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1.0 OBJECTIVES

Aftér studying this unit, you should be able to:
e  explain the concept of auditing

e  enumerate the objectives of audit

e  describe different classes of audit

e analyse various modes of conducting audit

@  explain the qualities of an auditor.

1.1 INTRODUCTION

With the advent of large scale production verification and examination of accounting

became inevitable. Auditing is the systematic and scientific examination of the books of
accounts are records of a business. In this unit you will learn the concept of auditing

- and different classes of audit. You will also learn various modes of audit and qualities

of an auditor. . : ;

The practice of auditing the accounts of public institutions existed as early as the times

of ancient Egyptians, the Greeks and Romans. In those days checking clerks were
appointed to scrutinise the accounts of public institutions, The main purpose of auditing
during those days was to ascertain whether the persons responsible for, maintaining =
?ccounts. had properly accounted for-all receipts and payments or not, and to locate
rauds:, , : '

1.2.1 Origin of Auditing
Audit, as it exists today, -is the result of Industrial Revolution in 18th century: which : ‘ 5

~brought in its wake large scale production, steam power, improved banking facilities and
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. Whether the transactions themselves are supported by authority.”’

better mearss of transport and communication. The Revolution &lso resulted in the
increase of trading and industrial operations which required huge amounts of capital. It
was not possible for small entrepreneurs to meet the requirements of increased capital
due to their limited resources. This gave birth to joint stock form of organisation. Under
this form of organisation, the shareholders contribute capital and have no control over
the day-to-day working of the organisation. The shareholders who have invested their
money would naturally be interested to know the financial position of the organisation.
As such, the need arose for appointing an independent person who would check the
accounts and report to the shareholders on the accuracy of the accounts and the safety -

of their investment.

The system of accounting and auditing of state revenue and expenditure is believed to
have existed in India under Maurya and Hindu Kings. Kautilya in his Arthashastra had
given details regarding accounting and auditing of state finances. According to him, “all
undertakings depend on finance. Hence, foremost attention shall be paid to the treasury.”
He had also mentioned various frauds and embezzlements and prescribed punishments

for the same.

The growth of accounting profession in India is of recent origin. For the first time,
Indian Companies Act, 1913 prescribed the qualifications of an auditor and also
mentioned his powers and duties and the procedure of appointment. According to this
Act, the audit of Joint Stock Company was made compulsory. The diplomas and
cerfificates werg issued by the Central and State Governments to those who had
undergone the prescribed an Indian Accountancy Board to advise on maiters relating to
professional accounting. In the year 1949, the Chartered Accountants Act was passed
according to which the affairs of the. profession were passed on to the profession itself
i.e., Institute of Chartered Accountants of India. Further, the Companies Act, 1956
elaborated the provisions relating to the accounts and audit of Companies. Now, a
person shall not be qualified for appointment as auditor of a company unless he is a
chartered accountant within the meaning of the Chartered Accountants Act, 1949.

1.2.2 Definition of Auditing

The word ‘audit’ is derived from the Latin word ‘audire’ which means ‘to hear'. In the
olden days whenever the proprietors of a business concern suspected fraud, they .
appointed a person to check the accounts and to hear the explanations given by the
persons responsible for keeping the accounts. The audit during those days was interested
in ascertaining whether the persons responsible for maintaining amounts had properly
accounted for all receipts and payments to his principal and to locate frauds and errors.
It was merely a cash audit. However, the object of the modetn audit is not confined to
cash verification but to report on financial position of the undertaking as disclosed by its

‘Balance Sheet and the Profit and Loss Account.

It is very diffiéult to give-a precise definition of the term ‘auditing’. Some of the
definitions ‘given by different writers are as follows :

According to Montgomery, a celebrated author, “auditing is a systematic examindtion of .,
the books and records of a business or the organisation in order to ascertain or verify

and to report upon the facts regarding the financial operation and the result thereof.”

