Physical and enuironmental landscape -IT facilities li~e Data center, physical access control 

mechanisms li~e biometric based access system, CCTVs, adequate HVAC system, fire suppression 

system etc. 
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In addition, there are application software such as Paclmge Software (e.g., Tally, QuichBoo~s),-

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 AUDITIN~ 

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 auailable manpower to different 

assignments in hand. 

3. Chec~ing of ualidity, consistency and reasonableness of entries. 

4. Reuiewing the internal control of the system. 

5. Retrieuing requires hey information from the files for ma~ing comparison with the set of 

standard information. 

6. Doing arithmetical computations and cheching the arithmetical computations. 

7. Doing analytical reuiew of the data by way of comparison, ratio analysis, trend analysis, 

of reason- ableness and so on. 

8. Selecting representatiues for uouching, uerification-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 worhing papers and writing other 

etc. 

❖ CONTROLS IN AN AUTOMATED ENVIRONMENT AND AUDITOR'S ROLE 

Authenticity and reliability of information in an automated enuironment largely depends on the 

controls in place in such enuironment. Thus, auditing in an automated enuironment requires an 
, __ VA 

auditor to eualuate the same before applying the audit procedures. There are following types of 

controls in an automated enuironment. 

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 eualuated by the auditor as part of the process of determining the 
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of materfol misstatement in the audit client's financial statements. 

2. Input controls 

Control actiuities designed to ensure that input is authorized, complete, accurate and timely are 

ref erred to as input controls. The auditor needs to apply specific input ualidation ched~s to 

eualuate 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 inuoice ualue should be compatible with the amount of sales tax charged on the 
inuoice. 

c) Validity checks: These ensure that the data input is ualid. 

d) Exception checks: These ensure that an exception report is produced highlighting unusual 

situations that haue 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. -

f) 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 uerification: 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 

-

_ aep~opriately up~ate~ accurCit~l~ in a timely manner. The_processing_controls for a spec!fied 
application program should be designed and then tested prior to 'Liue' running with real data. 

4. Output controls 

Output controls exist to ensure that all data is processed and that output is distributed onl~ to 

prescribed authorized users. While the degree of output controls will uary 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 llept confidential and auailable to authorized users only. -

5. Master file controls C 

The purpose of master file controls is to ensure the ongoing integrity of the standing data -

contained in the master files. It is uitally important that stringent 'security' controls should be 
-
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exercised ouer all master files. The auditor must ensure that master file controls are effectiue and 

adequate. 

The aboue eualuation largely determines the auditor's wortdoad and scope of the audit work. 

❖ TESTINij 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 effectiue method, is time consuming and less efficient. Thus, 

keeping in mind the risk assessment, internal controls in place, desired leuel of euidence 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 enuironment 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, obseruation and 

inspection. 

2. Obserue 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 (negatiue testing) and obserue 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 tracMng all changes that may take place. For 

example, a sequentially numbered sales inuoice 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 inuoice from the day book to the original file by reference to the number or date of the 

inuoice. 
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In an automated en·uironmerit ~ccounting so~ware prouides the ideal example of audit trails. For " 
( 

i2 I 
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 alon_g with the user who made the changes and the time of change. Euen if some 
transactions were to be deleted, the so~ware will trac~ that as well and ~eep the record of 
euerything since the original entry was made. 

❖ 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, 
euery company which uses accounting software for maintaining its boo~s of account, shall use 
only such accounting so~ware which has a feature of recording audit trail of each and euery .. 

-
transaction, creating an edit log_ of each change made in boo~s 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 euery transition right from 
to tracMng the changes that may ta~e place. 

❖ HOW DOES AN AUDIT LOij OPERATE? 

An automatic record has automated logs, unli~e a manual record that needs one to input the 
The operations depend on the nature of IT infrastructure of the entity. It uaries as per the 

-

sy~tems, ap_pli~ations, ar1d deuices. 
.. -

Audit trails record euery actiuity that occurs within your system. It ta~es details of when, how 
by whom the actiuity was done. It also shows the response of your system to the actiuities that 
too~ place. 

Edit Log feature of software allows trac~ing the edits for masters and euery 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 
uery easily. -

-

' i; 
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❖ BENEFITS OF AUDIT TRAIL 

A well-functioning audit trail offers the following benefits: 

1. User Accountability: In an automated enuironment, a well-functioning audit trail system 

records the actiuities of euery user. This promotes appropriate user behauior because eueryone is 

held accountable for their doings. Thus,· introduction of uirus to the system or unauthorized 

alteration of data can be preuented. Additionally, it helps to identify the intruders. 

2. Promotes Organization's Data Security: A well-functioning audit trail 

system ensures data security as it protects data from unauthorized access and 

fraudulent actiuities by staff and external parties. 

3. Allows Reconstruction of Euents: An excellent audit log system allows organizations to 

understand the operations of users, including cyber attaclters. Data retrieual is also possible in 
_,, ___ ,_,_ 

some cases. 
ff 
~--

4. Detection of System lnterfer-ence 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. 

❖ 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 ct~er the 1st April, 2022, has used such accounting 

software for maintaining its boo~s 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 

so~ware and the audit trail feature has not been tampered with and the audit trail has been 

preserued by the company as per the statutory requirements for record retention. 
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A. Multiple Choice Questions 
1. Which of the following is not an audit rislt? 
A. Inherent Rislt 
B. Detection Rislt 
C. Control rislt 
D. Omission Risk 

2. Permanent Audit File does not contain 
A. A record of study and eualuation of internal control system 
B. Significant audit obseruations of earlier years 
C. Copies .of management letters 
D. Analysis of significant ratios and trends 

3. Audit Procedures to obtain audit euidences include 
A. Compliance Procedure 
B. Substantiue Procedure 
C. Both of A and B 
D. Neither A nor B 

4. SA 530 stands for 
A. Audit Documentation 
B. Audit Sampling 

_C. _ReJponsibility 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. Legal and organisation structure of the company. 

6: SA 230 stands for 
A. Quality control for an audit of Financial Statements 
B. Agreeing the terms of Audit Engagements. 
C. Audit Documentation 
D. Responsibility of Joint Auditor 
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7. Internal Audit is mandatory for euery unlisted public company hauing 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 crores during the preceding financial year 

8. ChecR list contains the instructions to be followed by the 
A. Employer of the organisation 
B. Employee of the organisation 
C. BanRer to the organisation 
D. Audit staff engaged by the auditor of the organisation 

9. SA 210 stands for 
A. Audit Planning 
B. Audit WorRing Papers 
C. Agreeing the terms of Audit Engagements 
D. Audit Documentation 

10. Test checMng requires application of ____ _ 
A. mathematical theory 
B. sampling theory 
C. geometry theory 
D. staReholder theory 

B. State True or False 
1. There is no difference between statutory and external audit- FALSE 

2. An inuestigation is done with the generally accepted auditing procedure- FALSE 

3. The primary objectiue of the audit is for detecting frauds and error in the boo Rs of accounts and financial 
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 that he 
has accepted the audit worR- TRUE 

6. An audit programme is a detailed plan of the auditing- TRUE 

7. An Audit note booR is a bound booR in which a large uariety of matters obserued 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. RisR based internal auditing (RBIA) is a methodology that linRs internal auditing to an organisation's 
ouerall risR management frameworR- 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 deriued from Latin word AUDIRE 

2. Audit programme act as a CHECKLIST of audit procedures to be performed .. 

3. The reliability of audit euidence depends on its source INTERNAL or EXTERNAL. 

4. An audit report is the FINAL product of euery audit. 

5. Audit worRing papers are the record of the PLANNING and execution of the audit engagement. 

6. Internal Audit is an Independent APPRAISAL actiuity. 

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 ris~ associated with sampling can broadly be diuided 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 organization, the management is separated from ownership. Though 

shareholders are the owners of company's properties, they do not actiuely taRe part in the 

management of the company; instead, the company is managed by a group of managers who are 

entrusted with the proper utilization of the resources procured by the company with the objectiue 

of maximization of shareholders' wealth. Therefore, in this context, the management's stewardship 

must be properly uouched by an independent third party. This is why, audit of the booRs of 

accounts by a qualified and independent auditor has been made mandatory in euery company. 

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,_themeaning of the term 'Chartered Accountant' shall be interpreted based on 

the prouisions 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 haue his name entered in the Regis'ter [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. 

c) any person who has passed the examination for the Gouernment Diploma in Accountancy or an 

examination recognized as equiualent thereto by the rules for the award of the Gouernment 

Diploma in Accountancy before the commencement of this Act and fulfils such conditions as 

specified by the Central Gouernment 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 Gouernment in this behalf. 

any person who has passed such other examination and completed such other training without 

India as is recognized by the Central Gouernment or the Council as being equiualent to the 

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 

foreign examination and is at the same time undergoing training, whether within or without 

India, haue passed the examination or completes the training within fiue 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 Gouernment or the Institute may impose additional conditions. Moreouer, any qualified 

persons will haue 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 liability partnership registered under 

the Limited Liability Partnership Act, 2008; 

2. an officer or employee of the company; 

3. a person who is a partner, or who is in the employment, of an officer or employee of the 

company; 

4. a person who, or his relatiue 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 ualue not exceeding 

one laRh; 

b) is indebted to the company, or its subsidiary, or its holding or associate company or 

Subsidiary of such holding company, in excess of rupees fiue laRh; 

c) has giuen-a guarantee or prouided any security in connection with the indebtedness of any 

Third person to the company, or its subsidiary, or its holding or associate company or a 

subsidiary of such holding company, in excess of rupees one laRh; 

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; 

:illl!~:l!zt t1;~11ssn~hiP;J~t!!"?j;t,tllitit1t!";red{t10r1 

. I~-~~W.fy.¢rc:lcdtfcfiisactio~.UJljic:ff ~re ]!1.th.e n.cifijre of prof~~~i ·.•• ~riPi!ted to bli renc{ere 
··.1,ii"~~:~q(ilor ·o:r a~dit fit~un.tief the. Comp(!ril~; Ac.t,joit.,f Jc:oiitants Act; 1949• 

regulcittgns Jnade u,uier tllosi Actsf. . · ... • .. ·•· . . . . . ..··... . .. . .. 
'ti>.·taliifii~l'tiat·!rciilsdiiori[tuhith ·ar~i11ih~·.,rcli11arytQ~!~eit»tH,r ··~m a · ..•• · ,< 

.. ·Jjrigt\.:eri?e~lilte spli of pro~ucts or s~r.ui"s·toth~auditcii~J~~ .... 

6. a person whose relatiue 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 conuicted by a court of-an offence inuoluing fraud and a period of ten 

years has not elapsed from the date of such conuiction; 
----+-------------------------------·----

9. a person who, directly or indirectly, renders any seruice ref erred to in Section 144 to the company 

or its holding company or its subsidiary company. 

Where a person appointed as an auditor of a company incurs any of the disqualifications 

mentioned in sub-section (3) after his appointment, he shall uacate his office as such auditor 

and such uacation shall be deemed to be a casual uacancy in the office of the auditor [Section 141(4)] 

-
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itltltli~lf !if i!tii::tJi!litll!J:~:y; 
{a)..... q(co1,At1tirig,· ~n~ baotflieep1rig services; 
(b) . interhcdaudit;. . . 

. . ·· (ft . '"~¥,si~~~.gTTfi!Jl;~~J!l~~~!Htig!)f>[a~!¼Jlr1.Qncia~.l~fol'JTl.a!!~~·.s.Y~!~m; 
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( g) , rendiring of oqtsoµrc~<!fi!l.QJJ~ial seruices; 

Ari1 .,rt~~~~,i~ii,~~:l'6i;~J(ri~i··.··· ·.······· ..... 
-_: __ ,,/-,_,,_,-· 

Appointment of a company auditor is gouerned by Section 139 of Companies Act,2013 

• • = 
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APPOINTMENT IN NORMAL COURSE 

I. PROVISIONS RELATING TO APPOINTMENT OF FIRST AUDITOR 

A. In case of a company other than a ijouernment Company 

1. The first auditor of a company, other than a Gouernment company, shall be appointed by the 

Board of Directors within thirty days from the date of registration of the company. 

2. In the case off allure 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 Gouernment Company 

1. In the case of a Gouernment company or any other company owned or controlled, directly or 

indirectly, by the Central Gouernment, or by any State Gouernment, or Gouernments, or partly by 

the Central Gouernment and partly by one or more State Gouernments, the first auditor shall be 

appointed by the Comptroller and Auditor-General of India within sixty days from the date of 

registration of the company. 

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, shall hold offke_till the conclusion of the first annual general 

meeting. 
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II. PROVISIONS RELATINg TO APPOINTMENT OF SUBSEQUENT AUDITOR 

A. In case of a company other than a (jouernment Company [Section 139(1), read with 
Rule 3 and 4 of Company (Audit and Auditors) Rule 2014] 
1. Euery company shall, at the first annual general meeting, appoint an indiuidual 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 till the conclusion of euery 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 prouided in Section 

141. 

4. The company shall inform the auditor concerned of his or its appointment, and also file a notice 

of such appointment with the Registrar within fifteen days of the meeting in which the auditor is 

appointed in Form ADT-1 [Rule 4(2)]. 

B. In case of a (jouernment Company [Section 139(5)] 

1. In the case of a Gouernment company or any other company owned or controlled, directly or 

indirectly, by_ the Central Gouernment, or by any State Gouernment or Gouernments, or partly by 

the Central Gouernment and partly by one or more State Gouernments, the Comptroller and 

Auditor General of ln_dia shall, in respect of a financial year, appoint an auditor duly qualified to be 

appointed 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. 

Iii. APPOINTMENT IN CASE OF FILUNij A CASUAL VACANCY [SECTION 139(8}] 

A. In case of a company other than a company whose accounts are subject to audit by an auditor 

appointed by the CA(j 

1. Any casual uacancy will be filled by the Board of Directors within thirty days. 

2. If such casual uacancy is as a result of the resignation of an auditor, such appointment shall also 

be approued by the company at a general meeting conuened 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 subject to audit by an auditor appointed by the CA(i 

1. AnlJ casual uacancy 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 uacancy within the 

aforesaid period, the Board of Directors shall fill the uacancy within next thirty days. 

· Note: Though not defined clearly, 'casuql uacancy'' f oi the af oresciidpurpose_uswilly imp.Ues~essafiot 

-seruice of an existing auditor due to his deqth, resignation, disqualification, etc 

As per Section 139(9), a retiring auditor may be re-appointed at an annual general meeting, if: 

1. He is not disqualified for re-appointment; 

2. he has not giuen 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 

prouiding 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 shall continue to be the auditor of the company. 

Where a company is required to constitute an Audit Committee under section 177, all appointments, 

including the filling of a casual uacancy of an auditor under this section shall be made after 

taRing 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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1. Such person is in full time employment elsewhere; or 

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 priuate companies hauing paid up capital less than ~100 

crore. 

Accordingly, the following points shall be Rept in mind: 

a) Euery qualified chartered accountant who 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 indiuidual partner. 

Hence, for a firm with three partners, the ouerall limit will be (20 x 3) = 60 companies. 

c) While computing the ceiling in case of a partnership firm, a partner with full time employment 

elsewhere should not be taRen into account. 

d) If any 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. 

e) Similarly, if a chartered accountant is practicing indiuidually and is also the partner in other firm 

or firms, the ouerall ceiling with respect to him as indiuidual and also the partner will be 20 

companies. 

f) While calculating the aboue ceiling, a joint audit assignment will be taRen as one unit. Moreouer, 

if an auditor is appointed to audit euen a part of company's accounts, it will be considered as one 

unit. 

. 9) Euery auditor, as an indiuidual or as a partner ~fa firm can accept a maximum of 60 tax audit 

assignments . 

. ··· ~~o!lf.~.;<IltyJh[fter~~ ... a~cllµ~.t~m1·i~.Pf9Cticei.~t}JiijWti111e{hlilas(lJ)]1.0if!t~~!l! .ot•moreth·gri.·tbe.spe~if 
·. f)uh'lti~fbfciu~it cissignrnent~·<>fcortlpgM~s: 6~·sJi~K~e"4eerT1.edtbb~·guilty of professi~nglmisrnndu, 

£jCoQQ€ilG~,ne~~lGuidelines 2()()8, Chapt.arVIU) .. . .. ... ...... . ... . .. . 

According to Section 140(2) of Companies Act, 2013 read with Rule 8 of Company (Audit and 

Auditors) Rule 2014, a company auditor resigning from his post must comply with the following 

steps: 

1. The auditor shall 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 releuant with regard to his resignation. 

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 Gouernment, or by any 

State Gouernment or Gouernments, or partly by the Central Gouernment and partly by one or more 

State Gouernments, 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, whicheuer is less, 

and in case of continuing failure, with further penalty of fiue hundred rupees for each day after the 

first during which such failure continues, subject to a maximum of two lallh rupees. [Section 140(3)] 

A. EllfJIBLE COMPANIES 

The prouisions for rotation of auditors shall be applicable to -

1. Euery listed company excluding one person companies and small companies. 

2. Euery unlisted public company hauing paid up share capital of rupees ten crore or more; 

3. Euery priuate limited company hauing paid up share capital of rupees fifty crore or more; 

4. All other companies hauing public borrowings from financial institutions, banlls or public 

deposits of rupees fifty crore or more. 

B. MAXIMUM TERM 

1. No indiuidual shall be appointed or reappointed as auditor for more than one term of fiue 

consecutiue years. 

2. No audit firm shall be appointed or reappointed as auditor for more than two terms of fiue 

consecutiue years. 

C. ADDITIONAL CONDITIONS FOR ROTATION 

1. An indiuidual 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 fiue years from the completion of such 

term. 

2. On the date of appointment, no audit firm hauing 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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be appointed as auditor of the same company for a period of fiue years: 

3. Euery company, existing on or before the commencement of this Act, which is required to 

comply with prouisions 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 prouisions shall not prejudice the right of the company to remoue an auditor or the 

right of the auditor to resign from such office of the company. 

[t ROTATION OF PARTNERS IN THE AUDIT FIRM 

According to Section 139(3), the members of a company may resolue to prouide that -

1. in the audit firm appointed by it, the auditing partner and his team shall be rotated at such 

interuals as may be resolued by members; or 

2. the audit shall be conducted by more than one auditor. 

E. MANNER Of ROTATION OF AUDITORS BY THE COMPANIES ON EXPIRY Of THEIR TERM 

As per Section 139( 4 ), the Central Gouernment may, by rules, prescribe the manner in which the 

companies shall rotate their auditors in pursuance of Section 139(2). Accordingly, the Central 

Gouernment has prescribed the following prouisions 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 indiuidual 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 ma Ile 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 indiuidual or the firm has held office as auditor prior to the 

commencement of the Act shall be tall en into account for calculating the period of flue consecutiue 

years or ten consecutiue 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 networR of audit firms. 

The term "same networll" 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 breaR in the term for a continuous period of fiue years shall be considered as fulfilling the 

requirement of rotation; 

2. if a partner, who is in charge of an audit firm 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 fiue years. 

Section 142 of Companies Act, 2013 contains the statutory prouisions 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, howeuer, fl>C remuneration of the first 

auditor appointed by it. 

2. The aboue remuneration shall be in addition to the fee payable to an auditor and shall include 

the expenses, if any, incurred by the auditor in connection with the audit of the company and any 

facility extended to him. Howeuer, it must not include any remuneration paid to him for any other 

seruice rendered by him at the request of the company 

n~4-•· • " • 

~:"""'8•~ Removal of 
:,:. ·;:"""'·· Auditor . 
~?~:-~ ~~ -~ = -"""'"' -
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A, R~MOVAL OF THE AlllllTQR BEFQRE ~XPIRY Of l:JIS Tl;;BM 

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 Gouernment for remoual of the auditor shall be made in Form 

ADT-2. The application shall be accompanied with fees as prouided 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 hold the general meeting within sixty days of receipt of approual of the 

Central Gouernment for passing the special resolution for remoual of the said auditor. 

4. The auditor concerned shall be giuen a reasonable opportunity of being heard. 

B. REMOVAL QF THE AUDITOR BY THE TRIBYNAL 

As per Section 140(5), an auditor can be remoued from his office by the Tribunal in the following 

manner: 

1. The Tribunal either suo motu or on an application made to it by the Central Gouernment 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 by, or in relation to, the company or its directors or officers. 

2. If the application is made by the Central Gouernment and the Tribunal is satisfied that any 

change of the auditor is required, it shall within fifteen days of receipt of such application, malie 

an order to the remoual of the auditor from his office. 

3. The Central Gouernment may appoint another auditor in his place. 

4. An auditor, whether indiuidual 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 fiue years from the date of passing of the order and the auditor shall also be liable for 

action under Section 447. 

Note: For this purpose, the word 'auditor' shall include a firm of auditors. 

Moreouer, in case of a firm, the liability shall be of the firm and that of euery 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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Effectiue discharge of duties on the part of the auditor requires certain rights and power which are 

company auditor: 

1. Inspect Boolts of Accounts and Vouchers: Euery auditor of a company shall haue the right of 

access, at all times, to the booRs of account and uouchers of the company, whether Rept at the 

registered office of the company or at any other place. 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, euen if a separate auditor has already been appointed to 

audit the branch accounts [Section 143{8)]. 

4. Receiue 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 receiue the 

branch audit report from the branch auditor so appointed and use it to prepare the ouerall 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 prouisions of sub-section of Section 141 [Section 145]. 

6. Haue Audit-Report Read at the AGM: The company auditor has the right to hauethe report 

read before the company in the General Meeting (especially in case the qualifications, obseruations 

or comments on financial transactions or matters, mentioned in the auditor's report, haue any 

aduerse effect on the functioning of the company) and the same shall be open to inspection by any 

member of the company [Section 145]. 

7. Receiue Notices and Attend General Meetings: The company auditor is entitled to receiue all 

notices of, and oiher communications relating to, any general meeting and to attend such meetings 
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either by himself or through his authorized represenfotiue, who shall also be qualified to be an 

auditor. The auditor shall also haue 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 haue a right to 

attend the meetings of the Audit Committee and to be heard in the meetings when the Committee 

considers the auditor's report, but shall not haue the right to uote [Section 177(7)]. 

9. Right to be Indemnified: The auditor of a company shall also haue the right to be indemnified 

for any expenses incurred by him in def ending himself in case the judgement in any law suit 

(whether ciuil or criminal) against the company goes in fauor 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. 

y~---~-~ --- ~ - ~--- - -~ ~ ~ - - .::- ¥,1;1.11,:,s:y:;' '[;:.~.:-i' l)uties of the Company JA.u~t~~"~r,~:.:t?: -

The Companies Act, 2013 prouides a comprehensiue list of duties of a company auditor. These are 

enumerated below: 

1. DUTY TO INQUIRE: 

As per Section 143(1 ), it is the duty of the auditor to inquire into the following matters: 

1. whether loans and aduances made by the company on the basis of security haue been properly 

secured and whether the terms on which they haue been made are prejudicial to the interests of the 

company or its members; 

2. whether transactions of the company which are represented merely by booll entries are 

prejudicial to the interests of the company; 

3. In case of a company other than an inuestment company or a banlling company, whether so 

much of the assets of the company as consist of shares, debentures and other securities haue been 

sold at a price less than that at which they were purchased by the company; 

4. whether loans and aduances made by the company haue been shown as deposits; 
"'--

5. whether personal expenses haue been charged to reuenue account; 

6. where it is stated in the boolls and documents of the company that any shares haue been 

allotted for cash, whether cash has actually been receiued in respect of such allotment, and if no 

cash has actually been so receiued, whether the position as stated in the account boolls and the 

balance sheet is correct, regular and not misleading. 
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2. DUTY TO REPORT ON FINANCIAL STATEMENTS OF THE COMPANY 

As per Section 143(2), the auditor shall maRe a report to the members of the company on the 

accounts examined by him and on euery financial statements which are required by or under this 

Act after taRing into account the prouisions 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 Rnowledge, the said accounts, financial statements giue a true and fair uiew 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. 