The afove ‘definition has been expanded further by Spicer and Pegier as follows :

“An audit may be said to be such an examination of the books, accounts and vouchers

of a business as will enable the auditor to satisfy that the Balance Sheet is properly -
drawn up, so as to give a true and fair view of the state of affairs of the business and
whether the Profit or Loss for the financial period according to the best of his
information and.the explanations given to him and as shown by the books, and if not, in
‘what respect he is not satisfied.” : \]

According to Lawrence R, Dicksee, “an audit is an examination of accounting records

_undertaken with a view to establishing whether they correctly and completely reflect the |

transactions to which they relate. In some instances, it may be necessary to ascertain

_R'.K.‘Mautz defines auditing as being “concerned with the veriﬁcat'xoﬂn of accounting
data, with . determining .the accuracy and reliability accounting statethent and reports.”

From the above definitions, it is clear that auditing is the svstematic and scientific
; éxamination of the hooks of a accounts and records of a business so-ar to enable the
auditor to satisfy himself that the Balance Sheet and the Profit and Loss Account are

- properly drawn up so as to exhibit a true and fair view of the financial state of affairs
- of the business and profit or loss for the financial period. In order to report on the
' financial health of the business, the auditor will have to go through. various books of

accounts and related evidence (external and internal) to satisfy himself about their
accuracy and authentieity,

+ 1.2.3 Difference between Accountancy and Auditing

1 Accountancy is mainly concerned with the checking uf the transactions recorded in
the books of accounts, extraction of the trial balance, preparation of the trading
profit and loss account and balance sheet. Auditing is the critical examination (;f
the books of accounts and checking of the financial statement for the purpose of
ascertaining the true and fair position and results of operation of a concern. Audit
does not involve the preparation of accounts but it is concerned with the detailed
examination of the complete accounting records,

2 Some times, auditor is called upon to write up the books of accounts, extract an

- agreed trial balance and prepare Profit'and Loss Account and Balance Sheet. If he
does that, he would be doing the work of an accountant and not that of an
auditor. Thus, the preparation of the accounts is not part of an audit. As an
auditor he is required to report, to his appointing authority, that the Profit and
Loss Account and the Balance Sheet have been properly drawn up and reveal the
‘true and fair view' of the state of affairs and results of operation of the concern.

3 An auditor starts his work only after the job of an accountant is completed. In
other words, there cannot be auditing without the prior existence of accounts.

124 Difference between Auditing and Investigation

1 Investigation is the examination of aécounts for a special purpose. The purpose
may be to find out the financial position of the borrowing concern or the earning
capacity of the concern, etc., whereas audit is carried out to ascertain whether or
not the Profit and- Loss Account and the Balance Sheet exhibit a true and fair view
-of the state of affairs and results of operation of the undertaking. ‘

2 f‘\n au-dit is performed on behalf of the owners of the orge,iniéation whereas the
mvc?stlgation may be carried out on behalf of an outsider who intends to join the
business as a partner or on behalf of the, proprietors When they suspect fraud in
their business. ' '

3 An audit relates to 6 months or one year period but investigation may concern
2, 3, and 4 years étc, ‘

4 Investigation is not compulsory whereas Audit is compulsory in case of Joint
Stock Company, : :

'5' The programme of work investigation depends upon the purpose of an

investigation, It is not confined to the examination of accounts but enquiry into
the relevant matters also. But auditing is conderned with the critical examination
of the" accounting records and report on the financial state of affairs.and results of
operatton of a concern for a particular financial year, '

Check Your Progress A
1 " Define Auditing.
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¥undamentals of Auditing 2 Distinguish between accountancy and auditing.

.......................................................................................................

3 State whether the'following statements are True or False.
i) Auditing of accounts is compulsory in a partnership firm.

ii)  Auditing of accounts is undertaken to detect frands in the books of accounts.

iii) A professional auditor cannot take up the work of preparing the accounts of

a company.
iv) Investigation is taken up only behalf of the owner of the entity.

v)  Investigation of accounts is not compulsory but audit of accounts is, in case
of accountant,

vi)  Accounts of an individual concern should be audited by the qualified
» professional accountant. :

vii) In ancient period the audit was confined to cash audit and not to locate
frauds.

viii) Audit of corrlpany accounts is compulsory under the Institute of Chartered
Accountants Act of 1949.

13 OBJECTIVES AND ADVANTAGES OF AUDIT

The objectives of an audit may broadly be classified as (1) Primary ObjBCthCS and
2) Secondary objectives. Let us discuss them in details.

1.3.1 Primary Objectives

The main purpose of audit is to determine and judge the reliability of the financial
statements and the supporting ‘accounting records for a particular financial period. The
Companies Act, 1956 requires that the auditor of a Company has to state whether in his
opinion the accounts disclose a ‘true and fair view’ of the state of company’s affairs,
profit and Loss Account and Balance Sheet of the state of affairs of a business, the
auditor carries out a process of examination and verification of books of accounts and
relevant documents, Such an examination will enable the auditor to report to his client
on the financial condition and working results of the organisation. While carrying out
the examination of the various books of accounts, relevant documents and evidences,
the auditor may come across certain errors and frauds, Despite such a possibility the
detecting of errors and frauds is an incidental object. However, laymen have always
associated the detection of errors and frauds as the main function of an auditor which is
not true.

At the same time audit also discloses how far the accounting system adopted in the
organisation is adequate and appropriate in recording the various transactions as well as
the weaknesses of these systems.

1.3. 2 ‘Secondary Objectlves

~.As stated above, an auditor has to examine the books of accounts and the relevant

documents in order to report on the financial condition of the business. In the process of

" 'such an investigation of accounts certain errors and frauds may be detected These are
dlscussed under the following two heads:

Detection and Prevention of Errors : Errors are of various lypes which are dlscussed
below:

-

1 . Clerical Errors : Such an error arises on account of wrong posting. For example, =~

“an amount received form R is credited to S. Though there is wrong posting still
the trial balance will agree. Clerical errors are of three types as follows:

a)  Errors of Commission : These errors are caused due to wrong posting either
wholly or partially of the amount in the books of original entry or ledger
accounts or wrong calculations, wrong totalling, wrong balancing, and wrong
casting of subsidiary books, For example, Rs. 2000 is paid to a supplier and
the same is recorded in the cash book. While posting to the ledger, the
supplier’s account is debited by Rs. 200. It may be due to carelessness of
the clerk. Most of the errors of commission are reflected in the trial balance
and these can be discovered by routine checking of the books.

b)  Errors of Omission : Such errors arise when the ‘transactions are not
recorded in the books of original entry or posted to the ledger. For example,
sales are not recorded in the 'sales book, or omission to enter invoices in the
purchase book. For example, Rs. 5,000 is paid to a supplier. The entry in the
cash book is made on the credit side hut posting to the supplier side is
omitted. Errors due to entire omission will not. affect.the trial balance
whereas error due to' partial omlsswn w1]1 affect the trial balance and can be
detected. :

c) Compensatmg Errors When two or more errors are committed in such a -

"~ . way that the result df these errors on the debits and credits is nil, they are’

- referred to as compensating errors. For example, A’s account which was to
be debited for Rs. 200 was credited for Rs. 200 and similarly, B's account
which was to be credited for Rs. 200 was debited for Rs. 200, These two

. mistakes will nullify the effect of each other. Both the sides of the trial

* balance are equally affected As such, these errors are drfﬁcult to locate
unless detailed 1nvest1gat10n is undertaken. :

2  Errors of Principle : Such errors are committed when some fundamental principle
" of accountmg is not properly cbserved in recording a transaction. For example, if
I there is incorrect allocation of expenditure or receipt between capital and revenue
or when. closmg stock is over-valued. Though trial balance will not disagree, the
Profit and Loss Account may be very much affected, Sometimes, such errors are-
" committed deliberately to falsify the accounts or unintentionally due to.lack of
knowledge of sound principles of accounting. Thus, a thorough exarhination is to
‘be done to locate such errors, ‘

Detection and Prevention of Frauds : Frauds are always committed deliberately and
intentionally to.defraud the proprietors of the organisation. If the frauds remain
undetected, they may affect the opinion of the auditor. on the financial condition and

" the working results of the organisation. It is, therefore, necessary that the auditor .

should exercise utmost care to detect such frauds Frauds may be of the followmg
types: ‘ o o S :