3. DUTY REGARDIN' ~N(i..US!ON OF CERTAIN MATTERS iN THE AUDiT REPORT 

As per Section 143(3), the auditor's report shall also clearly state -

1. Whether he has sought and obtained all the information and explanations which to the best of 

his Rnowledge 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 booRs of account as required by the law haue 

been Rept by the company and proper returns adequate for the purposes of his audit haue been 

receiued from branches not uisited 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. 

4. Whether the company's balance sheet and profit and loss account dealt with in the report are in 

agreement with the booRs 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 haue 

any aduerse effect on the functioning of-the company. 

7. Whether any director is disqualified from being appointed as a director under subsection (2) of 

Section 164. 

8. Any qualification, reseruation or aduerse remarR relating to the maintenance of accounts and 

other matters connected therewith. 

9. Whether the company has adequate internal financial controls with reference to financial 

statements in place and the operating eff ectiueness of such controls. 
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10. The auditor's report shall also include his uiews 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 law or accounting standards, 

for material foreseeable losses, if any, on long term contracts including deriuatiue contracts; 

c) whether there has been any delay in transferring amounts, required to be transferred, to the 

lnuestor Education and Protection Fund by the company; 

d) i. whether the management has represented that, to the best of its lmowledge and belief, other 

than as disclosed in the notes to the accounts, no funds haue been aduanced or loaned or 

lnuested (either from borrowed funds or share premium or any other sources or Rind 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 inuest in other 

persons or entities identified in any manner whatsoeuer by or on behalf of the company 

("Ultimate Beneficiaries") or prouide any guarantee, security or the liRe on behalf of the 

Ultimate Beneficiaries. 

ii. whether the management has represented, that, to the best of it's Rnowledge and belief, 

Other than as disclosed in the notes to the accounts, no funds haue been receiued 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 inuest in other persons or entities identified in any manner 

whatsoeuer by or on behalf of the Funding Party ("Ultimate Beneficiaries") or prouide any 

guarantee, security or the liRe on behalf of the Ultimate Beneficiaries; and 

iii. 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 belieue that the 

representations under sub-clause (1) and {2} contain any material mis-statement. 

e) whether the diuidend declared or paid during the year by the company is in compliance 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 booRs 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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d transactions recorded in the so~ware and the audit trail feature has not been tampere with 

the audit trail has been preserued by the company as per the statutory requirements for record 

retention. 

4. DUTY TO PROVIDE REASONS FOR ANY NEgATIVE REMARl<SLQUAUFICAT!ON. 

According to Section 143(4), where any of the aboue-mentioned matters required to be included in 

the audit report is answered in the negatiue or with a qualification, the report shall state the 

reasons therefor. 

5. DUTY TO COM Pl Y WITH THE DIRECTIONS OF CA~ 

As per section 143(5), in the case of a Gouernment company or any other company owned or 

controlled, directly or indirectly, by the Central Gouernment, or by any State Gouernment or 

Gouernments, or partly by the Central Gouernment and partly by one or more State Gouernments, 

the auditor shall, in his report, include-

1. The directions, if any, issued by the Comptroller and Auditor-General of India regarding the 

manner of audit of accounts; and 

2. The action talien on such directions and its impact on the accounts and financial statement of 

the company. 

6. QUTV TO COMPLY WITH AUDITIN~ STANDARDS 

Section 143(9} prouides that it is the duty 9f euery company auditor to comply with the applicable 

auditing standards in conduct of his audit. 

7, DUTY 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 a company, in the course of the performance of his duties as statutory auditor, 
-~·-· 

has reason to belieue that an offence of fraud, which inuolues or is expected to inuolue indiuidually 

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 Gouernment. 

2. The auditor shall report the matter to the Central Gouernment 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 linowledge of the fraud, seeliing their reply or 

obseruations within forty-Jiue days; 
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b) on receipt of such reply or obseruations, the auditor shall forward his report and the reply or 

obseruations of the Board or the Audit Committee along with his comments (on such reply or 

obseruations of the Board or the Audit Committee) to the Central Gouernment within fifteen 

days from the date of receipt of such reply or obseruations; 

c) in case the auditor fails to get any reply or obseruations from the Board or the Audit Committee 

within the stipulated period of forty-fiue days, he shall forward his report to the 

Central Gouernment 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 receiued any 

reply or obseruations; 

d) the report shall be sent to the Secretary, Ministry of Corporate Affairs in a sealed couer by 

Registered Post with Aclmowledgement 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 

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 inuoluing 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 lmowledge of the fraud and he shall report the matter specifying 

the following: 

a) Nature of Fraud with description; 

b) Approximate amount inuolued; and 

c) Parties inuolued. 

The prouisions 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 prouisions of sub-section (12) of Section 143, he will be liable -

1. in case of a listed company, to pay a penalty of fiue lalih rupees; and 

2. in case of any other company, to pay a penalty of one lalih rupees. 
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9. DUTY TO MAl{E COMMENTS SOUC,iHT BY THE 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 

obseruations of the auditors and reuiew of financial statement, if asRed by the 

Audit Committee. 

10. OTHER DUTIES UNDER COMPANIES ACT • .2013 
-·--·--·- ---4----------------------------------

ln addition to the aboue, the auditor shall haue the fallowing 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]. 

I~ iaaoilities of tlie Compi.:Ji ~lf~ti~~:",::~: ,. . . - -.. ,., . 

The duties of a company auditor haue been specified in uarious prouisions of the Act. Accordingly, if 

a company auditor fails to discharge his specified duties, he will be legally held liable. Moreouer, 

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 

The ciuil 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 inclusion or 

omission of any matter in the prospectus which is misleading and thereby has sustained any loss or 

damage and where the auditor as an expert has either made such statement or has giuen written 

consent to the issue of the prospectus, he shall be held liable. 

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 company, 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:- 8007777042/43 107 



i2 CA Al<ASH AyARWAL PROF. Nll<ITA OSWAL CMA I y2-AUDIT 

b) has been guilty of any misfeasance or breach of trust in relation to the company. 

''"''''To"';ft t "" ,.. - The criminal liabilities of an auditor under the Companies 

Act, 2013 are as follows: 

1. Criminal 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, inuoluing an amount of at least ten laRh 

rupees or one per cent of the turnouer of the company, whicheuer 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 

inuolued in the fraud, but which may extend to three times the amount inuolued in the fraud. 

Moreouer, where the fraud in question inuolues public interest, the term of imprisonment shall not 

be less than three years. 

Howeuer, where the fraud inuolues an amount less than ten laRh rupees or one per cent of the 

turnouer of the company, whicheuer is lower, and does not inuolue public interest, any person 

guilty of such fraud shall be punishable with imprisonment for a term which may extend to fiue 

years or with fine which may extend to fifty laRh rupees or with both. 

2. Punishment for Non-compliance with Sections 139, 144 and 145 of the Act: As per Section 147 -

a) If an auditor contrauenes the prouisions of Section 139, 144 or 145, he shall be punishable with 

fine which shall not be less than U5,000 but which may extend to z5,00,000 or four times the 

remuneration of the auditor, whicheuer is less. 

b) If an auditor has contrauened the aboue prouisions Rnowingly or willfully with the intention to 

deceiue 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 

Z50,000 but which may extend to U5,00,000 or eight times the remuneration of the auditor, 

whicheuer is less. 

c) Conuicted auditor shall be liable to refund the remuneration receiued 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 

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 proued that the 

partner or partners of the audit firm has or haue 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 

seuerally. Howeuer, 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 ref uses to produce to an inspector or any person authorized by him in 

this behalf any booR or paper, to furnish any information, to appear before the inspector 

personally 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-

fiue thousand rupees to one laRh rupees, and also with a further fine which may extend to two 

thousand rupees for euery day after the first during which the failure or refusal continues. 

4. Fraud in Relation to a Company in Winding-up: As per Section 336, if any auditor is engaged in 

any fraudulent actiuities in relation 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 fiue 

years and with fine which shall not be less than one laRh rupees but which may extend to three 

laRh rupees. 

5. Punishment for False Statement: As per Section 448, if any auditor deliberately ma Res any false 

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 Euidence: As per Section 449, if the auditor intentionally giues false 

euidence upon any examination on oath or solemn affirmation or in any affidauit, 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 seuen years 

and with fine which may extend to ten laRh rupees. 

r-

,, 
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II. 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 maRe and deliuer an account, statement or declaration 

relating to any income chargeable to tax which is false and which the auditor either Rnows or does 

not belieue to be true, the auditor shall be punished. 

2. Liabilities under Chartered Accountants Act, 1949: Schedule I and II 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 maRes 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 ma Res a statement, which is false in any 

material particulars, Rnowing it to be false, or willfully omits to maRe a material statement, he 

shall be held liable. 

CONTRACTUAL LIABILITIES 

The scope of any audit worR 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 contrauened, 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 

partial audit and any error or fraud is discouered later on, he shall be held liable. 

Moreouer, 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 haue to compensate the client for such loss. 
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Section 128(1) of the Companies Act, 2013 prouides that euery company shall prepare and Reep at 

its registered office booRs of account and other releuant booRs and papers and financial statements 

for euery financial year which giue a true and fair uiew of the state of the affairs of the company, 

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 booRs shall be Rept on accrual basis and according 

to the double entry system of accounting. 

The Board of Directors may, howeuer, decide to Reep all or any of the aforesaid booRs of account 

and other releuant papers at such other place in India. In such circumstances, the company shall, 

within seuen days thereof, file with the Registrar a notice in writing giuing 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 haue complied with the prouisions of Section 128(1), if proper booRs of 

account relating to the transactions effected at the branch office are Rept at that office and proper 

summarized returns periodically are sent by the branch office to the company at its registered 

office or the other place as decided. 

Hence, giuen the prouisions of Section 128(1) and 128(2), there arises the scope of auditing the 

records of transactions effected at branch office(s) in India or outside India, whether such records 

are Rept at the registered office, branch office or any other place. 

Accordingl!:J, Section 143(8) of the Companies Act, 2013, read with Rule 12 of CMR 2014, states the 

fallowing prouisions relating to the accounts of a branch office of a company: 

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 laws 

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 (4) of Section 143. 
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4. Similarly, if the branch auditor is appointed separately, 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. Prouisions 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 diuersified business operations often resort to this process of 

auditing where they employ multiple auditors to conduct statutory audit. The basic aim in applying 

joint audit is to pull the resources of multiple auditors to conduct audit efficiently and within lesser 

amount of time 

~~- ~ =~-5ic>< :Ti::,,>~~:~§9\ &i;f~:~~\, 
, Benefits of 101.nt -'~u.il:l~~!~1t-~", · 

- = ~ - <""' ,,_ 
-- ~ ~ " = =-'<' ::::.} ~:':t:,:./ -: -'" 

The benefits of joint audit are as fallows: 

1. Joint audit reduces the worRload of a single auditor. 

2. Since different auditors may be engaged to handle different parts of accounts, timely completion 

of wor~ is possible euen in a large organization. 

3. The auditors may share their expertise and solue critical problems in the process. 

4. Joint audit improues the quality of audit wor~ to a great extent. 

5. There may be healthy competition among the auditors which improues the 

quality and speed of the audit wor~. 

6. Under joint audit, it is possible to get the benefit of extensiue ~nowledge of different auditors at 

the same time. 
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The limitations of joint audit are enumerated below: 

1. Established auditors may haue a superiority complex ouer the less experienced one. 

2. It is not suitable for a small entity due to substantial cost burden. 

3. At times, Ladt of coordination among the auditors may slow down the speed of worR. 

4. There may be uncertainty about the liability of any worR. 

5. Areas of common concern may be neglected. 

6. The auditors haue to share the fees 

SA 299, Responsibility of Joint Auditor, has prescribed the following guidelines with respect to joint 

audit: 

A. il!V!SiON OF WORi{: 

1. Where joint auditors are appointed, they should, by mutual discussion, diuide the audit worll 

among themselues. The diuision of worR 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 

diuision of worR may not be possible. 

2. In such situations, the d1uision of worR 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 worR, owing to their importance or owing to the nature of the worR inuolued, 

would often not be diuided and would be couered by all the joint auditors. 

4. The diuision of worR among joint auditors as well as the areas of worR to be couered by all of 

them should be adequately documented and preferably communicated to the entity. 

B. CO-ORDINATION 

Where, in the course of his worR, a joint auditor comes across matters which are releuant to the 

areas of responsibility of other joint auditors and which deserue their attention, or which require 

disclosure or require discussion with, or application of judgement by, 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 AMONij IOINT AUDITORS AND THEIR RESPONSIBILITY 

In respect of audit worlt diuided among the joint auditors, each joint auditor is responsible only for 

the worlt allocated to him, whether or not he has prepared a separate report on the worlt 

performed by him. On the other hand, all the joint auditors are jointly and seuerally responsible 

1. in respect of the audit worlt which is not diuided among the joint auditors and is carried out by 

all of them; 

2. in respect of decisions talten 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 may, howeuer, 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. in respect of matters which are brought to the notice of the joint auditors by any one of them 

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 releuant statute; and 

5. for ensuring that the audit report complies with the requirements of the releuant statute. 

If any matters of the nature referred to in (B) aboue are brought to the attention of the entity or 

other joint auditors 

D. DEPENDENCE ON OTHER AUDITORS 

Each j<_>int auditor is entitled to assume that the other joint auditors haue carried out their part of 

the audit worlt in accordance with the generally accepted audit procedures. It is 

not necessary for a joint auditor to reuiew the worlt performed by other joint 

auditors or perform any tests in order to ascertain' whether the worlt 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. 

AKASH AGARWAL CLASSES- - CONTACT US:- 8007777042/43 114 



CA Al<ASH AGARWAL PROF. Nll<ITA OSWAL CMA I y2- AUDIT 

-- - - -- ---

~- REPORTING RESPONSIBIUTIES 

Normally, the joint auditors are able to arriue at an agreed report. Howeuer, where the joint 

auditors are in disagreement with regard to any matters to be couered by the report, each one of 

them should express his own opinion through a separate report. A joint auditor is not bound by the 

uiews of the majority of the joint auditors regarding matters to be couered in the report and should 

express his opinion in a separate report in case of a disagreement. 

Regulators across the world haue suggested strict corporate gouernance codes to minimize 

corporate frauds by management. Since, an independent audit report may, to a great extent, 

reueal the existence of frauds in corporate accounts, ensuring independence of audit can 

significantl-y help in enhancing fair conduct or good gouernance. Thus, gouernance codes haue been 

designed to incorporate a number of regulations to ensure auditor's independence, el1mination of 

the scope of any conflict of interest on the part of the auditor as consultant, reuiew of auditor's 

performance etc. by establishing a separate committee lmown 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. Howeuer, 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 puruiew of the Act. 

A. FORMATION OF AUDIT COMMITTEE: As per Section 177(1) read with Companies (Meetings of 

Board and its Powers) Rules, 2014, the Board of directors of euery 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 hauing tumouer of one hundred crore rupees or more; 
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3. all public companies, hauing in aggregate, outstanding loans or borrowings or debentures or 

deposits exceeding fifty crore rupees or more. 

8. COMPOSITION: The Audit Committee shall consist of a minimum of three directors with 

independent directors forming a majority: Moreouer, majority of members of Audit Committee 

including its Chairperson shall be persons with ability to read and understand, the financial 

statement. [Section 177(2)] 

C. 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; reuiew and monitor the auditor's independence and performance, and effectiueness 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 inuestments; 

5. ualuation of undertaRings or assets of the company, whereuer it is necessary; 

6. eualuation of internal financial controls and ris~ management systems; 

7. monitoring the end use of funds raised through public offers and related matters. 

D. POWER OF AUDIT COMMITTEE 

1. ., f, 

.wr .S ~-rr,;;:;;r~ 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 reuiew 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)] 

The Audit Committee shall haue authority to inuestigate 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 haue power to obtain professional aduice from external sources and haue full ' 

access to information contained in the records of the company. [Section 177(6)] 

3 C, ,. , ~· Board's report under sub-section (3) of section 134 ',l!,..l!;:l:: 

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)] 

it Euery listed company and company accepting public deposits or 

borrowing in excess of fifty crore rupees from banlis and financial institutions shall establish a uigil 

mechanism for directors and employees to report genuine concerns in such manner as may be 

prescribed. [Section 177(9)] 
F" The uigil mechanism under sub-section (9) shall prouide for :L 

adequate safeguards against uictimization of persons who use such mechanism and malie prouision 

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)] 

···---

AKASH AGARWAL CLASSES CONTACT US:- 8007777042/43 117 

[_ 
r 



• COST AUDIT 

In a competitiue business world, decisions on pricing policy, product or seruice 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 im.peratiue. 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 auailable regulatory guidelines. 

According to the Institute of Cost and Management Accountants of England, cost audit 

represents the uerification of cost accounts and a chec~ on the adherence to cost accounting 

plan. Cost audit, therefore, comprises: 

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 objectiues. 

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, irrespectiue of its size or legal form, when such an 

examination is conducted with a uiew to expressing an opinion thereon. 

The growing importance of cost audit can be attributed to the following facts: 

1. Cost audit prouides authentic data on cost data and thereby helps in maRing decisions on 

pricing policy, product mix, outsourcing, discontinuance of product etc. 

2. Cost audit identifies the inefficiencies and thereby helps in improuing the productiuity. 

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 fallowed in the organization 

5. Audited cost data may form the basis for determining the standard cost data. 

--
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-1 6. Gouemment o~en 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 Gouernment to maRe 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. 

Section148(2) also empowers the Central Gouernment to issue orders to maRe audit of cost 

records of aboue-mentioned companies mandatory. 

Accordingly, 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 effectiue from 31.12.2014. The Rules were further ~ 
---+------------------------------------ ..---

amended subsequently (The Latest being the amendments in 2019). r-::-:-

This Rule has diuided the List of companies required to maintain the cost records into two 

categories namely (i) regulated sector and (ii) non-regulated sector as follows: 
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1 Telecommunication seruices made auailable to users by means of Not applicable 
any transmission or reception of signs, signals, writing, images and 
sounds or intelligence of any nature and regulated by the Telecom 
Regulatory Authority of India under the Telecom Regulatory 
Authority of India Act, 1997 {24 of 1997); including actiuities that 
requires authorization or license issued by the Department of 
Telecommunications, Gouernment of India under Indian Telegraph 
Act, 1885 {13 o 1885); 

Generation, transmission, distribution and supply of electricity Generation - 2716; 
2 regulated by the releuant regulatory body or authority under the Other 

Electricity Act, 2003 {36 of 2003); Actiuity- Not 
Applicable 

3 Petroleum products; including actiuities regulated by the Petroleum 2709 to 2715; Other 
cc 

and Natural Gas Regulatory Board under the Petroleum and Actiuity - Not g 

Natural Gas Regulatory Board Act, 2006 {19 of 2006); Applicable F 
4 Drugs and pharmaceuticals; 2901 to 2942; 3001 to 

3006. 
5 Fertilizers; 3102 to 3105. 

6 Sugar and industrial alcohol; 1701; 1703; 2207. 

NON REGULATED SECTOR 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

Machinery and mechanical appliances used in defense, space and 8401; 8801 to 
atomic energy sectors excluding any ancillary item or items; 8805;8901 
Explanation. - For the purposes of this sub-clause, any company to8908. 
which is engaged in any item or items supplied exclusiuely for use 
under this clause shall be deemed to be couered under these rules. 
Turbo jets and turbo propellers; 8411 

Arms and ammunitions and Explosiues 3601 to 3603; 
9301 to 9306 

Propellant powders; prepared explosiues (other than propellant 3601 to 3603 
powders); safety fuses; detonating fuses; percussion or detonating 
ca s; igniters; electric detonators; 
Radar apparatus, radio nauigational aid apparatus and radio 8526 
remote control apparatus; 

TanRs and other armored fighting uehides, motorized, whether or 
not fitted with weapons and parts of such uehicles, that are 
funded (inuestment made in the company) to the extent of ninety 

er cent or more by the ouernment or ouemment a encies 
Port seruices of steuedoring, -pilotage, hauling, mooring, re­
mooring, hooRing, measuring, loading and unloading seruices 
rendered by a Port in relation to a uessel or goods regulated by the 
Tariff Authority for Ma·or Ports; 
Aeronautical seruices of air traffic management, aircra~ 
operations, ground safety seruices, ground handling, cargo 
facilities and supplying fuel rendered by airports and regulated by 
the Airports Economic Regulatory Authority under the Airports 
Economic Regulator Authority oflrldia Ad:, 2oos (27-0J2oos); 
Iron and Steel · 

Roods and other infrastructure projects corresponding to Para No. 
{1) (a) as specified in Schedule VI of the Companies Act, 2013; {18 
of 2013) 
Rubber and allied products being regulated by the Rubber Board 
constituted under the Rubber-Ad, 1947 (XXN o 194"1). 
Coffee and tea; 

Railway or tramway locomotiues, rolling stocR, railway or 
tramway fixtures and fittings, mechanical (including electro 
mechanical) tra tc si nalin e ui ment's o all Rind; 

8710 

Not applicrible. 

Not applicable. 

7201 to 7229; 
7301 to 7326 
Not applicable 

4001 to 4017 

0901 to 0902 

8601 to 8608, 
8609 
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Cement; 

Ores and Mineral products; 

Mineral fuels (other than Petroleum), mineral oils etc.; 
Base metals; 

Inorganic chemicals, organic or 
inorganic compounds of precious 
metals, rare-earth metals of radioactiue elements or isotopes, 
and Organic Chemicals; 

Jute and Jute Products 

Edible Oil; 

Construction Industry as per para No. (5) (a) as specified in 
Schedule VI o the Com anies Act, 2013 (18 o 2013) 
Health seruices, namely functioning as or running hospitals, 

. diagnostkcentres,. clinical centres ortest laboratories;. 
Education seruices, other than such similar seruices falling 
under philan-thropy or as part of social spend which do not 
form part of any business. 
Mil~ powder; 

Insecticides; 

Plastics and polymers; 

Tyres and tubes; 

Paper; 

2523; 6811 to 6812 

2502 to 2522; 2524 to 
2526; 2528 to 2530; 2601 
to 2617 
2701 to 2708 
7401 to 7403; 7405 to 
7413; 
7419; 7501 to 7508; 7601 
to 
7614; 7801 to 7802; 7804; 
7806; 7901 to 7905; 
7907; 8001; 
8003; 8007; 8101 to 8113 
2801 to 2853; 2901 to 
2942; 
3801 to 3807; 3402 to 
3403; 
3809 to 3824. 

5303,5307,5310 

1507 to 1518 

Not applicable. 

Not applicable . 