Frauds

“-Misapprepri‘ati‘jon or SR " .Falsiﬁca‘tion or
Defalcation . ; o . Manipulation of
| ’ : = ' Accounts; -
ek - Goods e
. . o Wi'nd?w'f“ o Secret
DR G e dressing e Reserves

As it is clear from the above chart that frauds may be clasmfied mto mlsappropriatlon

. and falmfrcaﬂoh Let us dlSCl.ISS them in detarl
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"Mx:appmpndtmn +f goods : Misappropriation of goods is very common specially

" manner that they disclose only a distorled p\-.tme and not the true picture. Thus,

Misappropriation of cash : Misappropriation or defalcation of cash-is very - ;
common specially in a big business firm, since the owner has very little control
over the receipts and payments of cash, since the owner has very little control
over the receipts and payments of cash, Cash may be mlSapproprlated by various

ways as follows :

iy Qupprewnc receipts

ii)  recording less amount than the actml amount of 1cu:1pt

ii)  Recording fictitious payments

iv) - Recording more amount than the actual amount of payment.

In order to discover such misappropriation of cash, the auditor should check the
Cash Book with origina) records, counterfoils or receipt book, bills register,
salesmen’s diary,.invoices, wage sheets, vouchers, etc. There should be strict
control over receipts and payments of cash known as "‘Internal check system””.

when' goods are not bulky and are of high value. It is very difficult to detect such

misappripriation of goods unless proper records of stock inward and outward are
maintained in the organisation. Only proper accounting for purchases and sales,
stock taking and periodical checking of qtocl\ can reduce the p0531b111ty of such

fraud.

Falsification or Manipulation of accounts : Accounts may be manipulated by
those responsible persons who are in whe 1op management of the 01gamsat10n in
oider to achieve certain specific objectives. The accounts are prepared in such a

the trug picture of ihe business js concealed and a distorted picture is revealed.
‘Manipulation of accounts may be resorted to by various means and a few may be

mentloncd as follows:

i) Charging excess or less deprccmuon
i) Writar oI ol excess or less bad debts

ili} viding for ereess or less riouh(!ul debts

V) kf)" '1~valuannu ar under- valmtum of cIosmv (tock
y) o Suppressing sades and purchases or showing fictitious sales and purchases
Vi) Charging vapital expenditures to revenue and vice-versa

viiy  Inflating or deflating expesses and incomes, efc, . ,

Window dressing : When sccounts are prepared in such a way that apparendy on
the face of it, they indicate a much better picture than actually what they are, it is

known as “windows tic sslno“ The' main ob)eatlves behmd thlS are ;. I

o to obtam further cred1t

i)  to attract prospective partners or shareholders
iii) to earn more commission when payable on the basis of performance
iv) to win the confidence of shareholders

v) to ralse the price of shares in the market by paymg hlghel dividend so that
qhares held may be sold.

Secret Reserves : When accounts are prepared in such a way that apparently on
the face of it, they disclose worse picture than actually what they are, it is kion
as “Secret Reserves”, The main objectives behind this are :

i), to avoid or reduce the tax liability
ii) to conceal the true position from the competitors

i) . to reduce the prige of shares in the. market by not paying, dividend or paying
' "{ower dividend so that the shares may be. bought at a much lower price..,

i d

Since these frauds are committed by those persons in the organisation who are at the - éﬁéic‘COHCCPﬁ

helm of affairs like directors, managers, financial controllers, etc\it is really difficult to
detect such frauds. Therefore, the auditor must be extraordinarily vigilant and should
make searching enquiries to arrive at the true position.

1.3.3 Advantages . A .

There are a number of advantages in baving accounts audited even when there is
not legal requirement for doing so. Some of the important advantages are given as
under : ‘

1 Auditing accounts carry greater authority than accounts which have not been

audited.

2 If accounts are audited then errors and frauds can be detected and 1ect1f1ed in
time..

3 A regular audit of accounts creates a scare amongst the employees of accountmg
department and also exercises a ‘great moral mﬂuence on the client’s staff thereby
restraining them to commit frauds and errors.

4 Audited accounts are readily acceptable by the Revenue authorities, i.e. Income
Tax, Sales Tax and land Revenue Departments, etc. \

5 Audited accounts facilities settlement of claims on the retlrement/death of a
partner.

6 Financial {nstitutions like Banks LIC, HDFC, HUDCO and slmllar orgamsatlons
: consider audited accounts for processing loan applications.