Not applicable 

0402 

3808 

3901 to 3914; 3916 to 
3921;3925 
4011 to 4013 

4801 to 4802 
1=··=-=·····-*·····=······=·-· =-=-·===··'··•==•-- ----·--------···--·-- ·-···-············==== 

Textiles; 5004 to 5007; 5106 to 
5113; 5205 to 5212; 5303; 
5310; 5401 
to 5408; 5501 to 5516 
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30 Glass; 

31 Other machinery; 

32 Electricals or electronic machinery; 

33 Production, import and supply or trading of fallowing medical 
deuices, namely: 

1.Cardiac stents; 
2.Drug eluting stents; 
3.Catheters; 
4.intra ocular lenses; 
5.Bone cements; 
6.Heart ualues; 
7.Orthopaedic implants; 
8.lnternal prosthetic replacements; 
9.Scalp uein set; 
10.Deep brain stimulator; 
11.Ventricular peripheral shud; 
12.Spinal implants; 
13.Automatic impalpable cardiac deflobillator; 
14.Pacema~er (temporary and permanent); 
15.Patent ductus arteriosus, atrialseptal defect and uentricular 

--septaf defedclosuredeuite; 
16.Cardiac re-synchronize therapy; 
17.Urethra sinecure deuices; (xuiii)Sling male or female; 
18.Prostate occlusion deuice; and Urethral stents 

7003 to 7008; 7011; 
7016 

8402 to 8487 

8501 to 8507; 8511 
to 
8512; 8514 to 8515; 
8517; 8525 To 8536; 
8538 to 8547. 
9022 
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Following are the important prouisions 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 prouides that all companies 

under regulated and non-regulated List, engaged in the production of goods or prouiding 

seruices, hauing an ouerall turnouer from all its products and seruices of ~JS crore or more 

during the immediately preceding financial year, are required to include cost records in their 

boo~s 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 turnouer criteria prouided under Micro, Small and Medium 

Enterprise Deuelopment, 2006 

2. Applicability for Cost Audit [Rule4] 

1. Euery company specified in item (A) of rule 3 shall get its cost records audited in accordance 

with these rules if the ouerall annual turnouer of the company from all its products and 

seruices during the immediately preceding financial year is rupees fifty crore or more and the 

aggregate turnouer of the indiuidual product or products or seruice or seruices for which cost 

records are required to be maintained under rule 3 is rupees twenty-fiue crore or more. 
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2. Euery company specified in item (B) of rule 3 shall get its cost records audited in accordance 

with these rules if the ouerall annual turnouer of the company from all its products and 

seruices during the immediately preceding financial year is rupees one hundred crore or more 

and the aggregate turnouer of the indiuidual product or products or seruice or seruices for 

which cost records are required to be maintained under rule 3 is rupees thirty-flue crore or 

more. 

3. · The requirement for cost audit under these rules shall not apply to a company which is 

couered in rule 3; and 

a) whose reuenue from exports, in foreign exchange, exceeds seuenty-fiue per cent of its total 

reuenue; or 

b) which is operating from a special economic zone; 

c) which is engaged in generation of electricity for captiue consumption through Captiue 

Cjenerating Plant. For this purpose, the term "Captiue Cjenerating Plant" shall haue the same 

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. Euery company under these rules including 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. 

Prouided that in case of company couered 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 calculation of per unit cost of production or cost of operations, cost of 
·---

sales and margin for each of its products and actiuities for euery 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 ouer the uarious operations and costs to achieue optimum 

economies in utilization of resources and these records shall also prouide necessary data which 

is required to be furnished under these rules. 
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Applicability 
of Cost Audit 

Applicability 
of Cost Audit 

4. Appointment of Cost Auditor [Rule 6] 

Non­
regulatory 
Sectors 

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 

,. 

_I 
* ~i 

so appointed shall comply with the cost auditing standards. ~ 
-------------------------------------~ .. 

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 euery financial year, 

appoint a cost auditor. 

Prouided that before such appointment is made, the written consent of the cost auditor to such 

appointment, and a certificate from him or it, as prouided in sub-rule (1A), shall be obtained. 

The cost auditor appointed under sub-rule (1) shall submit a certificate that -

a) the indiuidual or the firm, as the case may be, is eligible for appointment and is not 

disqualified for appointment under the Act, the Cost and Wor~s Accountants Act, 1959(23 of 

1959) and the rules or regulations made thereunder; 

b) the indiuidual or the firm, as the case may be, satisfies the criteria prouided 

in section 141 of the Act, so far as may be applicable; 

c) the proposed appointment is within the limits laid down by or under the authority of the ~ct; 

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. Euery 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 Gouernment within 

a period of 30 days of the Board meeting in which such appointment is made or within a period 
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of 180 days of the commencement of the financial. year, wHicheuer is earlier,. through. electronic --1 
---+------------------------------------ iA 

mode, in Form CRA-2, along with the fee as specified in Companies (Registration Offices and 

Fees) Rules, 2014. 

3. Euery 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 giuing a reasonable opportunity of 

being heard to the Cost Auditor and recording the reasons for such remoual in writing. 

Provided further that the Form CRA-2 to be filed with the Central Gouernment for intimating 
---+---------------------------------·-- ----

appointment of another cost auditor shall enclose the releuant Board Resolution to the effect; 
------

Prouided also that nothing contained in this sub-rule shall prejudice the right of the cost 

auditor to resign from such office of the company 
---+------------------------------------ff ==----

3A) Any casual uacancy in the office of a cost auditor, whether due to resignation, death or ~ 

remoual, shall be filled by the Board of Directors within thirty days of occurrence of such 

uacancy and the company shall inform the Central Gouernment 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 approued 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 indiuidual, 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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-----I recolnmencfed by ·the Aiidiftommittee, if any,-which shall be ratified'by the shareholders f 
-----1------------------------------------s u b sequent l y. In the case of companies which are not required to constitute an audit 

committee, the Board shall appoint an indiuidual 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 Auditor 

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 giue 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 
----1-----------------------------------L 

As per Section 148{5) read with Rule 6 of the Companies (Cost Records and Audit) Rules 2014: ~ 

1. Euery cost auditor, who conducts an audit of the cost records of a company, shall submit the 

cost audit report along with his or its reseruations or qualifications or obseruations 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 days from the closure of the financial 

year to which the report relates and the Board of Directors shall consider and examine such 

report, particularly any reseruation or qualification contained therein. 

3. The company couered 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 Gouernment with such report 

along with full information and explanation on euery reseruation 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". 

Prouided that the Companies which haue got extension of time of holding Annual General 

Meeting under section 96 (1) of the Companies Act, 2013, may file Form CRA-4 within resultant 

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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9. Forms Releuant to Cost Records and Cost Audit 

Companies (Cost records and Audit) Rules 2014 prouides 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 Gouernment 

3. CRA-3 for cost audit report 

4. CRA-4 for filing of cost audit report with the Central Gouernment 

10. Penal Prouisions in Case of Default 

According to Section 148{8), while complying with the aforesaid prouisions if any default taRes 

place -______________________________________ g: 

1. On the part of the company, the company shall be punishable with fine between US,000 r 
----+------------------------------------- ,-

and {5,00,000 and euery officer of the company who is in def a ult shall be 

punishable with imprisonment for a term which may extend to one year or with 

fine between {10,000 and {1,00,000. [sub-section (1) of Section 147] 

2. The cost auditor of the company who is in default shall be punishable in the manner as 

prouided 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 auditor 

needs to report the following in CRA-3. 

1. Whether he has obtained all the information and explanations, which to the best of his 

lmowledge 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 haue been maintained by the company in respect of its product(s)/ seruice(s) 

under reference. 

3. Whether in his opinion, proper returns adequate for the purpose of the cost audit haue been 

receiued from the branches not uisited by him. 

4. Whether in his opinion, and to the best of his information, the said boo~s and records giue 

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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whictfto his opiniorlis corrimensufofe to its nature "arid size of the business. --1 
---~---------------------------------~I 

6. Whether in his opinion, information, statements in the annexure to the cost audit report giue 

a true and fair uiew of the cost of production of product(s)/rendering of seruice(s), cost of 

sales, margin and other information relating to product(s)/seruice(s) under reference. 

7. Whether detailed unit-wise and product/seruice-wise cost statements and schedules thereto 

in respect of the product /seruice of the company duly audited and certified by him are Rept in 

the company. 

-------------------------------------~ 
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2.3 
• SECRETARIAL AUDlT 

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. Euery listed company; 

2. Euenj public company hauing a paid-up share capital of 50 crore rupees or more; or 

3. Euery public company hauing a turnouer of 250 crore rupees or more; or 

4. Euery company hauing outstanding loans or borrowings from banRs or public financial 

institutions of 100 crore rupees or more. ~ --------------------------------------- r 
- 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, giuen by a Company Secretary in practice, in Form MR-3. 

As per Section 204(2), it shall be the duty of the company to giue all assistance and facilities to 

the company secretary in practice, for auditing the secretarial and related records of the 

company. 

Moreouer, Section 204( 4) further prouides that if a company or any officer of the company or the 

company secretary in practice, contrauenes the prouisions of this section, the company, euery 

officer of the company or the company secretary in practice, who is in def a ult, shall be liable to a 

penalty of two laRh rupees. 

SEBI REGULATIONS: As per Regulation 24A of the SEBl(LODR) Regulations, 2015, euery listed 

entity and its material unlisted subsidiaries incorporated in India shall undertaRe secretarial audit 

and shall annex a secretarial audit report giuen by a company secretary in practice, in such form 

as specified, witb-1henrmual report of the listed entity. 

In addition to the aboue, euery listed entity shall submit a secretarial compliance report in such 

form as specified, to stocR 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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rr.: 

r---------:-----------~ 

According to the prouisions of Section 204, only a member of the Institute of Company Secretaries 

of India holding a certificate of Practice (i.e., PCS) is qualified to conduct secretarial audit of the 

company. 

~ Appo~t~~~t,;~~~;tarim Au.nitor 
~---~--c:.~«= ... -~ ~= " ~--- , 

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 conuened board meeting. It is aduisable 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 qualifications, obseruations or comments/ remarlls of 

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 Directors (Clause 13 of Secretarial Standard 2). 

E ,,;: 7, ,~"""5,,;,,t1pi' 'iW"='=",._,e',,0 /5; '4~""'", ,,, :'r ,,,,4 -; ,, , 

P' - ~ect~~9#~~~~t:~BJt!R)fit~~~: , -
~ ~ ~ -

Section 204 of Companies Act, 2013 prouides 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 prouides that the 

Board of Directors, in its report, shall explain in full any qualification or obseruation or other 

remar~s made by the company secretary in practice in the secretarial audit report. 

In addition, Regulation 24A of the SEBI (LODR) Regulations, 2015 requires that euery listed entity 

and its material unlisted subsidiaries incorporated in India shall underta~e secretarial audit and 

shall annex a Secretarial Audit Report giuen by a company secretary in practice, in such form as 

specified, with the annual report of the listed entity. Euery listed entity shall submit a Secretarial 

Compliance Report in such form as specified, to stoc~ exchanges, within sixty days from end of 

each financial year. SEBI uide its Circular dated February 08, 2019 notified the formats for Annual 

Secretarial Audit Report and Annual Secretarial Compliance Report for listed entities 

-
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2.4 
• AUDIT OF VARIOUS ITEMS OF FINANCIAL STATEMENTS ( WITH 

SPECIAL EMEPHASIS ON AUDIT OF INVENTORY AND PPE 

In India, the preparation of financial statements of companies are guided by accounting standards 

issued by The Institute of Chartered Accountants of India. These accounting standards constitute the 

broader frameworR of generally accepted accounting principles, also Rnown as the Indian GAAP. In 

addition, the Companies Act, 2013, through Schedule Ill, prouides 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 uarious 

items recorded in the financial statements. iii 
"' ------------------------------------- r 

The traditional methods associated with the audit of financial statement items are Rnown as 

Vouching and Verification. 

Vouching refers to the examination of accuracy, authority and authenticity of transactions that 

appear in the booRs of accounts with the help of uouchers of these transactions. Thus, uouching 

examines whether -

1. all transactions undertaRen by the entity haue been recorded and nothing has been purposefully 

Left out. 

2. transactions recorded in the booRs of accounts are supported by documentary euidence. 

3. no fraudulent transaction has been recorded in the booRs of accounts. 

4. transactions that haue been recorded belong to the current accounting year (in case of accrual 

basis of accounting). 

5. necessary uouchers relating to entries recorded in booRs are with the client. 

6. all transactions are properly authorized by the person responsible to do so. 

7. transactions haue been recorded· at the correct ualue and such ualues haue been calculated 

correctly. 

8. transactions recorded in the booRs of accounts are related to the organization. 
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Verification, on the other hand, can be defined as a process of substantiation of assets and Liabilities 

recorded in the boolls 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 ualuation of assets and liabilities of an entity. 

Thus, uerification 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. 

iii. Examination of possession of the assets on the reporting date. 

iu. Examination of charges, if any, against the assets. 

u. Examination of accounting of assets or liabilities. 

ui. Examination of correctness of ualuation of assets or Liabilities. 
----+-------------------------------------,~ 

uii. Examination of adequacy of disclosures as required by the releuant regulation 

Audit of financial statements applies both uouching and uerification in examining uarious items of 

financial statements. 

The dictionary meaning of the term 'assertion' is 'a confident and forceful statement of fact or 

belief'. Howeuer, 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 malles uarious 

implicit or explicit claims i.e., assertions with regard to completeness, cut-off, existence/occurrence, 

ualuation/ measurement, rights and obligations and presentation of assets, liabilities, income and 

expenditures and disclosure 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 uerified appropriately. 
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These assertions comprise the following: 

Occurrence 

Completeness 

Cut-off 

Measurement 

Presentation and Disclosure 

Existence 

Rights and Obligations 
Cut-off 

Completeness 

Valuation 

Presentation and Disclosure 

A. REVENUE FROM OPERATION 

Recorded purchases represent goods actually receiued during the 
year. 
All purchases made during the year haue been recorded and there is 
no understatement. 
Purchase shall include all goods receiued and in transit as they 
belon to the releuant eriod. 
All purchases haue been measured appropriately based on 
SU Orting uouchers. 
Required disclosures as per regulation, if any, haue been 
appro riately done. 

The machinery included under the head 'Property, Plant and 
Equipment' as shown in the Balance Sheet do exist as at the period 
end. 
Company owns and controls the machinery. 
Purchase and sale of machinery during the year are only included 
and affected in the machinery balance. 
All machinery owned and controlled by the organization are 
included under the head 'Pro ert , Plant and Equi ment'. 
The machinery has been ualued accurately following the uciluation 
princi Les and depreciation charge is a ropriate. 
Required disclosures as per the regulations, if any, haue been 
a ro riately done. 

Reuenue from operation comprises sale of goods, sale of seruices and other operating reuenues. 

Other operating reuenue includes any reuenue earned by the company from its operations other 

than its principal actiuities. For example, Discount Receiued, Bad Debt Recouery etc. For a finance 

company, reuenue from operation primarily includes interest income and income from other 

financial seruices. 
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----+-------------------------------------~ 

1. Audit Procedure to be Followed 

Apart from eualuating the adequacy of internal control with respect to reuenue related transactions, 

the auditor shall resort to the fallowing audit procedure to audit the reuenue from operations. 

a. Occurrence: 

i. The auditor should ensure that all reuenue items recognized are genuine and no sale transactions 

haue been recorded twice. 

ii. He may test checR a few inuoices with accounting entries. Further, he should checR the sequence 

of sales inuoices, reuiew the recording of unusual transactions, uerify the return transactions with 

sales inuoice, challan, credit note and stocR records. 

iii. He should also obtain confirmation from few customers to checR whether the transactions are 

genuine. 

iu. He should ensure that no faRe sale transactions haue been recorded. " 
----+-------------------------------------!! 

u. For seruices, he must see that reuenue has been recognized based on the policy undertaRen. i-
b. Cut-off 

He shall see whether reuenue from operation includes the sale made and seruices performed during 

the year only. 

c. Completeness 

The auditor should uerify that all sales effected during the year haue been included in reuenue. He 

should apply the cut-off procedure to ensure that reuenues are recognized in the current accounting 

period and checR if year end sale transactions haue been tempered. 

d. Measurement 

1. The auditor shall see that reuenues are accurately measured based on applicable Accounting 

Standards. 

2. Trade discount allowed to the customers should be checRed. No separate entry for trade discount 

should be passed in the booRs. If there is any significant uariation in trade discount allowed to 

different customers, the auditor is required to inquire into the reason for such uariations. 

3. The sales tax, insurance charges, etc. collected through sales inuoices must be recorded under 

separate accounts. 

e. Presentation and Disclosures 

The auditor shall ensure the fallowing disclosure for reuenue from operation in respect of a 

company other than a finance company as per Schedule Ill (Part 2) 

1. Disclosure should be auailable for each class of goods. 
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2. Reuenue from operations shall disclose separately· in the notes· reuenue from "' (a) Sale· of --l 
---+---------~------------------------- /! 

products; (b) Sale of seruices; (c) Other operating reuenues; Less: (d) Excise duty. 

3. In respect of a finance company, reuenue from operations shall include reuenue from - (a) 

Interest; and (b) Other financial seruices 

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 seruices, gross income deriued from seruices 

rendered or supplied under broad heads. 

B. OTHER INCOME 

Other income comprises interest income (for companies other than a finance company), diuidend 

income, net gain on sale of inuestments 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: 

a. Occurrence 

The auditor shall obtain a list of new fixed deposits opened during the year along with the 

information on rate, tenure and date of inuestment. 

He shall obtain a confirmation of interest income from banlt. Also obtain a copy of Form 26AS of 

Income Tax to confirm the interest income and related TDS. 

3. He should inuestigate the inuestment ledger further to see the new inuestments made in other 

securities such as corporate bonds, debentures and shares and checlt the interest and diuidend 

income generated therefrom. 

4. He should trace a sample of diuidend/interest receiued from the cash boolt through 

diuidend/interest warrants to inuestment certificates and their deposit into the banlt. 

5. He should also checlt the net gain or loss on sale of inuestment based on releuant 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 inuestment. 

c. Completeness 

The auditor must ensure that all interest receiued and accrued and diuidend receiued haue been 

recorded and the recording has been done appropriately. 
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1. The auditor must checR the accuracy of interest calculation on new fixed deposits and ftxed 

deposits existing on the opening date of the year. 

2. He should also see that diuidend income receiued is accurate. 

3. In certain cases, diuidends and interest are receiued by the client after deduction of tax at source. 

The auditor should ensure that diuidends and interests are recorded at gross amounts. 

4. If interest or diuidend is receiued for the pre-acquisition period, the auditor should see whether 

proper adjustment has been made with the cost of inuestment for this preacquisition diuidend 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. Diuidend Income; (iii) Net gain/loss on sale of inuestments; (iu) Other non-operating income (net 

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 auditor must ensure that only genuine purchases haue been recorded in the booRs of accounts. 

He may examine the purchase orders, goods receiued notes and purchase inuoices to satisfy himself. 

2. Photocopy of purchase inuoices shou_ld not be allowed. Moreouer, purchase inuoices must be in 
---

the name of the entity. 

3. He shall see whether all the purchases are approued by the releuant authority. The same is 

extremely important for purchases from related parties. 

b. Cut-off 

The auditor shall see that only purchases during the year haue been recognized as expense. 
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C. Completeness -'---I 
lei 

---+--1-_-H_e_s_h_o_u-ld_a_p_p-ly_t_h_e_c-ut--o-f_f _p_ro_c-ed_u_r_e-to_e_n_s-ur_e__,.t-h-at_p_u_r-ch_a_s-es_e_f_fe-ct_e_d_d_u-ri-ng-th_e_y_e_a_r -a-re_o_n-ly-- '' 

recognized in the current accounting period. 

2. The auditor should see that purchase inuoice should be booRed only once the risR and reward 

incidental to the ownership has been transferred. He should be careful with deliuery terms such as 

F.O.B and C.I.F etc. 

3. The auditor must checR the return transactions carefully based on releuant documents. 

4. He shall ensure correct accounting for goods-in-transit. 

d. Measurement 

1. The auditor shall see that purchase transaction ualues haue been correctly calculated considering 

the trade discount applied. 

2. Information relating to input tax credit shall be uerified. The auditor shall see that appropriate 

adjustments haue been made in this respect. 

e. Presentation and Disclosure 

The auditor shall see that the following disclosure as per Schedule Ill (Part 1) has been appropriately 

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, lenue encashment, 

prouident 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, uarious post-employment benefits. He should eualuate the internal control 
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associated, with these 'expenses; He shou[ddlso appl{rsubstaritiue'procedure to detennine· t. he '---I 
----t---------------------------------' _____ !!! 

reasonability of monthly cash outflow, consistency with the preuious 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 newly 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 employees resigned or terminated during the year and see that 

their payments haue been appropriately decided and settled. t 
5. He should obtain the pay roll register and conduct and examination of reasonability of 

remuneration and inuestigate irregularities, if any. 

6. He should also see that all adjustments such as outstanding salary, PF contribution, deposit of 

TDS, PF and ESI premium haue been appropriately recorded. 

b. Cut-off 

The auditor must ensure that only employee benefit expenses relating to current year haue been 

recognized. 

c. Completeness 

1. The auditor shall see that all the employee benefit expenses haue been appropriately recorded in 

the boohs of accounts. 

2. He should also chech whether all the amount of money deducted from salary haue been duly 

deposited and if not, the same haue been shown 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 chech the same. 

2. He should chech whether statutory deductions haue been accurate and post-employment benefits 

haue been determined as per the policy adopted. , 
---+-----------------------------------'--[ 

e. Presentation and Disclosure ' 

The auditor must see that the following disclosure requirements as per Schedule Ill (Part 1) haue 

-~~-- - ~ ~-
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(i) Employee Benefits Expense shall be shown separately as (i) salaries and wages, (ii) contribution 

to prouident and other funds, (iii) expense on Employee StocR Option Scheme (ESOP) and Employee 

StocR Purchase Plan (ESPP), (iu) staff welfare expenses. 

E. DEPRECIATION AND AMORTIZATION 

Depreciation is the charge representing the cost of a tangible asset allocated ouer its eff ectiue life. 

The similar charge for an intangible asset is Rn own as amortization. Depreciation and amortization 

constitute a significant portion of a company's total expenditure and hence haue 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 ~ 

---+-d-e-pr_e_ci_a-tio-n-an_d_s_h_o_u_ld_c_h-ec_R_t_h_e_u_a-lid-it_y_o_f_t_he-ch-a-rg_e_a_n_d_c_a-lc-u-la-t-io_n_a-cc-u-ra_c_y _________ J 
Audit Procedure to be Followed 

In addition, the auditor shall resort to the fallowing audit procedure: 

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 uerify 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 haue been charged on all eligible tangible and 

intangible assets respectiuely and no faRe assets haue been considered for this purpose. 

2. The auditor shall see that the amount of depreciation and amortization haue been appropriately 

accounted in primary booRs and posted to appropriate accounts. 
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. 3 .. · He,shollalso ensure that depreciation on reualued arriounthasbeen,propertij,accourited:from ------t 
reualuation reserue. 

4. He should also ensure that for any retrospectiue change in the method of depreciation, due effect 

has been giuen in the Income Statement. 

d. Measurement 

1. The auditor shall see that the rate of depreciation is consistent with the rates suggested in 

Schedule 11 and the amount of depreciation and amortization has been calculated accurately based 

on the rates and time inuolued. 

2. He shall ensure that the rates haue been decided in conformity with the eff ectiue life of assets. 

3. He should also see that residual ualue has been properly determined. 

4. 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 , 
~ 

___ _,__T_h_e_a_u-di-to_r_m_u_s_t-se_e_t_h-at_t_h_e-fo-l-lo_w_i-ng-d-is-cl-os-u-re-re_q_u-ir-em-en_t_s _a_s -pe_r_S_c-he_d_u-le_l_ll_{_Pa_rt_1 )_h_a_u_e ___ , 

been duly complied with: 

1. Accounting policy for depreciation and amortization. 

2. Useful life of assets as per Schedule II. 

3. Residual ualue 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 BanR 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 

loan 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 prouided on all eligible debt instruments and 

loans. 

2. He shall uerif y the amount of interest payment form banR statement and shall checR the same 
----+-----------------------------------, 

with accounting entries in the cash booR and general ledger. 

3. He shall see that interest was paid and prouided only in respect of loans outstanding either for a 

-
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The auditor shall ensure that interest has been prouided only for the period the loan was 

outstanding during the year. 

c. 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 uerify 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. 

e. Presentation and Disclosure 

The auditor must see that the disclosure requirements as per Schedule Ill (Part 1) and uarious 

Accounting Standards (or Ind ASs) haue been duly complied with. 

G- OTHER EXPENSES 

Other Expenses in the Statement of Profit and Loss include Power and Fuel, Rent, Repairs, Insurance, 

Trauelling and Miscellaneous Expenses. These are some essential and incidental expenses to run the 

organization. While conducting the audit of these expense, the auditor generally inuestigates 

whether the expenditure relates to the current accounting year, whether the same is a reuenue 

expenditure and is ualid as per the policy of the organization, its classification in appropriate 

heading, authorization and releuance for the business. 

Audit Procedure to be Followed 

In addition, the auditor shall resort to the following audit procedure: 

a. Occurrence 

1. The auditor needs to ensure that all expenditure charged against the reuenue are genuine~ Forthis 

purpose, he should uouch the expenditure based on releuant documents. 

2. With respect to rent he should obtain a monthly expense schedule along with the rent 

agreements and uerify 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 monthly expense schedule 

and see that the expense for all the months has been recorded. 
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"---1· 4. Wittffesped: fo iris1.frarice expenses, the auditor should1 obtain a summary of ins1.irarice-poltcies lil 

----t------------------------------------'' 
ta~en along with their ualidity 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 retainers hip agreements, he shall uerif y 

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 ualidity. 

b. Cut-off 

The auditor should ensure that expenses charged against the reuenue are related to current year 

only. He should be extra cautious with rent and insurance expenses as the often inuolue aduance 

payments. 

c. 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 uerif y 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 

eualuate whether the same is reasonable based on the data auailable for past years. He may 

perform analytical procedures such as expenditure per unit of production analysis to assess ouerall 

reasonableness of expenditure. 

e. Presentation and Disclosure 

The auditor must see that the disclosure requirements as per Schedule Ill (Part 1) haue been duly 

complied with, especially whether other expenses haue 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) 

- -v - - V 

AKASH AGARWAL CLASSES CONTACT US_:- 8007777042/43 144 



are held'fotuse in the production or supply of goods or se'ruices, for rentaf to others or for --l 
f",,­---+-----------------------------------

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, uehicle, office equipment, 

computers etc. In addition to the Guidance note, audit process for PPE is also gouerned by the 

releuant 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 uerification of the assets to confirm that they exist and are 

under the possession of the client. 

2. He must tally the physical uerification 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 uerification haue been 

updated in the register. I 
---+-----------------------------------[ 

3. He shall demand explanations for any discrepancies found in the aboue process. ~ 

4. He shall specifically ensure that assets that are not in the worlling condition haue been 

accounted for as deletions. 

b. Rights and Obligations 

1. The auditor should uerify that PPE additions haue been approued by the responsible official and 

such additions are as per the capital expenditure budget approued by the board for the financial 

year concerned. 

2. He shall also uerify whether appropriate internal processes and procedures Lille inuiting 

competitiue quotations or floating tenders were done before finalizing the uendor. 

3. The auditor shall checll that PPE purchase inuoices are in the name of the client that entails the 

legal ownership. For land and building, the auditor shall uerif y the title deed of the property. In case 

any charge is created on any immouable property due to any loan tallen from a banll or financial 

institution and hence the original title deed is with the lender, the au~itor shall asll the 

management to obtain a written confirmation from the lender in this respect. 

4. In relation to all deletions, he shall uerify management's rationale for deletion. He may also seell 

any report from the technical expert, if any, that led to such decision of deletion. 

5. He shall also uerif y whether such deletions are appropriately authorized, fallowed the established 

internal procedures (Lille inuiting tenders etc.) and properly recorded in the boolls of accounts. 

c. Cut-off 

The auditor shall see that the Net Blocll of assets shown in the Balance Sheet comprises all assets 
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d. Completeness 

1. He shall also uerify the PPE schedule (asset class wise) maintained by the management and tally 

the closing balances to the entity's booRs of accounts. 

2. He should checR the arithmetical accuracy of the mouement in PPE schedule and reconcile the 

opening balance with the closing 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 haue 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. Howeuer, day-to-day seruicing 
---+-----------------------------------~ cost should not be included. They should be charged to profit and loss. ,, 
----------------------------------------• 

2. He shall also uerify the installation certificate to Rnow the date of installation of the asset. This I 
information will be important in calculating the pro-rata depreciation. 

3. The auditor shall uerify 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 deriued from the assets. In case of company, the auditor shall 

also ensure that depreciation has been calculated in compliance with Schedule II of the Companies 

Act 2013. 

4. He shall uerif y whether the management has undertaRen any impairment assessment for any 

item of PPE and if so, the auditor shall uerify the calculation of recouerable ualue and subsequent 

adjustment in the carrying amount of the said asset. He shall also checR the accounting treatment. 

f. Presentation and Disclosure 

1. In case of a company, the auditor should ensure that the all items of PPE haue 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 Ill of the Companies Act 2013. 

2. He shall also ensure that all the releuant information has also been disclosed in the 'Notes to 

Accounts' section. 
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B. PATENT AND COPYRIGHT 

A patent is an exclusiue right granted by the Gouernment to the manufacturer to dispose of or 

otherwise benefit from the result of the inuention of a production process. It is an official document, 

which secures to an inuestor exclusiue right to maRe, use and sell his inuention. On the other hand, a 

copyright is an exclusiue right granted by the Gouernment to publish or republish a booR, report, or 

any other literary worR, music composition or other worR of art etc. The right is primarily granted to 

the author of the literature or creator of the art worR. Howeuer, the author/ creator may transfer 

the same to any other person for using the same for commercial purpose. In India, copyright is ualid 

for the lifetime of the author/creator and euen fifty years after his death. 

Audit Procedure to be followed to uerify the assertions 

a. Existence 

1. A schedule of patents and copyright held by the company should be procured from the 

management. 

2. The document of each patent and contract paper of each copyright should be physically uerified 

by the auditor to ensure that it has been duly registered. 

3. The auditor shall ensure that the patent is in actiue use in production of goods or rendering 

seruices. 

b. Rights and Obligations 

1. The ownership of patents and copyrights should be uerified 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 f auor 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 uerif y that renewal fees haue been paid on due dates by being charged to 

reuenue and not to the patent account. 

5. The auditor must ensure that the copyrights shown in the financial statement are yet to expire. 

c. Cut-off 

The auditor shall see that the ualue of these assets shown in the Balance 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 checR the patent and copyright register carefully in order to uerify that all the 

items haue been properly included therein. He must ensure that patents and copyrights acquired 
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properly. 

2. He shall uerify the arithmetical accuracy of the aboue mouements in asset schedule. 

e. Valuation 

1. The auditor should ensure that patents and copyrights 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 

ualuation, while the renewal fees for patents should be charged off to reuenue. The auditor should 

examine the same. 

-----i---4_. _lf_t_he_pa_t_e_nt_h_a_s_b_e_en_de_u_e_lo_p_ed_b_y_th_e_c_li_e_nt_i_n_h_o_us_e_, _,al_l_d_eu_e_lo_p_m_e_n_t_ex_p_e_n_se_s_, _le_g_al_c_h_a_rg_e_s_, -J,, 
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 ualidity or ouer its useful 

commercial life, whicheuer is shorter. The cost of the copyright should be written off ouer the legal 

term of its ualidity. 

f. Presentation and Disclosure 

1. In case of a company, the auditor should ensure that the patents and copyright haue been 

disclosed in the balance sheet of the company under the head 'Non-~urrent Assets' and subhead 

'Other Intangible Asset' as per Schedule Ill of the Companies Act 2013~ 

2. He shall also ensure that all the releuant information has also been disclosed in the 'Notes to 

Accounts' section. 

C. INVESTMENTS 

lnuestments are the assets held by an enterprise for earning income by way of diuidends, interest 

and rentals, for capital appreciation, or for other benefits to the inuesting enterprise. An inuestment 

constitutes a significant portion of the total assets. As per Schedule Ill of the Companies Act 2013, 

inuestments can be (a) Non-current inuestments or (b) Current lnuestments. An inuestment may be 

represented by inuestments in gouernment securities, shares, debentures, mutual funds, etc. 

-
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Audit procedure to be Followed 

a. Existence 

1. The auditor shall collect a schedule of all short and long-term inuestments from the management 

with all possible details including their name, nature, inuestee 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 diuidend (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 inuestment register and uerify the amount shown in schedule with the 

register. The auditor must ensure that only those inuestments which belong to the client are shown 

in the balance sheet. 

3. He shall physically uerify all the certificates, and de-mat statement details to chec~ that they are 
---+-----------------------------------( 

in the name of the client on the reporting date. Verification of certificates should be done in a single ; .. 
-----1-s-it-ti-ng-to_a_u_o-id_p_r_o_d-uc-in_g_s_a_m_e_c_e_rt_ifi-1c-a-te_s_m_o_r_e -th_a_n_o_n-ce-.--------------- f 

4. In case the certificate of inuestment is yet to be receiued, purchase of the same should be uerified 

based on allotment aduice, bro~er's note and receipt, etc. Similarly, for sale of inuestment between 

the balance sheet date and date of uerification, bro~er's note may be chec~ed. For sale of shares or 

other listed securities, trading account statement may be uerified. 

5. In case inuestments are not held by the entity in its own custody, then a certificate should be 

obtained from the releuant authority. 

b. Rights and Obligations 

1. The auditor shall uerify the Memorandum and Article of the company to determine the power of 

the company to inuest the surplus funds outside. 

2. By uerifying all the certificates, he shall determine the rights of the company in respectof the 

inuestments made, especially, the interest and diuidend. 

3. The auditor shall also see that all interest has been duly receiued and included in income. 

Outstanding-int~rest if any should be recalculated and uerified with the figure shown. 

c. Cut-off 

The auditor shall see that the ualue of inuestments 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 shall ensure that the schedule of inuestment is exhaustiue. 

2. He shall also ensure that all mouements in the inuestment ledger haue been appropriately 
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'---I [·., 

---+-----------------------------------'" e. Valuation 

1. The auditor shall see that all costs incurred in connection with purchase of inuestments haue been 

capitalized. Howeuer, in case the inuestment 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 receiued by the company are recorded in the inuestment 

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 diuidend is credited to the inuestment account itself and not 

considered in the Statement of Profit and Loss .. 

4.The auditor shall also uerify that the ualue of the inuestment has been determined following the 

releuant accounting standards Reeping in mind the nature of inuestments. 

____ f_._P_r_es_e_n_ta_t_io_n_a_n_d_D_i_sc_lo_s_u_re ________________________ 
1 1. In case of a company, the auditor should ensure that the inuestments 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 Ill of the Companies Act 2013. 

2. The auditor shall also ensure that all the releuant information has also been disclosed in the 

'Notes to Accounts' section. 

D. lnuentories/Stock in Trade 

lnuentory includes raw materials, loose tools, spare parts, semi-finished goods or worR-in- progress, 

pacRing materials as well as finished goods ready for sale. Euen for some organisations it includes 

stocR at branch (in case of branch accounting), stocR with customers (in case of hire purchase 

accounting), stocR with consignee (in consignment arrangement), stocR with customer on sale or 

approual (in case of sales on approual). 

The responsibility for properly determining the quantity and ualue of inuentories rests with the 

management of the entity. The management satisfies this responsibility by carrying out appropriate 

procedures which include uerification of all items of inuentory at least once in euery financial year. 

This responsibility is not reduced euen where the auditor attends any physical count of inuentories 

in order to obtain the audit euidence. Howeuer, mere presence at the time of physical stocR count 

does not relieue the auditor from his duty, rather the auditor is required to follow a detailed 

procedure to uerif y the inuentories. 
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'-----I 
Audit Procedure to be Followed 

a. Existence 

1. The auditor should reuiew the client's plan to uerify inuentory physically. He shall see that the 

process is properly superuised. He must ensure that all stoclt count sheets are signed by a 

responsible official of the client. 

2. Where the client follows periodic system stocR count should be done at the end of the period. On 

the other hand, where the client follows perpetual system, stocR count should be done at interim 

dates. 

3. The auditor must satisfy himself about any inuentory lying at public warehouses or with third 

party 

b. Rights and Obligations 
---------------------------------------i' 
_____ 1_._T_h_e _a_ud_it_o_r_s_ha_l_l a_l_so_uo_u_c_h_re_c_o_rd_e_d_p_u_rc_h_a_se_s_t_o _u_nd_e_r_ly_in_g_d_o_c_um_en_t_a_ti_on_su_c_h_a_s _p_ur_c_h_a_se __ f 

inuoice, purchase order, Goods Receiued Notes etc to determine that client is the owner of such , 

goods. 

2. He shall eualuate 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 inuentories lying with them. 

c. Cut-off 

The auditor shall see that the ualue of inuestments 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 should perform analytical procedure to identify any abnormality. 

2. He should collect non-financial information such as weights and measures and checR the same 

with physical uerification 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 inuentories and no inualid item is included in 

inuentories. For this purpose, information of all stocR lying with customers (under hire purchase 

system or sale on approual system), at branch and with consignee must be procured and uerified. 

4. He shall reconcile physical inuentory amounts with perpetual records including stores ledger. The 

ualue of the inuentory should also be tallied with the amount recorded in the booRs as adjustment 

entry of closing stocR. 
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1. The auditor must determine the appropriateness of the method of issuing inuentory (LIFO, FIFO, 

Weighted Auerage, etc.) for ualuation purpose. 

2. Value of raw materials must be examined based on the cost of purchase, carriage inwards, duties 

paid, marRet price of raw materials and estimated cost of disposal. The auditor shall see that lower 

of cost and NRV has been considered as the ualue. Releuant documents for this purpose would be 

purchase inuoice, uoucher for transport cost, etc. 

3. He shall also ensure that worR-in-progress has been ualued considering the completed stage of 

production and all direct and releuant indirect costs (up to worRs cost). 

4. He shall ensure that cost of finished goods includes all direct and releuant indirect costs. In case 

the finished goods are expected to fetch ualue lower than the cost, the auditor shall see that the 

same is ualued at NRV 
-----t-----------------------------------1: 

5. He shall also see that damaged goods are ualued at net realizable ualue. Moreouer, he shall ~ 
------t--e-n-su_r_e-th_a_t_a_ll_o_b_so-l-et_e_g_o_o_ds_h_a_u_e_b_e-en-w-ri-tt-en-of_f_f-ul-ly-.---------------1 

f. Presentation and Disclosure 

1. In case of companies, as per Part I of Schedule Ill of the Companies Act, 2013 all items of 

inuentories shall be included in the head 'Current Assets' under the subhead 'lnuentories'. 

2. Additionally, in notes to accounts the fallowing disclosures shall be made. 

a. lnuentories shall be classified as - (a) Raw materials (b) WorR-in-progress (c) Finished goods (d) 

StocR 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 releuant sub-head of inuentories. 

c. Mode of ualuation shall be stated. 

E. LOANS 

With reference to Part I of Schedule Ill of the Companies Act 2013, the format of Balance Sheet, loans 

represent long term as well as short term loans and aduances. 

Audit Procedure to be Followed 

a. Existence 

1. At first, the auditor must obtain separate schedules of long-term and short-term loans and 

aduances. He should uerify whether the balances shown in the schedule agree with the respectiue 

ledger accounts. 

2. He should also attempt to obtain written confirmation from those who haue been granted the 
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3. In case of claims made against insurance companies, railways, etc. the auditor should uerify that 

only claims that were admitted haue 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 liRe IT return and GST return filed with 

appropriate authorities and uerify whether the amount recorded as per the booRs tallies with the 

claims actually made. 

b. Rights and Obligations 

1. The auditor should see that loans and aduances haue been authorized by the Memorandum and 

Articles of Association. 

2. He shall be extra cautious in uerifying the authorization for related party loans and aduances. 

3. In case loans and aduances haue been granted against any security, the auditor shall uerif y the 

mortgage deed for the terms and conditions. For unsecured loans, he shall judge the possibility of its ~. 
---+.,.-----------------------------------![ 

recouery. f 
4. In case aduances granted to the employees, the auditor shall examine whether the instalments 

haue been deducted from their salary regularly. 

c. Cut-off 

The auditor shall see that the ualue of loans shown in the Balance Sheet comprises all loans giuen 

by the company and outstanding on the reporting date. 

d. Completeness 

1. The auditor should see that all the loans and aduances that are outstanding on the reporting 

date haue been recorded. 

2. He should also see that all the money recouered against the aduances haue been appropriately 

recorded against the respectiue aduances. 

e. Valuation 

1. He ~hall obtain an aging schedule of different loans and a list of loans under litigations. 

2. He should also uerify the preuious year's estimate of doubtful loans and a~er a discussion with 

the management uerify 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 authorized by a responsible official. 

f. Presentation and Disclosure 

1. In case of a company, the auditor must see that loans and aduances haue been shown under Non-
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currerifAss"ets/ciridti.frferi't Assets under subheads ··Loans as pef Part 'I of Schedule IU'of the· 

Companies Act 2013. 

2. He shall also ensure that all the releuant information has also been disclosed in the 'Notes to 

Accounts' section. 

F. TRADE RECEIVABLE 

A receiuable shall be classified as a trade receiuable, if it is in respect of the amount due on account 

of goods and seruices rendered in the normal course of business, the term trade receiuable 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 boo~s. Aduances or loans cannot, howeuer, be 

included under this head. 

Audit Procedure to be Followed 
---+-----------------------------------r, 

a. Existence i .. 
------1-. T_h_e_a_u_d-it_o_r -sh_o_u-ld_o_b_t-ai_n_a_s_c_he_d_u-le_o_f_d_e-bt-o-rs_d_u_l_y-si-g-ne_d_b_y_a-re-s-po_n_s-ib-le_o_f_fi_ce_r_a_n_d_e_x_a_m-in_e __ f 

it with reference to indiuidual debtors' accounts. 

2. The auditor should carry out an examination of the releuant records himself about the ualidity, 

accuracy and recouerability of the trade receiuables balances. 

3. The auditor should chec~ the agreement of balances as shown in the schedules of trade receiuable 

with those in the ledger accounts. 

4. While examining the schedules of trade receiuables with reference to the trade receiuables' 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 ouerdue, hauing regard to the 

credit terms of the entity. 

C. Whether transfer from one account to another are properly euidenced. 

b. Rights and Obligations 

1. The auditor must ensure that the company has ualid claims in respect to the amount shown as 

debtors. 

2. He shall examine the bills and notes receiuables to see whether those are legally held by the 

company. 

c. Cut-off 

The receiuable balance must represent the sundry debtors and other receiuables held by the 
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d. Completeness 

1. The auditor should ensure that all debtors and receiuables haue been included in Trade 

Receiuables. In case of dispute, he must obtain confirmation from debtors in this respect. 

2. Inspect releuant 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, euen in cases where direct 

confirmation procedure is fallowed. 

e. Valuation 

1. The prouision 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 uerified. 

3. Rebates and discount allowed in excess of normal terms should be inuestigated. 

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 

Receiuable" in notes to accounts: 

1. Trade receiuables shall be sub-classified as: 

a. Secured, considered good 

b. Unsecured, considered good 

c. Trade Receiuables which haue significant increase in Credit Ris~; and 

d. Trade Receiuables - credit impaired. 

1. Allowance for bad and doubtful debts shall be disclosed under the releuant heads separately. 

2. Debts due by directors or other officers of the company or any of them either seuerally or jointly 

with any other person or debts due by firms or priuate companies respectiuely in which any director 

is a partner or a director or a member should be separately stated. 

3. For trade receiuables outstanding ageing schedule shall be giuen. 

G. CASH AND CASH EQUIVALENTS 

Cash and Cash equiualent includes cash in hand, stamps in hand, balances held with ban~ in current 

accounts/ margin money accounts, cash credit accounts (debit balance), fixed deposits, and cheques _ 
----1------------------------------------- f; 

in hand, etc. It is the most liquid form of assets of an organization and hence utmost professional 

s~epticism needs to be exercised while auditing such balances. 
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a. Existence 

1. The auditor shall exercise special care to uerify cash balances. They shall be preferably checRed 

by surprise. Physical uerification of cash in hand would be utmost essential in this context. 

2. If the company maintains any rough Cash BooR or details of daily balances, the auditor shall 

perform test checR to see that entries in the Cash BooR are accurate. In case he finds any slip 

indicating temporary aduance giuen to an employee which has been included in the cash balance, he 

should haue them initiated by responsible official. 

3. The auditor shall also perform a cash sensitiuity analysis (by calculating total receipts and 

payments month wise) to determine if there is any abnormal uariation 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 BanR reconciliation Statements for ~uery banR account as at the 
----1-----------------------------------C' 
___ __,_r_ep_o_rt_i_ng_da_t_e_t_o_ru_l_e_o_ut_p_o_s_si_b_ili_ty_of_a_n_y_e_r_ro_r_in_t_h_e_c_as_h_b_o_o_R_. T_h_e_B_R_S_s _m_u_st_b_e_s_ig_n_e_d_b_y_t_h_e __ ~.: 

accountant and approued by responsible official. He shall also asR the management to reconcile all . 

discrepancies. 

5. He shall also communicate with the respectiue banRs and obtain written confirmation regarding 

the balances held in different banR accounts and deposits. 

b. Rights and Obligations 

The auditor shall uerify that all the deposits are in the name of the client. For this purpose, the 

confirmation of the banRer and certificate of such deposits shall be examined. 

c. Cut-off 

The cash balances must represent the amount of cash and cash equiualents on the reporting date. 

d. Completeness 

The auditor shall ensure confirmation of 100% of the banR accounts. He shall also be careful to 

include all items of cash in hand in the total balance. 

e. Valuation 

In addition to performing the aboue steps, the auditor shall also see that all banR balances 

representing holding off oreign currencies haue been appropriately restated at the exchange rate 

preuailing on the date of reporting. 

f. Presentation and Disclosure 

The auditor shall ensure the disclosures as per the releuant Accounting Standards and Part 1 of 

Schedule Ill of the Companies Act 2013. 
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H. Share Capital 

Euery company starts with procurement of capital. In case of public limited companies, applications 

are inuited 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 maRes allotment 

to eligible applicants and euentually 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 carefully 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 Rnow whether there was any new issue, capitalization or buybacR of equity shares or 
----1------------------------------------ l~ 

____ r_ed_e_m_p_t_io_n_o_f_p_re_fe_r_en_c_e_s_h_ar_e_. ________________________ ~,f,-,~ 

2. In case of change he must ensure that the reuised capital is within the limit of authorized capital -

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, SEBI regulations and guidelines. 