7 In case of Joint Stock Company where ownershlp is divorced from management,
audit of accounts ensure the shareholders that accounts have been properly
maintained, funds are utilised for the right purpose and the management have not
taken any undue advantage of their position.

8 Audited accounts help in the carly settlement of claims from the insurance
company in the event of loss of property by fire or on happening of the event
insured against,

9 Disputes betwef:n the management and the labour unions, on matters of payment -
.Of bonus and higher wages can also be settled if accounts.have been audited by an
independent person.

10 ﬁmdltowd accounts also help in the determinations of purchase puce for.a
USINess

[ The' admission of a new partner is facilitated if audited accounts of 2.to 3 year'é
available for examination. The incoming partner may decide the terms and
cgndmons for joining the partnership firm after. studying the audited balance -
sheet : |

12 The audit of accounts by a qualified auditor also helps the management on various
matters, i.e., report on internal control system of the orgamsatlon or semng up of
an internal audit department, etc, .

Check Your‘Progress B

1 List the types of clerical errors,

------
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2

Distinguish between errors and frauds.

3 What do you mean by Window dressing,

4 Fill in the blanks with the appropriate word given in the bracket :

1) When two or more errors are committed in such a way that the result of
these errors on the debits and credits is nil, they are known as
................. ... (errors or omission/compensating errors)

) i are always committed deliberately and. intentionally to defraud
the proprretors of the orgapisation. (etrors/fraud) r

 iii) The main objective of ..vi.c.vi..

.is to avord or reduce the tax liability.
(wmdow dressing/sectet reserves) '

iv) ' To detetmme and judge the reliability of the ﬁnanc1a1 statements ‘and the
supportmg accounting records for a partrcular financial perrod is ‘
'of an audit. (primary objectwe/secondary objecthe)

...................

5  State whether the following statements are True or False,

i) ' The main object of auditing is to detect frauds from the books of accouﬂts.

ii)  The allceation of amount between caprtal and revenue e'tpenditure is a
c.ompensanng error;’ :

iii) Audited accounts are free from errors and frauds.

iv)  The main purpose of auditing is to report on. the effectrveness of the intetnal ,
check syqtem of organisation.

V) Compensatmg errors do not affect the balance sheet of the company as the
trral balance does not dlsagree

'vi) - An auditor is appointed to report on the fmancral posmon of the cohpany
after carrying out an analytical examination of the books of accounts, related
documents and internal and external evidences.

vii) - An auditor who compromises on'important matters of accounting with the
Board of Directors is known as dependent auditor.

.1.4 DIFFEREN_T CLASSES OF AUDIT

There may be different classes of audit. Let us dlSCUSS them one by one.

fl, Audit under statutes : Am Audit undertaken under Statute or Law is callea

“Statutory Audit”. Audit of accounts of Joint Stock Company is compulsory
under the provisions of the Companies Act. The company audit is, therefore,
statutory audit. Under such an audit, the rights, duties, procedure for appointment,
qualification of auditor, etc. are laid down by the. statute so- that.they cannot. be

* restricted in any way by the board of directors or the shareholders of the company. ‘

—,Besrdes Jomt Stock Compames incorporated under the Compames Act audit is -

"

2

3

4

‘compulsory under the different laws that govern them in the case of following Bnetc Concepts

undertakings :

'i)  Banking Companies

ii)  Insurance Companies

iiiy Cooperative chieties

iv) Public and Charitable Trusts

v)  Local Authorities and Government Undertakings, . ‘ o .

Audit of accounts of private firms ; The Partnership Act of 1932 does not
require any audit of partnership firms, But ‘these days inost of the partnership -
agreements provide for audit of partnership accounts. As such, in the case of
partnership. firms, the anditor is not appointed under any law but by an agreement
between the auditor and the partners. The rights, duties, scope of work, audit fee,
etc., of the auditor are determined by the terms of contract. It is the duty of the
-auditor to complete his assignment in the light of the agreerent and make a
writtenn report on the work completed by him, ‘

The auditor should pay attention to the following documents and points while
conducting the audit of a partnership firm.

iy  Partnership Deed’

ii): Nature of Business. .

iii) Borrowing powers of the partners
iv)  Profit sharing ratio of the partners
v) -Partnership Act, 1932.