2. In specific, he shall see that no shares haue been issued at discount. In case shares haue 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 haue been duly complied with. 

c. 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 haue been duly giuen effect and 

accounting entries are adequate. 

e. Valuation 

The auditor must uerif y that the proceeds collected are correct. For this purpose, he shall uerify the 
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---+-c_a_l'c_'i:il_a_li_On_,,,,,_of_t_o_ta_''l_p_fo_" c_e_ed_s_'cf_'ec_,e_lu_e_a_, i_ts_, a_l_to_'c_at_lo_n_' t_o_T_,a_'ri_o_us_h_,e_b_Cf_s'''_a_nd_'," ,_al_so_' '_un_· d_e_·rw_, __ ri_te_i'_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 Ill 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 ualue per Share; a reconciliation of the number of shares outstanding at the beginning 

and at the end of the period, (u) the rights, preferences and restrictions attaching to each class of 

shares; shares in the company held by each shareholder holding more than fiue per cent. shares 

specifying the number of shares held, (ui) shares reserued for issue under options and contracts or 

commitments for the sale of shares or disinuestment, including the terms and amounts; (uii) terms 

of any securities conuertible into equity shares issued along with the earliest date of conuersion in 

descending order starting from the farthest such date; (uiii) calls unpaid (showing aggregate ualue ~ __ 
---t--of_c_a_ll_s_u-np-a-id-by-D-ire-c-to_r_s -an_d_o_f-fi-ce_r_s )-; -(i-x)_f_o_rf_ei-te_d_s_h-ar_e_s -( a_m_o_u_n_t -or-ig-i-na-l-ly_p_a-id_u_p_)_, -(x_) ___ ! 

shareholding of promoters etc. 

I. OTHER EQUITY 

As per Schedule Ill, Diuision 2, Other Equity comprises of the following elements: 

1. Share application money pending allotment; 

2. Equity component of compound financial instruments; 

3. Reserues and Surplus including Capital Total reserue, Securities Premium, Other Reserues and 

Retained Earnings; 

4. Debt instruments through Other Comprehensiue Income; 

5. Equity Instruments through Other Comprehensiue Income; 

6. Effectiue portion of Cash Flow Hedges; (uii)Reualuation Surplus; 

7. Exchange differences on translating the financial statements of a foreign operation; 

8. Other items of Other Comprehensiue Income; 

9. Money receiued against share warrants. 

While some of the aboue sources are eligible for diuidend payment, others must be utilized for 

specified purposes only - such as Securities Premium and Capital Redemption Reserue. 

In Schedule Ill, Diuision I, these are howeuer excluded or shown as separate line item. 
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I 
a. Existence 

1. The auditor must trace and tally the opening balance of reserues 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 Reserue from current year's profit, reoaluation 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 ualidity. 

b. Rights and Obligations 

The auditor must ensure that addition and utilization of balances of uarious items haue been in 

compliance with the releuant Act and Regulations. The utilization of reserues must be for specified 

purposes only, as applicable. ~ 
----+-c-_-C_u_t--o-ff _______________________________ f 

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 haue been duly giuen effect 

and accounting entries are adequate. 

e. Valuation 

The auditor must ensure that the additions and utilizations from uarious balances of Other Equity 

haue been calculated appropriately. For example, in case of utilization of accumulated profits for 

diuidend payment, the amount so utilized must satisfy the conditions laid down in Companies 

(Declaration and Payment of Diuidend) Rules, 2014. 

f. Presentation and Disclosures 

The auditor shall ensure the fallowing disclosures as per the Part 1 of Schedule Ill of the Companies 

Act 2013: 

1. 'Other Reserues' shall be classified in the notes as-

a. Capital Redemption Reserue; 

b. Debenture Redemption Reserue 

c. 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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Changes in Equity; 

3. A reserue specifically represented by earmarRed inuestments shall disclose the fact that it is so 

represented; 

4. Debit balance of Statement of Profit and Loss shall be shown as a negatiue figure under the head 

'retained earnings'. Similarly, the balance of 'Other Equity', after adjusting negatiue balance of 

retained earnings, if any, shall be shown under the head 'Other Equity' euen if the resulting figure is 

in the negatiue; and 

5. Under the sub-head 'Other Equity', disclosure shall be made for the nature and amount of each 

item. 

J. BORROWIN(iS 

Borrowings represent loans of both long term and short term in nature. While long term borrowings ~ 
----r-------------------------------------' 

are procured for business expansion or buying any fixed assets, short term borrowings are done ~ 

mostly for worMng 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 haue been ta Ren in name of the 

client. He shall tally the loan recorded with the loan agreement. 

3. In case of banR loan, he shall obtain a confirmation from the banR regarding the amount of loan 

outstanding and shall tally the same with the balance of loan shown in the booRs. 

b. Rights and Obligations 

1. He must examine the Articles of Association and Memorandum of Association and taRe note of 

the rules and regulations in this respect. He shall ensure that the loan agreement adheres to all such 

rules 

2. He shall uerif y 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 taRe note of the conditions of such loan. He shall also 

uerif y 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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tender dnff sfioll uerify th,f infc,rmatiorifrom. the register ofmorighge mafntdiried by the client. He--I 
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 uerif y any 

irregularities in this regard. 

c. Completeness 

1. The auditor shall ensure that information regarding all loans has been produced before him and 

no loan that was paid earlier 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 uerif y all new loans ta Ren during the year and checR the minutes of the meetings of the 

Board for authorization of the same. 

d. Valuation 

1. The auditor shall checR whether the accounting policies and methods of recording the loan are 

appropriate and applied consistently. , 
----t--2-_-H_e_s_h_a_ll_a-ls_o_e-xa-m-in_e_w_h_e-th_e_r-th_e_i-nt-e-re_s_t-pa_y_a_b-le_o_n_s_u_c_h-lo_a_n_h_a_s _b-ee_n_p_a-id-in_d_u_e_t-im-e-an_d__ J 

the same has been accounted for accordingly. In case any interest is outstanding, the auditor shall 

uerify the same. 

3. In case of amortizing loan (i.e., loans of which principal amount is repayable in instalments) 

taRen 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 Ill 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 giuen in form of a footnote. 

3. He shall also ensure that all restrictiue couenants (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 ualue 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 marRet ualue 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 uerif y the assertions 

a. Existence 

1. At first, the auditor shall examine whether an effectiue 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 uerify the same with the balance 

of indiuidual creditor's account in the ledger. 

3. With prior permission from the client, he shall collect confirmation from some selected creditors 

regarding the amount payable to them. Such information shall be checlled with the balances of 

creditors. 

4. If the ledgers are maintained under self-balancing system, information from the General Ledger 

shall be cross uerified 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 

haue been duly complied. He shall ensure that the goods purchased haue actually been receiued 

and/or seruices haue been prouided in due course. For this purpose, Goods Inward BooR may be 

examined. 

c. Cut-off 

The balance of sundry creditors must represent only the balances outstanding on the date of 

reporting. 

d. Completeness I 

1. The auditor shall ensure that no trade creditor is excluded from the schedule. He may collect a 

conftrmation from the management in this respect. 

2. He shall be extra cautious while uerifying 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 .. ,, 
1-' 

total of balances of all creditors' account. !' 
-

2. He may select a few sample credit sale transactions and shall uerify the correctness of recording 

-
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' the same based on iriuoke, Goods Recefoed Note, -Purchase. bay Boolfarid respedfueledger heads.~--I ., 

3. The .auditor shall also uerify the transactions relating to return of goods from Return Outward 

Boo~ and see that the same has been correctly posted to creditors' accounts. 

4. In case any discount is receiued from the supplier, the same shall be examined from the 

correspondence with creditors. Its accounting treatment shall also be uerified. 

5. If any amount payable to a specified creditor remains outstanding for long or if any cheque issued 

to a creditor is not en cashed for long, the same should be examined to auoid 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 balance of creditors has been shown 

under Current Liabilities and under subhead Trade Payables as per Schedule Ill of the Companies Act 
----t-----------------------------------~ 
_____ 2_0_13_._lt_s_h_a_ll_f_urt_h_e_r_b_e_s_eg_r_eg_a_t_ed_in_to_(i_) _to_ta_l_o_u_ts_t_an_d_in_g_du_e_s_o_f _m_ic_r_o _en_t_e_rp_r_is_es_a_n_d_s_m_a_l_l __ I 

enterprises; and (ii) total outstanding dues of creditors other than micro enterprises and small f 

enterprises. 

2. He shall also ensure that all the releuant 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 f auor of the debtor i.e., the client in this case. 

Audit Procedure to be followed to uerify the assertions 

a. Existence 

1. The auditor shall collect 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 uerif y the same from Bills Payable Boo~ 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 haue been recorded in the respectiue 

creditors account. 

b. Rights and Obligations 

1. He shall examine the bills payable and identify the conditions therein. He shall see that the 

conditions haue 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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has Heertreported 1nttte··satance Sheet. 

c. 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 collectiue from the management is exhaustiue and no 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 uerify 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 bills payable 

account. 

2. To uerify the dishonored bills, the auditor shall examine the correspondence between the client -
-----1-a-n_d_t-he-cr-ed-i-to_r_. H-e-sh_a_ll_a-ls_o_u_e-ri-f y-th_e_n_o-ti-fi-ca-t-io_n_i-ss-u-ed-by-th_e_n_o_ta_r_y_p_u_b_lic_a_n_d_b_a_n_ll _____ , 

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, ttie auditor must see that the total balance of bills payable has been shown 

under Current Liabilities and under subhead Trade Payables as per Schedule Ill of the Companies Act 

2013. It shall further be segregated into (i) total outstanding dues of micro enterprises and small 

enterprises; and (ii) total outstanding dues of creditors other than micro enterprises and small 

enterprises. 

2. He shall also ensure that all the releuant information has also been disclosed in the 'Notes to 

Accounts' section. 
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l: 1uWt of '~~"'~ree~~al Transactions , 
> > 

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 uerif y the minutes of the Board meeting and ordinary resolution passed in the general 

meeting in which the approual of members is obtained. 

3. He shall uerify 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 checR whether there is any change in the uoting percentage of shareholders due to 

consolidate and diuide 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. 

7. He has to uerify that proper accounting entries haue been passed. Register of members may also 

be checRed to see that the necessary alterations haue 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 uerif y the minutes of the Board meeting and ordinary resolution passed in the general 

meeting in which the approual of members is obtained. 

3. He shall checR 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 reserues created 

by the reualuation of assets. 

5. He shall checR whether the company has made any default in payment of interest or principal in 

respect of fixed deposits or debt securities issued by it. 

6. He must checR whether the company has made any def a ult in payment of statutory dues of the 

employees, such as, contribution to prouident fund, gratuity and bonus. 

7. He shall checR whether the partly paid-up shares are made fully paid-up. 
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c. 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 uerif y 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 uerify that alteration had been effected in copies of Memorandum, Articles, etc. 

4. He should uerify that proper accounting entries haue been passed. Register of members may also 

be chec~ed to see that the necessary alterations haue been effected therein. 

d. Re-issue of Forfeited Shares 

The audit procedure to be applied in this context are: 

_____ 1_. T_h_e_a_u_d_it_or_s_h_o_u_ld_a_s_ce_rt_a_in_th_a_t_t_he_b_o_a_rd_of_d_i_re_c_to_rs_ha_s_t_h_e _a_ut_h_o_ri_ty_u_n_d_e_r _th_e_A_rt_i_cl_e_s _of ___ ,.: 
Association of the company to reissue forfeited shares. Chee~ the releuant resolution of the Board of •· 

Directors. 

2. He should uouch the amounts collected from persons to whom the shares haue been allotted and 

uerif y the entries recorded from re-allotment. The auditor should chec~ the total amount receiued on 

the shares including receiued prior to forfeiture, is not less than the par ualue of shares. 

3. He should uerif y 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 call, and re-issued as fully paid, the 

reissue is considered as an allotment at a discount and compliance of the prouisions of Section 53 is 

essential. The auditor needs to ensure the same. 

e. Issue of Debentures [Section 71] 

The term "Debenture" includes debenture stoc~, bonds or any other instrument of a company 

euidencing 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 debehtures with an option to conuert such debentures into shares, either 

wholly or partly at the time of redemption. Prouided that the issue of debentures with an option to 

conuert such debentures into shares, wholly or partly, shall be approued 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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The audit procedure to be applied in this context are: 

1. The auditor should uerify that the prospectus had been duly filed with the registrar before the 

date of allotment of debentures. 

2. He should checR the amount collected in the cash booR with the counterfoils of receipts issued to 

the applicants and also cross checR the amount into the application and allotment booR. 

3. He should examine the debenture trust deed and note the conditions contained therein as to issue 

and repayment. 

4. If the debentures are couered by a mortgage of a charge, it should be uerified 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 haue been issued as fully paid up to uendors as a part of the purchase ~ 
-'------+-----------------------------------1 

consideration, the contract in this regard should be checRed. 1, 

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 Reserue Account. 

2. By way of payment on fixed date. 

3. By payment wheneuer 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 booR authorizing the redemption of debentures. 

3. He should also uouch the redemption with the help of debenture bonds cancelled and-the cash 

boolt. 

4. He should also examine the accounting treatment thoroughly. 
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1. Prouisions of Companies Act, 2013 Regarding Payment of Diuidend 

Diuidend is the part of the diuisible profits of the company which is actually paid to the 

shareholders. Companies Act, 2013 prouides detailed prouisions regarding declaration and payment 

. of diuidend as follows: 

i. Sources of Diuidend: 

As per Section 123{1), No diuidend shall be declared or paid by a company for any financial year 
except-

a. out of the profits of the company for that year arriued at after prouiding for depreciation in 
accordance with the prouisions of sub-section (2), or out of the profits of the company for any 
preuious financial year or years arriued at after prouiding for depreciation in accordance with the 
prouislons of that sub-section and remaining undistributed, or out of both; or ,, 

r.~ ---+-----------------------------------,, 
b. out of money prouided by the Central Gouernment or a State Gouernment for the payment of i-

---+-------------------------------------f diuidend by the company in pursuance of a guarantee giuen by that Gouernment: 

ii. Transfer to Reserues: 

A company may, before the declaration of any diuidend in any financial year, transfer such 

percentage of its profits for that financial year as it may consider appropriate to the reserues of the 
company. 

iii. Payment of Diuidend out of Accumulated Profit: 

Where, owing to inadequacy or absence of profits in any financial year, any company proposes to 

declare diuidend out of the accumulated profits earned by it in preuious years and transferred by 
the company to the free reserues, such declaration of diuidend shall not be made except in 

accordance with such rules as may be prescribed in this behalf. 

Accordingly, Companies (Declaration and Payment of Diuidend) Rules, 2014 prouides that in the 

euent of inadequacy or absence of profits in any year, a company may declare diuidend out of free 

reserues subject to the fulfilment of the following conditions: 

1. The rate of diuidend declared shall not exceed the auerage of the rates at which diuidend was 
declared by it in the three years immediately preceding that year: Howeuer, this rule will not be 

applicable to a company, which has not declared any diuidend 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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sum ofits paid:.up share capitafaridfree reserues as appearing irithelatesfauditedffriandal --1 
----+------------------------------------

statement. 

3. The amount so drawn shall first be utilized to set off the losses incurred in the financial year in 

which diuidend is declared before any diuidend in respect of equity shares is declared. 

4. The balance of reserues 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 prouides that -

1. No diuidend shall be declared or paid by a company from its reserues other than free reserues. 

2. No company shall declare diuidend unless carried ouer preuious losses and depreciation not 

prouided in preuious year or years are set off against profit of the company for the current yeor. 

Note: 'Free Reserues' for this purpose shall mean such reserues which are auailable for distribution 

as diuidend. It shall not include any amount representing unrealized gains, notional gains or :~ 
----¾------------------------------------ I} 

reualuation 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 ualue. 

iu. Interim Diuidend 

The Board of Directors of a company may declare interim diuidend 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 diuidend 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 diuidend. 

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 diuidend, such interim diuidend shall not 

be declared at a rate higher than the auerage diuidends declared by the company during the 

immediately preceding three financial years. 

V . Procedure of Diuidend Payment: 

Section 123(4) states that the amount of the diuidend, including interim diuidend, shall be deposited 

in a scheduled banR in a separate account within fiue days from the date of declaration of such 

diuidend. 

Moreouer, as per Section 123(5), no diuidend 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 banRer and shall 
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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 diuidend payable in cash may be paid by cheque or warrant or in any electronic mode to the 

shareholder entitled to the payment of the diuidend. 

ui. Restriction on Declaration of Diuidend: 

As per Section 123(6), a company which fails to comply with the prouisions of sections 73 and 74 

shall not, so long as such failure continues, declare any diuidend on its equity shares. 

uii. Unpaid Diuidend 

Section 124 of the Companies Act, 2013 states that -

1. Where a diuidend has been declared by a company but has not been paid or claimed within thirty ~ 
---+------------------------------------' 

days from the date of the declaration to any shareholder entitled to the payment of the diuidend, ~ 

the company shall, within seuen days from the date of expiry of the said period of thirty days, 

transfer the total amount of diuidend which remains unpaid or unclaimed to a special account to be 

opened by the company in that behalf in any scheduled banll to be called the Unpaid Diuidend 

Account. 

2. The company shall, within a period of ninety days of maRing any transfer of an amount under 

sub-section to the Unpaid Diuidend Account, prepare a statement containing the names, their last 

llnown addresses and the unpaid diuidend to be paid to each person and place it on the web-site of 

the company, if any, and also on any other web-site of the company, if any, and also on any other 

web-site approued by the Central Gouernment 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 Diuidend 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 

twelue 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 

Diuidend Account of the company may apply to the company for payment of the money claimed. 

5. Any money transferred to the Unpaid Diuidend Account of a company in pursuance of this section 

which remains unpaid or unclaimed for a period of seuen years from the date of such transfer shall 
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. be transferred' by the company aforig with interest accrued~ if any,. thereon to ·the. Fund established'--.~-I 
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 euidence of such transfer. 

6. All shares in respect of which diuidend has not been paid or claimed for seuen consecutiue years 

or more shall be transferred by the company in the name of lnuestor Education and Protection Fund 

along with a statement containing such details as may be prescribed: 

Prouided that any claimant of shares transferred aboue shall be entitled to claim the transfer of 

shares from lnuestor 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 laRh rupees and in case of continuing failure, with a further penalty of 

fiue hundred rupees for each day after the first during which such failure continues, subject to a 
----t-----------------------------------1 

maximum of ten laRh rupees and euery officer of the company who is in default shall be liable to a j 

penalty of twenty-flue 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 laRh rupees. 

According to Section 125(5), any person claiming to be entitled to any unclaimed diuidend may 

apply to the authority of IEPF for the payment of the money claimed. 

uii. Punishment for Failure to Distribute Diuidends [Section 127] 

Once a diuidend is declared, a company must pay such diuidend or at least post the warrant in 

respect thereof to euery shareholder entitled to the payment of such diuidend within a period of 

thirty days from the declaration of the diuidend. 

Howeuer, if the company fails to do so, then euery director of the company shall, if he is Rnowingly 

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 euery 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 haue been committed: 

where the diuidend could not be paid by reason of the operation of any law; 

2. where a shareholder has giuen directions to the company regarding the payment of the diuidend 
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3. where there is a dispute regarding the right to receiue the diuidend; 

4. where the diuidend 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 diuidend or to post the warrant within the 

period under this section was not due to any default on the part of the company. 

2. Audit Procedure for Final Diuidend 

1. The auditor should examine the Articles of Association of the company to ascertain the 

differential rights of the shareholders, if any. 

2. The auditor should also examine the minute booR of directors' and shareholders' meetings to 

. uerify the diuidend was properly recommended by the directors and whether it was passed by a 
----½------------------------------------( 
----i-r_es_o_lu_t_io_n_i_n_th_e_s_h_a_re_h_o_ld_e_rs_'_m_e_et_in_g_. ______________________ J. 

3. The auditor should uerif y whether the amount of diuidend paid was calculated accurately. .. 

4. He should ensure that the prouisions of Companies Act, 2013 and Companies (Declaration and 

Payment of Diuidend) Rules, 2014 haue been complied with. 

5. Based on the banR statements, the auditor must uerify whether the total amount of diuidend was 

transferred to a separate banR account in a scheduled banR within fiue days from the declaration of 

such diuidend and whether diuidend was paid to shareholders only out that account. 

6. The auditor must ensure that diuidend has been paid to the rightful owner. He should uerify the 

Diuidend Register and banR statements for this purpose. The auditor shall also reconcile the amount 

of diuidend warrants outstanding with the Diuidend Register and the balance in the BanR Account. 

7. The auditor shall also uerify whether sufficient effort was made by the management to 

distribute the diuidend within 30 days from its declaration and shall enquire into all the cases where 

the diuidend could not be paid within such time. 

If the auditor comes across 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 Diuidend 

1. The auditor should examine the Articles of Association of the company to ascertain whether 

payment of interim diuidend is permitted by the articles or not. 

2. The auditor should also examine the minute booR of directors' meeting to uerify resolution 

-
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3. The auditor must critically appraise the justification in paying interim diuidend based on interim 

accounts. 

4. The amount of interim diuidend shall be deposited in a scheduled banR in a separate account 

within fiue days from the date of declaration of such diuidend. 

5. The auditor must ensure that diuidend has been paid to the rightful owner. He should uerify the 

Diuidend Register and banR statements for this purpose. The auditor shall also reconcile the amount 

of diuidend warrants outstanding with the Diuidend Register and the balance in the BanR Account. 

3. Audit Procedure for Unpaid Diuidend 

1. The auditor should collect a statement or List containing euery detail regarding the unpaid 

diuidend such as the names of the shareholders, diuidend payable to them, diuidend warrant 

number, reason for the diuidend 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 tallen against the company. 

3. The auditor shall uerify the statement prouided by the management in this respect with other 

supporting documents Lille Diuidend Register, Returned Warrants, banR statement, etc. and shall 

determine whether the diuidend amount has been accurately calculated. 

4. The auditor shatl also uerify whether the unpaid diuidend has been transferred to a separate 

account namely Unpaid Diuidend Account within seuen days from the expiry of 30 days allowed for 

declaration and payment of diuidend. 

5. The auditor must uerify whether there is any fault on the part of the company and if so whether 

they haue deposited the interest and the penalty. 

6. The auditor shall also uerif y whether the company has published the details of unpaid _diuidend 

in its own website and also in other website(s) approued by the gouernment for this purpose. 

7. Any payment of preuiously unpaid diuidend must be uerified by the auditor to see that the same 

has been paid to the rightful owner. 

8. In case any amount of diuidend is remaining unpaid for more than seuen years, the auditor shall 

uerif y whether the same along with the interest accrued thereon has been transferred by the 

company to IEPF. 

9. The auditor shall also uerify whether all the shares in respect of which unpaid diuidend has been 

transferred to IEPF, haue also been transferred to such fund. 
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2.5 -
• AUDIT REPORT, REPORT VS. CERTIFICATE, REPORTING 

REQUIREMENTS UNDER COMPANIES ACT, CONTENTS OF THE 
REPORTS AND MODIFICATIONS IN THE REPORT (WITH 

COVERAGE OF CARO) 

After conducting an 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 uiew of financial performance 

and financial position of the organization. Audit report is the written communication on the part of 

the auditor to conuey his opinion to the client. 

According to Lancaster, 'a report is a statement of collected and considered facts, so drawn up as to 
----,-------,t-------____;_--------------------------~ 

glue clear and concise information to persons who are not already in possession of the full facts of f 
the subject matter of the report.' 

The preparation of audit report is essentially the Last step in an audit assignment. 

An audit certificate is a written confirmation of the exactness of the facts stated therein and does 

not inuolue any estimate or opinion. When an auditor certifies a statement, it implies that the 

contents of that statement are measurable and that he has uerified the accuracy of the data. 

According to Diclisee, a certificate is something that 'maRes certain' and is thus necessarily Limited 

to facts capable of absolute uerification. 

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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l 
Points of Auditor's Certificate 

ft 
NO Auditor's Report 

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 i-s based on actual 
3. audit estimations figures and facts. 

Scope The scope of the report is large. Its scope is limited. 
4. ~ 

Aduice In audit report, there is a scope of No scope of constructiue aduice exists 1L .. 
!< 

5. giuing constructiue aduice to the in the case of the certificate. g 

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. auditor 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. 

onl a~er the audit is com lete. 
Liability As a report is merely an opinion, if it is 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 duty. 
Format Audit report has to be presented in Audit certificate is not required tobe 

10 .. presrribed format. resented-in amJstandardJormat. 
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► Essential Cb.ar~cteristics 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 audit report should be clear and unambiguous. The auditor must clearly mention, in 

his report, the purpose of audit, sources of information, his findings and ouerall opinion. 

3. Breuity: The report should be brief and specific. While euerything releuant must be disclosed, the 

report should auoid unnecessary detailing. 

4. Firmness: The report should firmly state whether, in the opinion of the auditor, the financial 

statements represent the true and fair uiew of the performance and state of affairs of the business. 
----1-----------------------------------i 
____ s_. _o_bJ_· e_ct_iu_it_y_: _T_he_a_u_d_it_r_e_po_rt_sh_o_u_ld_al_w_a_y_s_b_e _b_as_e_d_o_n_o_b_je_ct_iu_e_e_u_id_e_n_ce_s_. l_t_is_u_e_ry_m_u_ch ____ ~_-__ ;_,_-

required to reduce or eliminate biases, prejudices, or subjectiue eualuations by relying on uerifiable ---

data. 

6. Disclosure: The audit report should properly disclose all releuant facts and the truth. The 

releuance should be decided based on materiality of the concerned item. 

7. Impartiality: The report should be unbiased. The recommendations must be impartial and 

objectiue. 

8. Information-based: Only releuant 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 ma~ing. 

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 euery limited company to get its accounts audited by a qualified 

auditor·. The auditor critically appraises the boolls 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 llnowledge 

and information and as per his opinion, the accounts and the financial statements represent a true 

and fair uiew 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. 

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 llnowledge 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 boolls of account as required by law haue been llept by the 

company so far as appears from his examination of those boolls and proper returns adequate for 

the purposes of his audit haue been receiued from branches not uisited 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 prouiso 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 boolls of account and returns; 

e) whether, in his opinion, the financial statements comply with the accounting standards 

f) the obseruations or comments of the auditors on financial transactions or matters which haue 

any aduerse 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, reseruation or aduerse remarR relating to the maintenance of accounts and 

other matters connected therewith; 
! 

i) whether the company has adequate internal financial controls system in place and the operating 

eff ectiueness of such controls. 

. 
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under this section is answered in the negatiue 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 ta~en 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 wort?, has 

reason to belieue that an offence inuoluing fraud is being or has been committed against the 

company by officers or employees of the company, he shall immediately report the matter to the 

Central Gouernment. 

6. The auditor's report shall also include a statement on the matters prescribed by Companies 

(Auditor's Report) Order. i .. 
---+--7-. _A_s_p-er_R_u-le-11_o_f_C_om-pa-n-ie_s_(_A_ud_i_t -an_d_A_u_d-it-o-rs_)_R-ul_e_s -20_1_4_, t_h_e_a-ud-i-to-r'-s-re_p_o_rt_s_h_al_l _a-Ls_o ___ f 

include his uiews 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 deriuatiue contracts; 

c) whether there has been any delay in transferring amounts, required to be transferred, to the 

lnuestor Education and Protection Fund by the company. 

As per SA-700 (Reuised), 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 appropriately addressed as per the terms of 

engagement. Respectiue law, regulation or terms of engagement generally specify the person to 

whom the report is to be addressed. Normally, an audit report is addressed to the appointing 

authority. For example, in a public limited company, the audit report is addressed to the members 

i.e., shareholders. 

AKASH AGARWAL CLASSES CONTACT US:- 8007777042/43 178 



3. Auditor's Opinion: The first section of the auditor's report shall include the opinion of the audito_r__ , 

and shall be named accordingly. This opinion section shall mention the name of the client, the fact 

that financial statements haue 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. 

c) Include a statement that the auditor is independent of the entity in accordance with the releuant 

ethical requirements relating to the audit and has fulfilled the auditor's other ethical 

responsibilities in this context. ,, 
i". 

----+------------------------------------6.! 
d) State whether the auditor belieues that the audit euidences obtained by him is sufficient and IL 

1------l----------------------------------- 2 
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 (Reuised) on (joing 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 Rey 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, ualuation of goodwill and 

other long-term assets, ualuation of financial instruments, etc. Law or regulation may also require 

communication of Rey audit matters for other entities as well. Additionally, the auditor may also 

decide to communicate Rey 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 gouernance 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 shall describe management's responsibility for: 

1. the preparation of the financial statements according to the applicable financial reporting ; 
-----J-----------------------------------, 

frameworR and for the design, implementation and maintenance of an appropriate internal , 

control releuant to the preparation of the financial statements that are free from material 
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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 objectiues 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 leuel of assurance, but is not a guarantee that an 

audit conducted in accordance with SAs will always detect a material misstatement when it exists; 
,: 

I And 
----+-----------------------------------, 

3. State that misstatements can arise from fraud or error, and either: 

a) Describe that they are considered material if, 'indiuidually or in the aggregate, they could 

reasonably be expected to influence the economic decisions of users tallen on the basis of these 

financial statements; or 

b) Prouide a definition or description of materiality in accordance with the applicable FRF. 

In addition to the aboue, 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 sllepticism throughout the audit. 

2. State that the auditor's responsibilities are: 

a) to identify and assess the risll of material misstatements. 

b) to obtain an understanding of internal control. 

c) to eualuate 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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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. 

c. The partner/proprietor signing the audit report also 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, whereuer applicable. 

R) Place of Signature: The auditor's report shall name specific location. It is ordinarily the city 

where the audit report is signed. , 
---4------------------------------------- 1: 

Date of the Auditor's Report: The date on which the auditor signs the report expressing his i .. 
---+--o-p-in-io_n_o_n_t_h_e_fi_n-an-c-ia_l_s-ta-t-em-en_t_s_of_a_n-en-t-it-y-is_t_h_e_d-at_e_o_f_t-he_a_u_d-it-o-r'-s -re_p_o_rt_. ------- ! 

a. Notification 

The Ministry of Corporate Affairs, (jouernment 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 euery company to which CARO 2020 applies. 

b. Eligible Companies 

It shall apply to euery company including a foreign company as defined in clause (42) of Section 2 

of the Companies Act, 2013 (18 of 2013) [hereinafter referred to as the Companies Act], except -

1. a ban Ring company as defined in clause (c) of section 5 of the BanRing 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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5. a priuate limited company, not being a subsidiary or holding company of a public company, 

hauing a paid-up capital and reserues and surplus not more than one crore rupees as on the 

balance sheet date and which does not haue total borrowings exceeding one crore rupees from any 

ban~ or financial institution at any point of time during the financial year and which does not haue 

a total reuenue as disclosed in Scheduled Ill to the Companies Act (including reuenue from 

discontinuing operations) exceeding ten crore rupees during the financial year as per the financial 

statements. 

c. 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 

quantitatiue details and situation of Property, Plant and Equipment and full particulars of 

intangible assets; 

b) whether these Property, Plant and Equipment haue been physically uerified by the management 

at reasonable interuals; and whether any material discrepancies were noticed on such uerification 

and if so, whether the same haue been properly dealt with in the boo~s of account; 

c) whether the title deeds of all the immouable properties (other than properties where the 

company is the lessee and the lease agreements are duly executed in fauour of the lessee) disclosed 

in the financial statements are held in the name of the company. If not, prouide the details thereof 

in the prescribed format. 

d) whether the company has reualued 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 ualuation by a Registered Valuer; specify the amount of change, if change is 10% or more in the 

aggregate of the net carrying ualue of each class of Property, Plant and Equipment or intangible 

assets; 

e) whether any procee~ings haue 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 uerification of inuentory has been conducted at reasonable interuals by the 

management and whether, in the opinion of the auditor, the couerage and procedure of such 

uerification by the management is appropriate; whether any discrepancies of 10% or more in the 

aggregate for each class of inuentory were noticed and if so, whether they haue been properly 

dealt with in the booRs of account; 

b) whether during any point of time of the year, the company has been sanctioned worRing capital 

limits in excess of fiue crore rupees, in aggregate, from banRs or financial institutions on the basis 

of security of current assets; whether the quarterly returns or statements filed by the company 

with such banRs or financial institutions are in agreement with the booRs of account of the 

Company, if not, giue details; 

3. lnuestment, Prouiding Guarantee/security, Granting Loan or Aduances [Clause 3(iii)] 

a) whether during the year the company has made inuestments in, prouided any guarantee or 

security or granted any loans or aduances 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 prouided loans or prouided aduances in the nature of 

loans, or stood guarantee, or prouided security to any other entity [not applicable to companies 

whose principal business is to giue 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 uentures and 

associates; 

3. the aggregate amount during the year, and balance outstanding at the balance sheet date with 

respect to such loans or aduarices and guarantees or security to parties other than subsidiaries, 

joint uentures and associates; 

b) whether the inuestments made, guarantees prouided, security giuen and the terms and 

conditions of the grant of all loans and aduances in the nature of loans and guarantees prouided 

are not prejudicial to the company's interest; 

c) 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 ouerdue, state the total amount ouerdue for more than ninety days, and 

whether reasonable steps haue been taRen by the company for recouery of the principal and 
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I 
e) whether any loan or aduance 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 ouerdues of existing loans 

giuen 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 

giue loans]; 

f) whether the company has granted any loans or aduances 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 lnuestment by the Company [Clause 3 (iu)] l . 
-----1-----------------------------------~ In respect of loan, inuestment, guarantees and security, whether prouisions of Sections 185 and 186 f 

of the Companies Act, 2013 haue been complied with. If not, prouide the details thereof. 

5. Acceptance of Deposits [Clause 3 (u)] 

In case the company has accepted deposits, whether the directiues issued by the Reserue Bantt of 

India and the prouisions of Sections 73 to 76 or any other releuant prouisions of the New Act and 

the rules framed thereunder, where applicable, haue 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 Reserue Ban~ of India or any court or any other tribunal, whether the 

same has been complied with or not. 

6. Maintaining Cost Records [Clause 3 (ui)] 

Where maintenance of cost records has been specified by the Central Gouernment under sub-section 

(l) of Section 148 of the New Act, whether such accounts and records haue been made and 

maintained. 

7. Statutory Dues [Clause 3 (uii)] 

a) Is the company regular in depositing undisputed statutory dues including prouident fund,. 

employees' state insurance, income tax, sales tax, wealth tax, seruice tax, duty of customs, duty of 

excise, ualue 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 Jinandc:il yea--r --1 
concerned for a period of more than six months from the date they became payable, shall be 

indicated by the auditor. 

b )_ In case dues of income tax or sales tax or wealth tax or seruice tax or duty of customs or duty of 

excise or ualue added tax or cess haue not been deposited on account of any dispute, then the 

amount inuolued and the forum where dispute is pending shall be mentioned. 

8. Disclosure of Unrecorded Income [Clause 3 (uiii)] 

Whether any transactions not recorded in the booRs of account haue 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 preuiously unrecorded income has been properly recorded in the booRs of account 

during the year; 
---+-----------------------------------r 

i 
---t--9.-R-e-pa_y_m_e_n_t-of_L_o_a_n_[C_l_au_s_e_3_(_ix_)] _____________________ f 

a) whether the company has defaulted in repayment of loans or other borrowings orin the -

payment 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 banR or financial institution or other 

lender. 

c) whether term loans were applied for the purpose for which the loans were obtained; if not, the 

amount of loan so diuerted and the purpose for which it is used may be reported; 

d) whether funds raised on short term basis haue been utilized for long term purposes, if yes, the 

nature and amount to be indicated; 

e) whether the company has taRen any funds from any entity or person on account of or to meet 

the obligations of its subsidiaries, associates or joint uentures, 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 in its 

subsidiaries, joint uentures or associate companies, if so, giue details thereof and also report if the 

company has defaulted in repayment of such loans raised; 
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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 preferential allotment or priuate placement of shares or 

conuertible debentures (fully, partially or optionally conuertible) during the year and if so, 

whether the _requirements of section 42 and section 62 of the Companies Act, 2013 haue been 

complied with and the funds raised haue been used for the purposes for which the funds were 

raised, if not, prouide details in respect of amount inuolued 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 " 
----t----------------------------------1 during the year, if yes, the nature and the amount inuolued 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 Gouernment; 

c) whether the auditor has considered whistle-blower complaints, if any, receiued 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 ariy 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 (xiii)] 

Whether all transactions with the related party are in compliance with Sections 177 and 188 of the 

Companies Act, 2013 whereas applicable and whether the details haue 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 (xu)] 

a) Whether the company has entered into any non-cash transaction with the director or person 

concerned with him. 

b) If so, whether the prouision of Section 192 of the Companies Act, 2013 has been complied with. 

16. Registration of ·the Company, Nature of the Company [Clause 3 (xui)] 

a) whether the company is required to be registered under section 45-IA of the Reserue Ban~ of ii 
----+-------------------------------------! 

India Act, 1934 (2 of 1934) and if so, whether the registration has been obtained; g 

b) whether the company has conducted any Non-Banlling Financial or Housing Finance actiuities 

without a ualid Certificate ofRegistration (CoR) from the Reserue Ban~ of India as per the Reserue 

Banll of India Act, 1934; 

c) whether the company is a Core lnuestment Company (CIC) as defined in the regulations made by 

the Reserue Banll of India, if so, whether it continues to fulfil the crlteria of a CIC, and ln 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(xuii)] 

Whether the company has incurred cash losses in the financial year and in the immediately 

preceding financial 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 tallen into consideration the issues, objections or concerns raised by the outgoing 

auditors; 
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_,~ .• 
19. u1formatio,1aboufFirianiiat Assets ·ana··tiatiilities'efc:;i'ftlausi'3'(xixJJ [i 

---+-----------------------------------
O n the basis of the financial ratios, ageing and expected dates of realisation of financial assets and 

payment of financial liabilities, other information accompanying the financial statements, the 

auditor's lmowledge 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(xx)] 

a) whether, in respect of other than ongoing projects, the company has transferred unspent amount 

to a Fund specified in Schedule VII 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; I 
---+-------------------------------------[; 

b) whether any amount remaining unspent under sub-section (5) of section 135 of the Companies ~ 

Act, pursuant to any ongoing project, has been transferred to special account in compliance with 

the prouision of sub-section (6) of section 135 of the said,Act; 

21. Qualification/ Aduerse Remarks [Clause 3(xxi)] 

Whether there haue been any qualifications or aduerse remarlls by the respectiue 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 aduerse remarlls. 

22. Reasons to be Stated for Unfauorable or Qualified Answers [Clause 4] 

a) Where, in the auditor's report, the answer to any of the questions referred to in the preuious 

paragraph, is unfauorable or qualified, the auditor's report shall also state the basis for such 

unf auorable 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 glue 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 diuided into 

two categories 

(A) Unmodified Opinion and (B) Modified Opinion. 

1. Unmodified opinion: 

Unmodified opinion: An audit report with an unmodified opinion is also lmown 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 uiew 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 haue been prepared using the Generally Accepted Accounting 

Principles, which haue been consistently applied; 

b) The Financial Statements comply with releuant statutory requirements and regulations; 

c) There are adequate disclosure of all material matters releuant 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, haue been properly determined and disclosed in the Financial Statement. 

2. Modified Opinion: 

While forming an opinion in accordance with SA 700 (Reuised), 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 euidence obtained, the financial statements as a 

whole are not free from material misstatements; or 

b) The auditor is unable to obtain sufficient appropriate audit euidence 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) Aduerse Opinion and (3) 
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oisctaimerof optriion~· 

1. Qualified Opinion 

An auditor expresses qualified opinion on financial statements when: 

a) The auditor, hauing obtained sufficient appropriate audit euidence, concludes that 

misstatements, either indiuidually or in aggregate, are material but not peruasiue (i.e., not highly 

significant); 

b) The auditor is unable to obtain sufficient appropriate audit euidence on which to base his 

opinion, but concludes that the possible effects of undetected misstatements on the financial 

statements could be material but not peruasiue. 

Note: Meaning of the term 'Peruasiue'. 
The term 'peruasiue' 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 to obtain sufficient appropriate audit euidence. j 
Peruasiue 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. If so confined, represent or could represent a substantial proportion of the financial statements; or " 
3. In relation to disclosures, are fundamental to users' understandin of the financial statements. 

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 inuentory ualuation at the lower of cost and net realizable 

ualue. 

2. Auditor being preuented by the management from obseruing the counting of physical inuentory 

where such action is material to the financial statements. 

2. Aduerse Opinion 

An auditor expresses aduerse opinion on financial statements when the auditor, hauing obtained 

sufficient appropriate audit euidence, concludes that misstatements, either indiuidually or in 

aggregate, are both material and peruasiue to the financial statements. 

In case of an aduerse 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)Finaridal sfotemerits were prepared on going concern basis euen after planning fo cease the --1 
operation of the company within next six months. 

b) Inadequate prouision for doubtful debts. 

3. Disclaimer of Opinion 

The auditor shall disclaim an opinion when the auditor is unable to obtain sufficient appropriate 

audit euidence 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 

peruasiue. The auditor shall disclaim an opinion when, in extremely rare circumstances inuoluing 

multiple uncertainties, the auditor concludes that, notwithstanding hauing obtained sufficient 

appropriate audit euidence regarding each of the indiuidual uncertainties, it is not possible to form 

an opinion on the financial statements due to the potential interaction of the uncertainties and 

their possible cumulatiue effect on the financial statements. 

An audit report with a disclaimer of opinion must include the 'Basis for Disclaimer'. 

Situations leading to reporting with a disclaimer of opinion are: 

1. Auditor was preuented by the management from (a) obseruing the counting of physical 

inuentory and (b) performing other procedures such as requesting external confirmation of debtors 

and creditors, and banlt 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 objectiue 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 giues rise to the modification and 

(b) auditor's judgement about the peruasiueness 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 giues rise to the modification Auditor's judgement about the peruasiueness of 

the effects on the financial statements. 

Financial statements are misstated 

Inability to obtain sufficient appropriate 
audit euidence 

Qualified Opinion Aduerse Opinion 

Qualified Opinion Disclaimer of Opinion 

------1-------------------------------------[-I ".d~..,,,-=:m-::.=~:~::;--~~-;.4~-"J-;::-~_~ - -------:;--- ~ --_ <.,_-",- - ~2.'.i~t;{~~:'¾"~~-~,::._:J~-:,,-,.,~, "\)'r ~- ~'<, ~ ~ -

"<-'f!Kl., __ x Report-with 'Empna-sis of-:Nlatmr' _iliil~!Jim- Mntter'--Paragrapn.s - f 
-- - -· - ~• ~ il ,_,,, ~ "~ ~•-=-n"-

1. any other matter that is releuant to users' understanding 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 (Reuised), Emphasis of Matter Paragraphs and Other Matter Paragraphs in the 

Independent Auditor's Report, if the auditor, hauing formed an opinion on the financial statements, 
thinRs 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 prouided: 

a) The auditor would not be required to modify the opinion in accordance with SA 705 (Reuised) as 

a result of the matter; and 

b) When SA 701 applies, the matter has not been determined to be a Rey audit matter to be 

communicated in the auditor's report. 

When the auditor includes an Emphasis of Matter paragraph in the auditor's report, the auditor 

shall: 

a) 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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releuant disclosures that fully describe the matter can be found in the financial statements. The 

paragraph sh-all 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 uncertainty relating to the future outcome of exceptional Litigation or regulatory action. 

2. A significant subsequent euent 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 finar:icial statements. ., 
------+----------------------------------- ~: 

l""' 

4. A major catastrophe that has had, or continues to haue, a significant effect on the entity's 1--
-----i------------------------------------- J 

financial position. c 

B. 'Other Matter' Paragraph 

If the auditor, hauing 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 releuant 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, prouided: 

This is not prohibited by Law or regulation; and 

1. When SA 701 applies, the matter has not been determined to be a ~ey 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 releuant to Users' Understanding of the Audit; 

b) When the matter is releuant to Users' Understanding of the Auditor's Responsibilities or the 

Auditor's Report; , 
~ ---+------------------------------~---- I· 

c) While reporting on more than one set of financial statements; 
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2.6 

• REPORT ON INTERNAL FINANCIAL CONTROL OVER FINANCIAL 
REPORTING 

"'\!""' "~"'¾':;.-,.-,:,< ,' "~ -- <- "''" c;t;:')~~")}p~',f-.~z_~~~I~ r; ~oncept of Internal Financial t~ontroft1
-p -

Internal Financial Control came into existence to promote risll management and gouernance 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 preuention and detection of 

frauds and errors, 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 

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 

'-R~p~if on Inte~~~~ ~~,BC~~t~•~r~t' __ 
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 an_d the operating effectiueness of 

such controls. 

Again, Rule 8{5){uiii) 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". 

As mentioned earlier, Sec 143{3){i) of Companies Act, 2013 requires that the report of the auditor 

should state as to whether the company has adequate Internal Financial Control system in place and 

the operating effectiueness 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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b) The auditor of a company may uoluntarily 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 objectiue in an audit of internal financial controls ouer financial reporting is to 

express an opinion on the effectiueness of the company's internal financial controls ouer financial 

reporting and the procedures in respect thereof are carried out along with an audit of the financial 

statements. 

Globally, auditor's reporting on internal controls is together with the reporting on the financial 

statements and such internal controls reported upon relate to only internal controls ouer financial 

reporting. 
f=;_ 

---+------------------------------------ r: 

Accordingly, the term 'internal financial controls' whereuer used in this Guidance Note in the context I 
---+--o-f-th_e_r_e-sp_o_n-si_b_ili_ty-of_t_h_e_a-ud-i-to_r_f_or_r_e-po_rt_i_n_g_o_n_s_uc_h_c_o_nt_r_ol_s_u_n-de_r_S_e_ct-io_n_1_4_3(_3_)(-i)_o_f_t_h_e_A-ct-,-- ,I 

per se implies and relates to internal financial controls ouer financial reporting. 

Therefore, 'internal financial controls ouer financial reporting' shall mean 'A process designed to 

prouide 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 financial control ouer financial reporting includes those policies and 

procedures that -

. a) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the 

transactions and dispositions of the assets of the company; 

b) prouide 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) prouide reasonable assurance regarding preuention or timely detection of unauthorized 

acquisition, use, or disposition of the company's assets that could haue a material effect on the 

financial statements. 

An auditor needs to conduct an audit of IFC-FR though a proper planning followed by testing the 

design eff ectiueness of control and operating eff ectiueness of control and thereafter report on IFC 

ouer Financial Reporting. 