If the accounts of the partnership are audited by an independent auditor, the
followmg advantages can be derived by a partnershrp firm :

i) Settlement of accounts at the time of retirement death of a partner.

ii) - Easy to raise loans from different.sources, i.e., banks, ﬁnancral mstltutrons
and compames

i)~ -Settling disputes among the partners on various matters and facrhtates ‘
" admission of a new partner,

iv)  Audited accaunts are readily acceptable by the tax authormes for the ©
- purposes of assessment. : : :

31) Early detection of errors and frauds and other general beneﬁts ﬂow from an
audrt

Audit of accounts of private individuals : Audit of accounts for a sole propnetor
is optional and not oblngatory under ahy statute, It is always advisable for a sole.
proprigtor, whose income is large and. derived from various sources and the.
expenditure is also vast and varied, to get the accounts audited by a quallfied
person. The person so appointed must get clear instructions from the client -

, fegarding the nature and scope of his work, limitation, audit fee and time to:

complete the work. He should carry out the work with utmost care to avoid
disputes later on. In addition to the advantages, common to all firms of audtt, the
following advantages may be derived by a sole proprietor :

i) . .Audited accounts are readily acceptcd by the tax, authormes for the purpose
.of assessment,

i) Audited accounts are helpful after the death of the sole propnctor, in the -
preparation of estate duty accounts by the executors,

ifi). Moral check on the staff of the clrent as the staff cannot dare to comrmt toe
frauds, - ‘ S o ‘

iv) Al incomes and expenditures can be properly accounted for ‘

Audtt of trust accounts : Trusts are often created for the berefit of rel ___g_lous or-
chantab)e amstrtunons Sometimes, trusts are also created for the benefit of rmuura " , ' 13
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or widows. In both these cases the underlying idea is that the money should be
used for those for whom it is meant. A ‘Board of Trustees’ is created to look after
the property or the funds left by the Testator. But these trustees may either present
no accounts or present fictitious accounts thereby misappropriating the trust funds
without the knowledge of the beneficiaries. To avoid such happenings, a provision
is invariably made in the “Trust Deed’ for audit of accounts by a qualified-auditor.
The audit of accounts of trusts is good both for the trustees as well as for the
beneficiaries. Once the trust accounts have been audited then no one can make
unnecessary criticism against the trustees and the beneficiaries are assured of the

proper utilisation of funds.

External and Internal Audit

An audit undertaken by an independent agency is called external audit. The auditor so
appointed will carry out audit and submit his report on the financial conditions and the
working results of the organisation to his appointing authority. The audit of a Joint
Stock Company can be undertaken only by a qualified accountant i.e., Chartered
Accountant, whereas it is‘not necessary for a private individual or partnership firm to
get their accounts audited by a Chartered Accountant. However, it is always advisable to
appoint a quahfred auditor to check and.report on the accounts.

Internal audit is an mdependent appraisal of activity within-the organisation by specially -
assigned staff. Internal auditor is an employee of the organisation and his work, duties,
rights and responsibilities regarding audit are determined by the management. He does
not enjoy independent status. He has to evaluate the correctness of the accounting
records, accounting system adopted in the enterprise and the internal control system
followed in the organisation. It is not necessary that an internal auditor be a Chartered

. Accountant.

1.5 MODES OF AUDIT

An auditor may conduct audit on continuous, periodical or interim basis. Let us dlSCLISS
them in defail :

1.5.1 Continuous Audit

A continuous audit is one, where the auditor’s staff attends to ’the checking of the
accounts work at appropriate intervals, say, ‘weekly, fortnightly or monthly during an
accounting period. In this system, the audit proceeds as accounting progresses.
Continuous audit is followed in big organisations where numerous transactions of varied
nature are to be checked and where the audrted accounts must be ready immediately

after the close of the financial year.

Advantages '

1 It facilitates detzuled #nd exhaustlve checking of the accountmg records and related
‘ documents as' the auditor gt:ts sufﬁcrent time at his disposal. :

2 Errors and frauds are: qu1ek1y detected and rectified as the auditor checks the
accounts 4t frequent intervals. :

3 Smce the audijtor pays surprise visits to hrs ‘clients, it exercises moral check on
the staff of the client and as such, they keep the work up- -to- date and date not
commit frauds,

4 The audltor can keep himself in. constant touch with the activities of the business
concern. He can give proper attention to all the relevant points necessary for
efficient performance. of his job. - .

5 Since audlt work is carried out thoroughly throughout the year the audited final

-accounts can be presented to the shareholders soon after the close of the ﬁnancxal

year without any wastage of time,

6 It facilitates preparatron of interim accounts when the question of dec]aratmn of
- interim dmdend arlses ‘

7 Since the audit work is uniformly spread over the year, there is no pressure of -
work at a particular point of time. Proper planning of audit can be made in
advance and the audit staff can be kept busy throughout the year

Disadvantages

1 Figures of the accounts already checked by the audit staff can be tampered with
by the staff of the client.

2 Audit staff may not complete the work on each visit. As a result, they may forget
to clear off the queries or to follow the work left on the last visit.

3 Continuous audit is not economical for small enterprises.

4  Accounting Work.of the client may be dislocated by frequent visits of the auditor
and thus, lots of inconvenience may be caused to the client,

5  The audit staff may be required to take extensive notes in order 10 avoid any loose
ends and alteration in figures between the two visits.

However, these limitations of continuous audit can be overcome if the auditor strictly
prohibits the clients staff not to change the figures and pass journal entries to rectify the
errors discovered. Special ticks and coloured pencils may be used to discover the
changed figures. As far as possible the work-at each visit must be conpleted and notes
u.gardmg the incomplete work or queries be kept in the current audit fife.

1.5.2 Periodical or Final Audit

A periodical or final andit is onc where the auditor takes up the audit work only at the
close of the financial year when all the accounts ate balanced and.a trading and profit
and loss account and the balance sheet are prepared. In the case of such an audit, the
auditor visits his client only once a year and completes the entire audit work at t;ne
stretch. This form of audit is convenient and useful specially in the case of small
business houses.

,Advantages

1 Auditor attends to the work at a particular trme and completes the whole work at
one stretch. .

2 There is no danger of the Ciient’s staff being changing the figures as the entire
records rerpain in the possession of the auditor until the audit work is complete,

3 There is no dislocation in accounting work und inconvenience to the client's staff
as' the audltor comes only fora hxcd perrod in a year,

4 Periodical audlt is less expensive and as such it is specially suitable for small
busrness houses

5 Thele is no ‘possibility of losing: the thread of work of the audrtor since the entire
work is completed in one stretch.

Disadvantages

1 As the detailed checking is not possible there are greater chances of errors and
frauds remaining undetected

2 The presentatron of audited accounts to the propuetors specxa]ly in case of Jdmt
Stock Company i is delayed and as such decl’n'mon of dividend is also delayed. .

3 Periodical audit is not suitable in case of. big business houses.

1.5.3 Interim Audit

v

It refers to an audit Wthh is conducted for a part of the accountrng year for some -
;pemfrc purpose, such as, declaration of an interim dividend by a Joint Stock Company.
n other words; 1t 1s ah audit which is conducted in between the two annual audrts. _'

I p

[N
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Advantages

1 Interim audit facilitates the work of final audit. -

2 This audit is helpful when preparation of interim accounts becomes necessary for
the purpose of declaration of interim dividend.
Errors and frauds can be detected more quickly.

4  This type of audit exercises moral check on the staff of the client since it is
conducted during the course of the financial year.