The Guidance Note also prouides that reporting on the adequacy and operating effectiueness of IFC-
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included in the consolidated financial statements only if it is a company under the 2013 Act. Howeuer, 

reporting on IFC will not be applicable with respect to interim financial statements, such as quarterly 

or half-yearly financial statements, unless such reporting is required under any other law or 

regulation. 

i 
---+-----------------------------------, 

--
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2.7 
• NATIONAL FINANCIAL REPORTING AUTHORITY (NFRA) 

i '"''' '~0 ", ,>P "' -- , ¥J~fi!:'" ':' ";';'l"'"1"lk~'f_:\,;: 
;:,'Bacigrou11a -' '', -~\'-, ~ 

P'i ' 
In order to incorporate gouernance, the quality of accounting and auditing is critical. Keeping this in 

mind, the Central Gouernment established the 'National Aduisory 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 replaced by the 

National Financial Reporting Authority (NFRA) under the new Companies Act of 2013. The National 

Financial Reporting Authority (NFRA) is a quasi-judicial organization that ouersees accounting and 

auditing issues. 

~".;--=0~,,-:;, 

Co11stitution -»=Y.. 

" _, ' 

The National Financial Reporting Authority (NFRA) was constituted on 1st October,2018 by the 

Gouernment 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 indiuidual with competence in accounting, 

auditing, finance, or Law as Chairperson. In addition, there can be a maximum of 15 members. 

The following committees will mane up the NFRA: 

1. Accounting Standards Committee; 

2. Auditing Standards Committee 

3. EnfDrcement Committee. 
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-1 ~ 
As per Section 132{2} of the Companies 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 Gouemment 

2. Monitor and enforce compliance with accounting standards and auditing standards; 

3. Ouersee the quality of seruice of the professions associated with ensuring compliance with such 

standards and suggest measures for improuement in the quality of seruice; 

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, prouides that the Authority shall protect the public 

interest and the interests of inuestors, creditors and others associated with the companies or bodies i 
---~c-o-rp-o-ra_t_e_g_o_ue-r-ne_d_u_n_d_e_r_R-ul_e_3_b_y_e_s-ta_b_li-sh-i-ng-hi_g_h_q_u-al_tt_y_s-ta_n_d_a_ro_s_o_f_a_cc-o-un-t-in_g_a_n_d_a_u_d_it-in_g __ ( 

and exercising effectiue ouersight of accounting functions performed by the companies and bodies 

corporate and auditing functions performed by auditors. 

Kl D1M'~~R~~\f"[irft1tirt:,.~-- < --- .: 
--

,,. -- :-"":·-~"--:~--":---~- II-- _ -

a. Recommending Auditing Standards 

As mentioned earlier, NFRA recommends auditing policies and standards to be adopted by companies 

for approual by the Central Gouemment. For this purpose, the Authority -

1. shall receiue 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 see~ additional information from the Institute of Chartered Accountants of India on the 

recommendations receiued under clause (a), if required. -

Further, the Authority shall consider the recommendations and additional information in such 

manner as it deems fit before ma~ing recommendations to the Central Gouemment. 

b. Monitoring and Enforcing Compliance with Auditing Standards 
! 

1. For the purpose of monitoring and enforcing compliance with auditing standards under the Act by 

a company or a body corporate gouemed under Rule 3, the Authority may: 

-
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a. reuieW worhl11g papers· (indudlng audifplari al1d· other audit documents) and cornrnUnica1:ions ~-I 
related to the .audit; 

b. eualuate the sufficiency of the quality control system of the auditor and the manner of 

documentation of the system by the auditor; and 

c. perform such other testing of the audit, superuisory, 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 gouernance practices and internal processes 

designed to promote audit quality, protect its reputation and reduce rishs including rish of failure of 
the auditor and may tahe such action on the report as may be necessary. 

3. The Authority may seeh additional information or may require the personal presence of the auditor 

for seehing additional information or explanation in connection with the conduct of an audit. 

4. The Authority shall perform its monitoring and enforcement actiuities through its officers or 

----1--e_x_pe_rt_s_w_it_h _su_f_fi_ci_en_t_e_x_p_er_ie_n_ce_in_a_u_d_it_o_f_th_e_r_e_le_u_an_t_i_nd_u_s_tr_y_. ____________ f,, ... 

5. The Authority shall publish its findings relating to non-compliances on its website and in such ,; 

other manner as it considers fit, unless it has reasons not to do so in the public interest and it records 

the reasons in writing. 

6. The Authority shall not publish proprietary or confidential information, unless it has reasons to do 

so 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 Gouernment for its information. 

8. Where the Authority finds or has reason to belieue that any law or professional or other standard 

has or may haue been uiolated by an auditor, it may decide on the further course of inuestigation or 

enforcement action through its concerned Diuision. 

c. Power to lnuestigate 

In addition to the aboue, the Authority also enjoys power to -

1. inuestigate any matter of professional or other misconduct under sub-section ( 4) of section 132 of 

the Act; 

2. undertahe inuestigation into any matter on the basis of its compliance or ouersight actiuities; or 

3. undertahe suo-motu inuestigation into any matter of professional or other misconduct, after 

recording reasons in writing for this purpose. 

If, during the inuestigation, the Authority has euidence to belieue that any company or body 

corporate has not complied with the requirements under the Act or rules which inuolues or may 

AKASHAGARWAL CLASSES CONTACT US:- 8007777042/43 199 



Gouernment. 

On the commencement of these rules-

a. the action in respect of cases of professional or other misconduct against auditors of companies 

ref erred to in rule 3 shall be initiated by Authority and no other institute or body shall initiate any 

such proceedings against such auditors: 

Prouided that no other institute or body shall initiate or continue any proceedings in such matters of 

misconduct where the Authority has initiated an inuestigation 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 prouisions of the Chartered Accountants Act, 1949 

and the regulations made thereunder. 
i,t -----t--------------------------------------
I -----t--------------------------------------1 
~ 
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CA Al<ASH AyARWAL PROF. Nll<ITA OSWAL CMA I y2- AUDIT 

A. Multiple Choice Questions 
1. Any casual uacancy 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 fallowing is not a content of audit report as per CARO? 
A. lnuentory 
B. Acceptance of deposit 
C. Recruitment of employees 
D. Repayment of loan 

3. No audit firm shall be appointed or reappointed as auditor for more than two terms of 
consecutiue years. 
A. 3 
B. 5 
C. 7 
D. 10 

4. Each qualified chartered accountant not in full time employment can be the auditor of at most 
___ companies. 
A. 10 
B. 15 
C. 20 
D. 30 

5. Which of the fallowing is not a content of audit report? 
A. Signature of the auditor 
B. Date of the report 
C. Attachment of audit euidences 
D. Auditor's address 

6. An auditor shall submit a unmodified report when ____ _ 
A. The financial statements exhibit true and fair uiew 
B. The financial statements are partially correct 
C. The financial statements are incomplete 
D. The financial statements are unauailable 
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7. Cost Audit is couered under 
A. Section 204 
8. Section 148 
C. Section 139 
D. None of the aboue 

8. Secretarial Audit is couered under section 
A. Section 204 
B. Section 148 
C. Section 139 
D. None of the aboue 

9. An Audit Committee should haue a minimum of ____ number of directors. 
A. 4 
8. 3 
C. 5 
D. 6 

10. A cost auditor submits his report along with reseruations and obseruations in Form No. 
A. CRA 1 
B. CRA 2 
C. CRA 3 
D. CRA 4 

8. State True or False 
1. An audit report should haue a proper title- TRUE 

2. Appointment of a statutory company auditor is gouerned by Section 139 of Companies Act, 2013-TRUE 

3. Application for remoual 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 giues a dean report when he doesn't haue any significant reseruation in respect of matters 
contained in the Financial Statements- TRUE 

8. A disclaimer of opinion is issued by the auditor when he cannot form an ouerall opinion about the 
matters contained in the Financial Statements- FALSE 
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9. The Branch Audit_or shall prepare report 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 worR done by the AUDITOR 

2. The audit report should be signed in the personal name of the AUDITOR 

3. For any def a ult 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 CA(j of the company at the general 
meeting. 

5. Secretarial 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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3.1 

• AUDIT OF EDUCATIONAL INSTITUTIONS 

► Educational Institutions 

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 respectiue regulations issued by the Ministry of Education from time 

to time. In some cases, large educational institutions liRe uniuersities are established by Central or 

State gouernments 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, uarious circulars issued by the Central or State Gouernment for institutions are also 

considered releuant in this respect. The audit procedure for these institutions must consider the 

following aspects: 

A. UNDERSTAND THE CONSTITUTION: Study the Trust deed, Regulation or Act under which the 

institution has been established and should taRe note of the prouisions regarding the maintenance 

of accounts. In case of State or Central Uniuersity, established under the Special Act, study the 

regulations framed under the Act. 

B. ASSESS THE INTERNAL CONTROL SYSTEM: Normally, these institutions haue a well-organized 

internal control system. So, eualuate the internal control system associated with acquisition and 

maintenance of assets, authorization of transactions, etc. before finalizing the audit program me. 

C. CONSULT THE MINUTE BOOK: Carefully examine all notices and minutes of the meeting of 

Gouerning Body (in case of colleges), Senate, Syndicate, Court and Council (in case of uniuersities) 
I 

and other committees which affect the accounts and finance of the institute. Confirm that the 

decisions taRen for operation of banR accounts, approual of expenditure etc. haue been duly 

complied with. 

D. CONSULT THE BUDGET: ChecR the budget allocation to different heads and confirm that all 

amount sanctioned beyond budget has been duly approued. 
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-

E. \fERfff'fAERECEIPTS RELATED TRANSAtttc:J'NS: ·. 
,·· ·" 

1. Tuition Fees: Tally the counterfoils of fee receipt with fee register to see whether they haue 

been duly recorded or not. ChecR the register to identify whether all the students haue paid their 

fees in due time. If any student has deposited the fees beyond the due date, checR whether late 

fine has been charged or not and whether the same has been properly recorded. See whether all 

collections are deposited in the banR account at the end of the day. Total up the uarious columns 

of the Fees Register for each month or term to ascertain that fee paid in aduance haue been 

carried forward and the arrears that are irrecouerable haue been written off under the sanction of 

an appropriate authority. 

2. Admission Fees: ChecR 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 talien a decision to the contrary. 

3. Other Fees: Verify the collection of other fees such as library fees, session fees or deuelopment 

fees, fees for hostel etc. based on the counterfoils and fee registered and ensure that the fees haue 

been accounted for in appropriate heads. 

4. See that all arrears on account of fees, fines, etc. haue been talien into consideration at the end 

of accounting period. 

5. See that free studentship and concessions haue been granted by a person authorized to do so, 

hauing regard to the prescribed Rules. 

6. Confirm that hostel dues were recouered before students' accounts were closed and their 

deposits of caution money refunded. 

7. Verify grants receiued from Gouernment or other organizations based on the sanction letter 

and banR statement. 

8. Ensure that donation receiued, if any, has been aclinowledged and recorded properly in the 

booRs of accounts. 

9. ChecR income from letting out institutional properties based on the counterfoil of receipts 

issued-to parties. 

10. Vouch income from endowments and legacies, as well as interest and diuidends from 

inuestment; also inspect the securities in respect of inuestments held. 

F. VERIFY THE PAYMENTS RELATED TRANSACTIONS: 

1. Verify the salary and wages paid to the employees. In case of Gout. or aided colleges, uerify 

that the claims haue been properly prepared and the amount sanctioned has been distributed to 
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the ·rigttf pe'fso11; tfiedttfl',f·calcultitiorfand· accouritrn?fofiirreaf satary'«irict+se~;wttether ·the· 
deductibles from salary, su~h as Prouident Fund Contribution and Income Tax deducted at source, 

haue been deposited with the authority concerned in due time and if not, whether the same haue 

been accounted for appropriately. 

2. Examine whether all the expenditure associated with special euents liRe 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 regular expenses such as electricity, telephone or broadband bills, trauelling 

expenses, etc. based on auailable uouchers and accounting records. 

~- Vouch purchase of fixed assets, expenditure for construction of college buildings based on the 

auailable uouchers, resolution of the meetings of purchase/finance committee. Similarly, 

utilization of grants for purchase of fixed assets, library booRs and laboratory equipment must be 

separately uouched. 

5. Vouch the refund of Caution Deposit from the students based on receipts and accounting 

records. 

6. Examine the payments on account of hostel facilities including repairs and mainte-nance of 

hostel building, electricity charges, purchase of food items etc. 

r,. See that the inuestments representing endowment funds for prizes are Rept separate and any 

income in excess of the prizes has been accumulated and inuested along with the corpus. 

G. VERIFICATION OF ASSETS AND LIABILITIES: 

1. Conduct physical uerification of tangible fixed assets as shown in the Fixed Asset Register. 

Verify inuestments based on lnuestment Register. 

2. ChecR whether depreciation and amortization has been prouided as per the policy adopted. 

3. Verify the refund of TDS in respect of interest on inuestment, if any. 

4. Carefully examine all outstanding liabilities such as electricity and telephone bills outstanding, 

TDS and PF not yet deposited. 

5. Verify the inuentories of furniture, station~ry, clothing, prouision and all equipment, etc. These 

should be checRed by reference to StocR Register and ualues applied to uarious items should be 

~est checRed. 

6. Ascertain that the system ordering inspection on receipt and issue of prouisions, foodstuffs, 

. clothing and other equipment is efficient and all bills are duly authorized and passed before 

payment. 
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H. VERIFlcATION OF FINANCIAL STATEMENTS: Verify that the financial statements (i.e., Income and 

Expenditure Account and Balance Sheet) haue been prepared in the form and manner as specified 

by the regulatory authority complying with the account standards and applicable Legal 

requirements. 

: 



3.2 
• AUDIT OF HEALTHCARE ORGANIZATIONS 

~ Healthcare Organizations 

Healthcare Organizations primarily include hospitals and nursing homes. They are established to 

prouide medical seruices to the public. There may be hospitals run and funded by the Gouernment 
or Local authorities or by any charitable trust. These are generally non-profit seelling 

organizations. Howeuer, hospitals may also be established by priuate sector organizations. These 
are profit seeRing organizations (and are popularly Rnown as priuate 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 couer typical aspects of 
these organisations. Accordingly, the audit procedure must highlight the fallowing steps: 

A. UNDERSTAND THE CONSTITUTION: Study all the releuant documents to determine its nature and 
ownership structure (i.e., trust, partnership or company). Study the trust deed (in case of trust), 
partnership agreement (in case of partnership business) and articles and memorandum of 
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: Eualuate the internal control system associated with 
acquisition and maintenance of assets, authorization of transactions, etc. and determine the scope 

of the audit worR. 

C. CONSULT THE MINUTE BOOK: Carefully examine the notices and minutes of the meeting of Board ~f 
Directors, Managing Committee and other committees (such as purchase committee) and identify 

the decisions which may affect the accounting. Confirm that the decisions undertaRen with respect 
to operation of banR accounts, approual of expenditure, etc. haue been duly complied with. 

D. VERIFY THE RECEIPTS RELATED TRANSACTIONS: 

1. In case of a hospital run by state gouernment or any Local authority, uouch the. grants receiued 

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 011 the ·1>atient Admission t 
Registrar and counterfoil of receipts/ copies of bills. 

3. Vouch collection from uarious pathological tests based on the counterfoils of receipts/ copies of 

bills. 

4. Vouch donations based on the counterfoils of receipts. 

5. In case hospitals hauing guest houses, assess the collections based on the register, counterfoils 

of receipts and accounting entries. 

6. Interest and/ or diuidend income should be uouched with reference to the lnuestment Register 

and Interest and Diuidend warrants. 

7. In case of Legacies and donations which are receiued 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, uehicle, etc. is 

approued and supported by documentary euidences 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 uerified based on the List of uisits and operations 

performed. 

4. Verify the purchases of pathological test !lits, X-ray plate and other consumables based on 

tenders, orders placed and inuoices receiued. 

5. Vouch all other ouerhead expenses Li~e telephone bills, electricity bills, fuel bills, etc. based on 

appropriate documentary euidences. 

F. VERIFICATION OF ASSETS AND LIABILITIES: 

1. Verify the stoc~ registers of medicines, food items and other equipment and chec~-their 

ualuations. 

2. Conduct physical uerification of fixed assets and inuestments based on Fixed Asset Register and 

lnuestment Register respectiuely. 

3. Chee~ the adequacy of depreciated and its accounting. 

4. Collect the List of all Liabilities and uerify them based on the contracts and arrear bills. 
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Verify that the financial statements haue been prepared in the manner and format 

appropriate to the nature (profit seeRing or non-profit seeliing) and ownership structure of the 
organization. 

----+----------------------------------[ 
i -----t----------------------------------1 
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3.3 

• AUDIT OF ORGANIZATIONS IN HOSPITALITY SECTOR 

► Hospitals 

Hospitality sector couers a wide range of organizations which can broadly be diuided into four 

categories, uiz. (A) Food and Beuerages i.e., Restaurants, (B) Trauel and TOURISM, (C) Lodging i.e., 

Hotels and Guest Houses and (D) Recreation such as Cinema Halls, Theme Parlis 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, 

partnership, priuate limited companies or public limited companies) and determine the regulatory 

requirements to be examined relating to management as well as accounting. 

b. Eualuate the internal control system and determine the nature, timing and the extent of the 

audit procedures. 

c. Checli that the organization has a ualid license from an appropriate authority to run the 

business. 

STEPS COMMON FOR THE CATEgORY 

A. RESTAURANTS (FOOD AND BEVERAgES} 

a. Verify the total reuenue recognized based on the daily and monthly sales report. 

b. Check that the reuenue has been realized in cash based on banli statements. Checli-whether 

arrears written off, if any, has been duly approued by the person responsible. 

c. Vouch all payments made to suppliers based on documentary euidences such as orders placed, 

inuoices and banli records. 

d. Carefully examine the petty cash booli. Any irregularity should be examined further. 

e. Vouch payments on account of rent, electricity and other ouerhead expenses. 

f. Vouch the payment of salary based on payroll, attendance register and banli records. 

g. Carefully examine the ualuation of stocli. Large writing off of any perishable item should be 

carefully examined. 

h. Conduct physical uerification of fixed assets and inuestments based on Fixed Asset Register and 

lnuestment Register respectiuely. 
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i. Chedithe adeq"udcy of dep'redatedarid'.ifs·accoi.nitifrg'. 
~ ---1---------------------------------------r j. Collect the list of all liabilities and uerify them based on the contracts and arrear bills. 1 

B. TRAVEL AND TOURISM 

a. Vouch the collections from customers based on their booMng details, counterfoil of receipts etc. 

Determine arrears, if any, at the end of the year. 

b. Vouch reuenue out of commissions from uarious companies and tour partners. 

c. Vouch the payment made on account of tour booMngs (diuided into Air Trauel, Rail, Road, Sea 

etc.), hotel accommodations. 

d. Vouch transactions related with cancellation of booMngs. 

e. ChecR that discounts offered to indiuidual customers are approued by the competent authority. 

f. All ouerhead expenses including electricity bills, telephone and broadband bills, taxes to local 

authorities, etc. should be uouched based on the respectiue bills. 

g. Verify the salary paid to permanent staff based on their payroll, attendance records and leaue 

applications. Payment of incentiues should be checRed carefully. 

h. Conduct physical uerification of fixed assets and inuestments based on Fixed Asset Register and 

lnuestment Register respectiuely. 

i. Collect the list of all liabilities and uerify them based on the contracts and arrear bills. 

C. HOTELS AND {iUEST HOUSES (LOD{i!N{i) 

a. Vouch the collections from boarders based on their checR-in and checR-out information recorded 

in the register, counterfoils of bills and cash booR. 

b. Verify the room rent receipts and daily occupancy reports. AsR for proper clarification for 

differential rent charged from any boarder. Be careful while uerifying the adjustment of unrealized 

room rent, cancellation charges of booMng accommodation at the time of closing of accounts. 

c. Vouch collections on account of special euents such as conferences, wedding ceremony etc. 

separately based on counterfoil of receipts and cash booR. · 

d. Income from bar, casino, health centre, etc. associated with the hotel should 

be uouched based on counterfoils of bills and cash booR. Vouch the rent from shops situated in the 

premises of the hotel, if any. 

e. Vouch transactions relating to purchase of food materials, drinRs and other materials. ChecR 

whether the payments haue been made based on purchase orders or contracts, inuoice, etc. 

f. Verify the salary paid to permanent staff based on their payroll. Salary paid to casual and 

contractual employees should be uerified based on documentary euidences liRe authorization by 

management. __ ___._ ______________________________________ -,, -
" 
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g. All oUerhe<Jd expenses including electridty bills, telephone and broadb(lfld billS, faxes to local l 
---+---------------------------------------1 

authorities, etc. should be uouched based on the respectiue bills. 

h. Carefully examine the ualuation of stocR. If possible, remain physically present at the time of 

stocR taRing. 

i. Conduct physical uerification of fixed assets and inuestments based on Fixed Asset Register and 

lnuestment Register respectiuely. ChecR the adequacy of depreciation and its proper accounting. 

j. Collect the list of all liabilities and uerify them based on the contracts and arrear bills. 

RECREATIONS 

1. CINEMA HALLS 

a. ChecR whether appropriate control is in force ouer ticRets of different denominations. Verify 

whether unsold ticRets are Rept under locR and Rey under the responsibility of any official. 

b. Vouch the collections based on daily sales report of ticRets and entries in the cash booR. 

c. ChecR whether collections from aduance booRings haue been duly adjusted. 

d. Vouch collections on account of rental income due to hiring of the hall for special euents based 

on the respectiue contract and counterfoil of receipt. 

e. Vouch collection from sale of drinRs, refreshments etc based on their daily sales report and 

entries in the cash booR. 

f. ChecR whether the entertainment tax collected as a part of the ticRet ualue 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 releuant contract with 

the distributor and receipts. 

h. Vouch payment on account of aduertisement with the aduertising agencies based on the 

agreements and receipts. 

i. Payment to suppliers of refreshments should be uouched based on orders placed, inuoices and 

entries in the cash booR. 

j. Vouch salary paid to staff based on payroll, attendance register and leaue applications. 

Appointment of casual staff must be uerified based on appointment letter issued by the responsible 

authority only. 

R. Conduct physical uerification of fixed assets and inuestments based on Fixed Asset Register and 

lnuestment Register respectiuely. ChecR the adequacy of depreciation and its proper accounting. 
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________ I 
a. Checll whether appropriate control is in force ouer ticllets of different denominations. Verify 

whether unsold ticllets are llept under locll and lley under the responsibility of any official. 

b. Vouch the collections based on daily sales report of ticilets and entries in the cash booll. 

c. Checll whether collections from aduance boollings haue been duly adjusted. 

d. Vouch collection from sale of drinlls, refreshments etc based on their daily sales report and 

entries in the cash booll. 

e. Vouch payment on account of aduertisement with the aduertising agencies based on the 

agreements and receipts. 

f. Payment to suppliers of refreshments should be uouched based on orders placed, inuoices and 

entries in the cash booll. 

g. Vouch salary paid to staff based on payroll, attendance register and leaue applications. 

Appointment of casual staff must be uerified based on appointment letter issued by the responsible 
----+---------------------------------------c authority only. ~ 

h. Conduct physical uerification of ftXed assets and inuestments based on Fixed Asset Register and ( 

lnuestment Register respectiuely. Checll the adequacy of depreciation and its proper accounting. 
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• AUDIT OF BANKS 

► Importance of Banking Institutions in Economy 

The banRing industry is the piuot of any economy and its financial system. BanRs are one of the 

foremost agents of financial intermediation in an economy liRe India and, therefore, deuelopment of 

a strong banRing system is of utmost importance. Under the able leadership of RBI, the banMng 

institutions in the country are worRing in a competitiue enuironment and their regulatory frameworR 

is aligned with the international best practices. As a result, financial deepening has taRen place in 

India and continues to be in progress with a focus on orderly conditions in financial marRets while 

sustaining the growth momentum. 

► Different types of Banks 
-

In India, banRs are generally classified into the following broad categories: 

a. Commercial BanRs 

b. Regional Rural BanRs 

c. Co-operatiue BanRs 

d. Deuelopment BanRs 

e. Payment BanRs 

f. Small Finance Ban Rs 

Though all of them are guided by RBI, they are fundamentally different with respect to their nature, 

mode of operation and power and target customer group. 

► Regulatory Framework of Banks in India 

In India, banRs are guided by a whole host of Acts and associated Rules. Howeuer, not all are 

applicable to each and euery banRing institutions. These are as follows: 

a. BanRing Regulation Act, 1949 

b. Companies Act, 2013 

c. State BanR of India Act, 1955 

-~~~ 
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e. Regional Rural Banlls Act, 1976 

f. Information Technology Act, 2000 

g. Preuention of Money Laundering Act, 2002 

h. BanMng Companies (Acquisition and Transfer of UndertaRings) Act, 1980 

i. Credit Information Companies Regulation Act, 2005 

j. payment and Settlement Act, 2007 

In addition, Reserue BanR of India Act, 1934 also affect the functioning of banlls in India. 

► Form and Content of Financial Statements of a Bank 

Section 29(1) and (2) of BanRing Regulations Act, 1949 deal with the form and content of financial 

statements of a banRing company. The prouisions are applicable to nationalized banlls, State BanR of 

India and Regional Rural Banlls. 

!.:.,. 

i 
I 

Accordingly, euery banlling 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 BanRing 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 Banlling Regulations Act, 1949, the balance sheet and profit and loss account 

of a banRing company should be audited by a person duly qualified under any law for the time being 

in force to be an auditor of companies. 

Accordingly, the auditor of a banlling company is to be appointed at AGM of the shareholders. The 

auditor of a nationalized banR is to be appointed by the banR concerned acting through its Board of 

Directors. The auditor of State BanR of India (SBI) is appointed by the CAG of India while the auditors 

of Regional Rural BanRs are appointed by the banR concerned with the approual of the Central 

gouernment. 

The remuneration of the auditor, so appointed, is fixed as per Section 142 of Companies Act, 2013 in 

case of ban Ring companies while in case of nationalized banRs, the remuneration is fixed by RBI in 

consultation with the Central gouernment. 

The power of an auditorin a banR is almost similar to that of a company auditor. 
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Auditor's Report - Content 
-

The auditor of a nationalized banR is primarily required to comment on the fallowing aspects in its 

report to the Central Gouernment: 

a. whether the financial statements present a true and fair iJiew of the affairs of the banR and 

whether all necessary explanation and information has been made auailable to him; 

b. whether or not the transactions of the banR, which haue come to his notice, haue been within the 

powers of that banR; 

c. whether or not the returns receiued from the offices and branches of the banR haue been f.ound 

adequate for the purpose of his audit; and 

d. any other matter which he considers should be brought to the notice of the Central Gouernment. 

Audit of other banRs require more or less the same assessment. In addition, the 

auditor of a banRing company requires to report the matters couered by Section 143 of the Companies 

Act, 2013. Howeuer, Companies (Auditor's Report) Order, 2020 is not applicable to a banRing 

company. 

Auditors of Public Sector BanRs, Priuate Sector BanRs & Foreign BanRs (as well as their Branches), are 

required to submit Long Form Audit Report {LFAR) on uarious matters specified by RBI. In addition to 

Reports, the Auditors of BanR Branches as well as Central Statutory Auditors of BanRs, haue to 

furnish / issue uarious 'Certificates' as required by RBI and other Regulations. 

► Auditing Aspect-~ of Banks' Financial Statements 

A part from the general considerations such as confirming the ualidity of his appointment, 

communicating with the preuious auditor, agreeing on the terms of audit engagements etc. the 

auditor should consider the following aspects in conducting the audit of a banR. 

1. gENERAL ISSUES: 

a. Understand the BanR and its Enuironment: Obtain an understanding of the banR and the control 

enuironment to identify and assess risR and deuelop an audit plan to determine the effectiueness of 

controls and address specific risR issues. 

b. Understand the Accounting Process: Obtain an understanding of the accounting process -

computerized or manual - of the banR. 

c. Understand the RisR Management Process: Obtain a clear understanding of the process adopted by 
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e. Determine audit materiality 

f. Obtain a detail understanding of the releuant BASEL frameworll applicable for the banR. 

g. Determine the extent of reliance on reports of preuious auditor, RBI reports, internal audit report 

etc. 

2. SPECIFIC ISSUES: 

A. ADVANCES: In relation to aduances made by banR an auditor needs to reuiew the followings: 

1. Ensure that the internal control is in place in relation to aduances made. 

2. Scrutinize the subsidiary, ledger, & control accounts 

3. Ensure the proper documentation of account. 

4. Scrutinize the ouerdue account and scheme for recouery of such amount. 
-----+------------------------------------[:" 

!.:. 

--1---8-. _C_A_S_H_I_N_H_A_N_D_: _T-he_a_u_d-it_o_r -sh_o_u-ld----------------------r-

1. Ensure that the internal control is in place. 

2. Visit the banR branch and inspect physical cash and ensure that it tallies with the banR's cash booR 

balance. 

3. Verify the amount of foreign currency held by banR and its translation at marRet 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) banR confirmation certificates from Reserue BanR 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 haue been taRen to 

Reuenue account to the year. 

2. Examine the large transition and balances with banRs outside India. 

3. Ensure that they are conuerted at marllet rate as on financial statement preparation date. 

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 banR are not netted off against call loan receiued by it. 
-----L------------------------------------, -
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3. Ensur~ that money marRet lending for more than 6th days are not classified under this head but ~as-- ' 

a deposit or aduance 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 banRs: 

1. Ensure that accounting method of banR 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 banR. 

4. Ensure appropriateness of basis of reualuation of fixed assets. 

5. Ensure compliance of Section 9 of BanRing Regulation Act, 1949. 

(j. BARROWIN(jS: He should 

1. Ensure that the amount has been properly disclosed for borrowing in India from RBI and borrowing 

from outside India. 

2. Ensure that the rate of interest is commensurate with the duration of borrowing. 

3. Verify whether the borrowings 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 taRen under other liabilities 

and prouision 

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. 

3. Examine the prospectus regarding increase in subscribed/ paid up capital. 

4. Examine the Gouernment notification for any fresh contribution from them. 

I. RESERVE AND SURPLUS: He should 

1. Examine the opening balance of different type of reserue, addition/ deduction from reserues, 

reason for appropriation from such account and diuidend paid by banR. 

2. In respect of foreign branch ensure compliance with foreign laws. 
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1. He should Eualuate the existence, effectiueness and continuity of internal controls ouer bills 

payable. Such controls should usually include the following: 

a. Drafts, mail transfers, traueler's cheques, etc., should be made out in standard 

printed forms. 

b. Unused forms relating to drafts, traueler's cheques, etc., should be ~ept under the custody of a 

responsible officer. 

2. The ban~ should haue a reliable priuate code ~nown 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 dra~ should be chec~ed by an officer with the specimen signature 

boo~. 

4. The telegraphic transfers and demand drafts issued by a branch should be immediately confirmed 
----------------------------------------~ 

by aduices to the branches concerned. On payment of these instruments, the paying branch should ii 

send a debit aduice to the originating branch. r-
s. If the paying branch does not receiue proper confirmation of any telegraphic transfers or demand 

draft from the issuing branch, it should ta~e 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 loo~ed into by a responsible official. 

L. CONTINGENT LIABILITIES: 

1. In respect of contingent liabilities, the auditor is primarily concerned with see~ing reasonable 

assurance that all contingent liabilities are identified and properly ualued. To this end, the auditor 

should generally follow the audit procedures giuen below: 

2. The auditor should uerif y 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 giuing 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 ouerseas suppliers is made on the basis of 

shipping documents and after ensuring that the said documents are in strict __ ___.__ ___________________________________ -, -
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adequate records in respect of such obligations and whether the internal controls ensure that 

contingent Liabilities are properly identified and recorded. 

6. He must perform substantiue audit tests to establish the completeness of the recorded obligations. 

Such tests include confirmation procedures as well as examination of releuant records in appropriate 

cases. 

7. He should reuiew the reasonableness of the year-end amount of contingent liabilities in the light 

of preuious experience and lmowledge of the current year's actiuities. 

8. He should also reuiew whether comfort Letters issued by the ban~ has been considered for 

disclosure of contingent Liabilities. 

G ----+-----------------------------------['. 
M. BILLS FOR COLLECTION ~ __ _._ ________________________________ r-
1. The auditor should examine whether the bills drawn on other branches of the ban~ are not included t 

in bills for collection. 

2. Inward bills are generally auailable with the ban~ on the dosing day and the auditor may inspect 

them at that time. The ban~ dispatches outward bills for collection soon after they are receiued. They 

are, therefore, not Li~ely to be in hand at the date of the balance sheet. The auditor may uerify 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 euidence about the existence and completeness of bills for collection. 

4. 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 ban~ 

itself or through its agents, etc. This procedure is in consonance with the nature of obligations of the 

ban~ in respect of bills for collection. 

N. TREASURY OPERATION-FOREIGN EXCHANGE AND DERIVATIVES: 

While innouatiue products and ways of trading create new possibilities for earnings for the ban~, 

they also introduce nouel and sometimes unfamiliar ris~s 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 wor~. 
-----'------------------------------------ -, -
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c__-l 
before the commencement of the statutory audit. After conducting appropriate risll assessment of the 

treasury processes, the audit program needs to be designed in a manner that it douetails 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 banll 

treasury. 

::, ----+-----------------------------------" 
~ 

------t---------------------------------r 

-
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• AUDIT OF CO-OPERATIVE SOCIETIES 

► Unique Features of Co-Operative Societies 

Co-operatiue society may broadly be defined as an association of persons who haue uoluntarily 

· oined together to achieue a common economic objectiue through the formation of a 

democratically-controlled business organization, maMng equitable contributions to the capital as 

required, and accepting a fair share of risns and benefits of the undertaning. Elimination of 

middlemen and sharing of gains of economic actiuities seems to be the hallmarn of a co-operatiue 

society. 

A co-operatiue society may be formed for different purposes. Accordingly, there may be 1·0 
r: 

consumers' co-operatiue societies, housing co-operatiue societies, industrial co-operatiue societies, 

urban and rural co-operatiue banns, etc. 

-

r Statutory Audit Requirement in Co-Operative Societies 
-- -

As per Section 17 of the Co-Operatiue Societies Act, 1912 -

n. The Registrar shall audit or cause to be audit-ed by some person authorized by him by general or 

special order in writing in this behalf, the accounts of euery registered society once at Least in 

euery year. 

2. The audit under sub-section (1) shall include an examination of ouerdue debts, if any, and a 

ualuation 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 

this behalf by the Registrar, shall at all times·haue access to all the boons, accounts, papers and 

securities of a society, and euery officer of the society shall furnish such information in regard to 

the transactions and worMng of the society as the person maMng such inspection may require. 

4. Here, 'Registrar' means a person appointed to perform the duties of a Registrar of co-operatiue 

societies under this Act. 
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he following additional points should be Rept in mind while auditing a co-operatiue society: 

. UALIFICATIONS OF AUDITOR: Generally, only a chartered accountant within the meaning of the 

Chartered Accountants Act 1949, can be appointed as the auditor of a co-operatiue society. 

Howeuer, in certain State Co-operatiue Societies Act, a person holding a gouernment diploma in 

co-operatiue accounts, or in co-operation and accounts, or a person who has serued as an auditor 

in the Co-operatiue Department of Gouernment, may also be appointed as the auditor. 

2. APPOINTMENT OF THE AUDITOR: An auditor of a co-operatiue society is appointed by the 

Registrar of Co-operatiue Societies-and the auditor so appointed conducts the audit on behalf of 

he 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 off ees prescribed by the Registrar, according to the , 
-------11------------------------------------
----lf-c a_t_e g_o_r_y _o_f _t h_e_s_o _ci_e t_y_a_u_d_i t_e d_. _F_o r_e_x_a_m_p_l e_, _t h_e_a_u_d_i t_f_e_e s_o_f_c_o _-o_p_e _r a_t i_u_e _c r~e_d_i t_s_o c_i e_t_y _a_n_d ____ t- _ 

Urban Co-operatiue BanRs are to be calculated with reference to worRing capital at the prescribed f 
ates. 'WorRing Capital' here means funds at the disposal of the society inclusiue of paid-up share 

capital, funds built up out of profits and monies raised by borrowing and by other means. 

3. BOOKS OF ACCOUNTIN RECORDS: Under section 43{h) of the Co-operatiue Societies Act, a state 

gouernment can frame rules prescribing the booRs and accounts to be Rept by a co-operatiue 

society. For example, In Maharashtra the co-operatiue societies are required to maintain cash 

booR, general ledger, personal ledger, stocR register, property register, etc. 

Generally, the fallowing records are maintained by co-operatiue societies -

i. Cash book: It may be maintained to record particulars regarding cash receipts and expenses 

under suitable heads, with clear distinction between capital and reuenue items of receipts and 

expenses. 

ii. Stock register: It may contain detailed information as regards receipts, issues and balances of 

stocR-in- trade, date-wise. In a producers' co-operatiue society, perpetual inuentory records may 

be maintained based on an appropriate costing method. 

iii. Register of assets and inuestments: It will contain detailed particulars regarding the uarious 

immouable and mouable assets belonging to the society, such as, types of assets, location, date of 

acquisition, cost, depreciation prouided, and so on. 

iu. Register of fl)(ed deposits: In the case of a co-operatiue credit society, or a co-operatiue banR, 

or any other society which is authorized by its bye-laws to accept deposits from members/non-
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acceptance, maturity, interest accrual, repayment, etc. 

u. Register of sureties: In the case of a co-operatiue credit society, loans are giuen against 

personal security of members as also surety (guarantee) prouided by two other members. The 

Register of Sureties will glue particulars about the number of borrowers in respect of which a 

member has stood surety, and show whether it is within the ouerall limit of surety-ship that may . 

. RESTRICTION ON SHAREHOLDIN : Shareholding in a co-operatiue society is subject to the limit 

prescribed in Sec. 5 of the Co-operatiue 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 society, or such number of shares which in ualue exceeds '1,000. A co-operatiue society 

cannot prescribe any other limit in its bye-laws which is uiolatiue of this prouision. In addition to 

his, the Acts passed by the states may also prescribe other restrictions as regards shareholding. ~ 
----11------------------------------------ r--

he auditor should see that the prouision regarding shareholding is duly fallowed. 

5. RESTRICTION ON LOAN: As per Section 29 of Co-operatiue Societies Act, 1912, a registered co-

operatiue society can only grant loans to its members, though, with prior approual of the 

Registrar, it may grant loans to other registered co-operatiue societies. The auditor should see 

hat the loans granted by the society are in conformity with this prouision. 

6. RESTRICTION ON BORROWING: Subject to the restrictions imposed by its bye-laws, a co-operatiue 

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 

obserued . 

. INVESTMENT OF FUNDS: There are restrictions on inuestment of funds belonging to a co-operatiue 

society. Accordingly, a society may inuest its funds in any of the fallowing (Sec.32 of the Central 

Co-operatiue Societies Act): 

i. Central or State Co-operatiue BanR, 

ii. Any securities specified in Section 20 of the Indian Trusts Act, 1882. 

iii. Any shares, securities, bonds or debentures of any other Co-operatiue society with limited 

liability. 

iu. Any banR, or person carrying on banRing business or a Co- operatiue banR, other than a 
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u. In any other manners as duly permitted by the requisite authority. 

It shall be the duty of the auditor to ascertain whether the requirement as to inuestment of the 

ociety funds are being obserued. 

8. APPROPRIATION OF PROFITS: According to the Central Co-operatiues Societies Act, 25% of the 

profits of a co-operatiue society should be transferred to a Reserue Fund before distribution of 

diuidend or payment of bonus to its members. Howeuer, the Registrar may, hauing regard to the 

inancial position of the society, reduce the percentage of profits to be transferred to the Reserue 

Fund. But in any case, he cannot reduce it to less than 10% of the profits of the society. Apart 

rom the aboue mandatory prouision, a co-operatiue society may, subject to the prouisions of its 

bye-laws, appropriate its profits by way of transfer to other reserues, distribution of diuidends to 
------11-------------------------------------" members, etc. Howeuer, appropriation of profits must be duly approued by the members of the . J---
---1-0-c-ie_t_y-in_t_h_e_g-en_e_r-al-m-ee-t-in-g-.c-a-lle_d_f_o_r-th_e_p_u-rp_o_s_e_. -----------------t 

9. CONTRIBUTIONS TO CHARITABLE PURPOSES: According to Section 34 of Co-operatiue Societies Act, 

912, 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 reserue fund for 

any charitable purpose as defined in Section 2 of the Charitable Endowments Act, 1890. 

s per Section 17 of the Co-Operatiue Societies Act, 1912 -

. The Registrar shall audit or CQuse to be audited by some person authorized by him by general or 

pedal order in writing in this behalf, the accounts of euery registered society once at Least in 

uery year. 

2. The audit under sub-section (1) shall include an examination of ouerdue debts, if any, and a 

ualuation 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 haue access to all the boo~s, accounts, papers and 

securities of a society, and euery officer of the society shall furnish such information in regard to 

► Steps to be Taken by an Auditor of a Co-Operative Society 
" ~ - ~ ~ ~ -

A. GENERAL POINTS: In general, while conducting audit of Co-operatiue society, the auditor needs 

~o loo~ into the following: -
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obserued both in letter and spirit. 

2. He should examine the Register of Members of the society and indiuidual shareholdings. 

3. He should test-chec~ the internal chec~ and control system operated by the society and model 

his audit examination based on its strengths and wea~nesses. 

B. AUDIT OF INCOME: He should carefully uouch the receipt of cash. Cash receipts on account of 

hare capital should be uouched with the Register of Members. Cash receiued against sales should 

be uouched 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 uouched with the loan agreements. Cash receiued from members towards construction of 

houses or their maintenance, should be uouched with the Register of Members, demands made by 

he society from time to time, and money receipts. 
-----lf------------------------------------- i~ 

C. AUDIT OF EXPENDITURE: ~ 

-----+--------------------------------- J. ---

. He should uouch all expenditure with reference to authorization from the Managing Committee, -

particularly in the case of large capital expenditure, as also the bills receiued from indiuidual 

parties, the money receipts obtained from them, and entries in the Ban~ Pass Boo~ along with 

counter-foils of cheques. 

2. He should uouch the payment of loans from the loan agreements entered into with borrower 

members. 

3. He should uouch establishment expenses with reference to the resolutions of the Managing 

Committee, agreements with the persons concerned, and money receipts obtained from them. 

D. OTHER POINTS: 

. He should appropriately classify ouerdue debts for a period from six months to fiue years and 

more, and report them to the members, with a note regarding the effects these might haue on the 

inancial position of the society. He should also put a note regarding the probability of recouery 

of such debts. 

2. Similarly, he should ma~e a special reference to the ouerdue amount of interestfrom members. 

Generally, interest on ouerdue debts should not be credited to Interest Account but to the Ouerdue 

Interest Reserue Account. 

3. Writing off of bad debts should be after prior authorization from the Managing Committee of 

he society. According to the Maharashtra Co-operatiue Societies Rules, a bad debt can be written 

off only when it is certified to be irrecouerable by the auditor. 
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3.6 

• AUDIT OF LOCAL SELF-GOVERNMENT 

Local Self - Government 

In India, local self-gouernment refers to gouernmental jurisdictions below the leuel of the state. 

With the introduction of 73rd and 74th amendments to the Indian Constitution, the local self-
gouernance system has been recognised as the formal system of gouernance at the local leuel in 
both rural and urban areas throughout the country. In addition, state legislations also haue giuen 
power to these organisations . 
The urban local self-gouernance bodies are further diuided into Municipal Corporation or Nagar 
Nigam, Municipality or Nagar PaliRa and Notified Area Council or Town Panchayat or Nagar 
Panchayat. Similarly, the rural self-gouernance in India is structured in three layers, uiz. Gram 
Panchayat (at uillage leuel), Panchayat Samiti (at blocR leuel) and Zilla Parishad (at district leuel). 
All these local bodies are operated by representatiues elected through a democratic process by 

participation of euery Indian citizen. 

Both urban and rural local bodies are uested with a long list off unctions delegated to them by the 
state gouernments. Grants 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, seueral local taxes are 

also the sources of reuenue for them and they employ such funds for deuelopment and 
maintenance of public assets and similar other worRs. For example, urban local bodies are required 

o perform functions including general administration and reuenue collection, public health, public 
safety, education, public worRs, 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 uarious national programmers. The responsibility of maintaining the assets 
I 

created through uarious programmers also lies on them. 

Since these organizations deal with public money, audit or the accounts of these bodies are of 
immense importance to ensure transparency and accountability. 

The major objectiue of audit of Municipalities and Panchayats are enumerated below: 

a. To ensure on the fairness and correctness of contents in the Financial Statement 

b. To rep,ort on adequacy of Internal control 

c. To ensure ualue of money is fully receiued on amount spent. 
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a. T d 0 etect t e rau s an h f d d errors. 
, 

Accordingly, the auditor is supposed to consider the following general points in conducting the 

audit of local bodies: 

a. Ensure that his appointment is in line with the respectiue regulation of the local body and 

approued by the appropriate authority. 

b. Obtain a detail understanding of the rules and regulations that gouerns the operations, 

especially the financial control and accounting of the organization. 

c. Consult the releuant documents, minutes and resolutions of uarious meetings of different 

committees. 

d. With regards to uarious gouernment schemes which are implemented through local bodies, checR 

1the utilization of grant, appropriate authorization being maintained throughout and adequacy of 

accounting. 

e, Apply in depth inuestigation in areas with potential fraud such as reuenue collection, uarious 

waiuer schemes, use of casual labor etc. 

f. Wheneuer there is a pro uision of funds, ensure that the expenditure is incurred from the prouision and 
. . . . 

g. Ensure that where huge financial expenditure is inuolued, the schemes are running economically 

and is expected to generate the targeted outcome. 

~ 
r 
f 
4 
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A. Multiple Choice Questions 
1. Which of the following is not a part of urban self-gouemance system 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-gouernance system in India? 
A. Gram Panchayat 
B. (iram Parishad 
C. Panchayat Samiti 
D. Zilla Parishad 

3. The amendments that gaue the local self-gouemance 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-operatiues Societies Act, __ of the propts of a co-operatiue society 
should be transferred to a Reserue Fund before distribution of diuidend or payment of bonus to its 
members. 
A.20% 
B.250/o 
C. 30% 
D.35% 

B. State True or False 
1. The Banlling Regulations Act, 1949 is an important source of regulation in case of banlls-TRUE 

2. The educational institutions in India are mostly structured as Public Trusts- TRUE 

3. The rural self-gouemance in India is structured in four layers- FALSE 

4. Statutory audit requirements haue been couered in Co-Operatiue Societies Act, 1912- TRUE 

5. Companies (Auditor's Report) Order, 2020 is not applicable to a banlling company- TRUE 
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C. Fill in the Blanks 

1. Auditor in a co-operatiue society is appointed by the RE(ilSTER of Co-operatiue Societies. 

2. Section 29 of Ban~ing Regulations Act, 1949 deal with the form and content of Financial 
statements of a ban~ing company. 

3. In case of nationalised ban~s, the remuneration of an auditor is fixed by RBI 

4. The auditor of a banRing company is to be appointed by the Shareholders 
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