Disadvantages

1. Chances of altering figures in the accounts which have already been audited
cannot be ruled out,

2 Since the audit staff are required to make addmonal notes after the completion of

’ interim audit, it puts much strain on the audit staff.
Interim audit involves addmonal time and work. :

1.6 QUALITIES OF AN AUDITOR

An auditor to undertuke the audit work of a Joint Stock Compény must be a Chartered
Accountant within the meaning of the Chartered Accountants Act, 1949. Besides, the
professnonal quahﬁcatrons of an audltor should also possess the following qualities :,

1

10:
11

12

13,

“An ‘auditor should have the. thorough knowledge of accounts. It would be difficult

for a person to check the accounts if he- does not understand how accounts ‘are
prepared in different businesses. v

- He should be fully conversant with the various laws of the country such as Income
‘Tax, Sales Tax, Company Law and other relevant laws.

He should possess through knowledge of the theory and practice of auditing. .
' . : . : : t
He must be honest and. possess high moral standards. He should never put his
signature or certify any document unless he is satisfied. In London v/s General
Bank case, Lord Justice Lindley observed “An auditor must be honest, that is, he

must not certify What he does ’not believe to be true .

He -should have the capability of understanding the technical detalls of clients’
business.. He should tactfully ask questions from his clients to obtain the requisite

information .o as to enable him to underStand the technlcal nature of the
transaction. o

He should be constantly'vigilant so that during his checking he should be able to

.detect frauds and errors: and present an accurate picture of the accounts of the -
~ organisation, :

He should maintain complete secrecy of the business of which he is auditing the *
accounts, He should not dlvulge any conﬁdentnal 1nformanon gathered during the
audlt : \ ‘

He should carry out his dutiesrcheerfully and conscientiously He niust have the
courage of his conviction and show 1mpart1ahty in his work, '

The work of an audltor is mechanical in nature. He should show consrderable
perseverance and should not. s1gn the report unless fully- satw.ﬁed

He should be .able to write his report wrthout ambiguity.

He should prove to be an independent person and must not compromlse on
important lssues with his appomtmg ‘authorities. ,

He should not approach hlS work w1th susplcron ie., w}th the foregone conclusron

' -that there is somethmg wrong - ‘ e S _ .

"He ShOllld be reasonable in his attltude and must have patlence to. hear arguments

e e s

g s i,
v

14 He should be 1mpart1a1 methodical and pamstakmg

15 He should be courteous so that he can inculcate faith and confi dence in the mmds
of his client’s staff.

.Check Your Progress C

1 - Distinguish between external and internal audit,

......................................................................................................

......................................................................................................

.......................................................................................................

......................................................................................................
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.......................................................................................................

-------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------

4  Fill up the blanks with éppropriute word given in-the bracket.
i) - Interim audit ....... e e e the work of final audit. (facilitates/hampers)

oo i) e ———————— audit is less expensive and suitable for small business
b houses. (periodical audit/continuous audit) '

" jii) An audit undertaken by an independent agency is known as
........... veesreveeerss (Internal audlt/extemal audit)

iv)  Audit of accounts for a ................. . is optlonal and not oblrgatory under
any statute. (sole proprietor/Joint Stock Company)

5  State whether the following statements are True or False.
1 i) . Interim audit is compulsory under the Indian companies Act, 1956. '
iiy  Periodical audit is an internal audlt undertaken by an independent agency
| iil) Periodical audit i is compulsory for a Banking Orgamsatton

"iv) Continuous audit helps the company to present its audited accounts to the
rshareholders 1mmed1ately after the close of the financial year.

v) In the perrodlcal audit the audlt report is not submltted by the audltor.

Basls.mw
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. Origin of audit dates back to the period of Mauryas and Hmdu ngs in, Indra
" . However, the growth of Accountmg Profession in India is only of recent origin. The
- Companies' Act, 1913 made the audit of accounts of- Joint Stock Companiés’ ccmpufsory.
- for the first time, In 1949, Chartered Accountants Act was passed and accordmgly the ‘
!Instltute of Chartered Accountants of India was established. As a consequence, the e
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affairs of thc profession were passed on to this Institute. Thereafter, the Companies Act,
1956 elaborated the provisions relating to accounts and audit of companies.

Auditing s the systematic and scientific examination of the books of accounts: and
records of o business to enable the auditor to satisfy himself that the Profit and Loss
Actonsi oo tlic Balance Sheet are properly drawn up so as to exhibit a.true and fair
view of the . nancial state of affairs of the business and profit or logs for the financial
peris

The e oniiting has been distinguished from accounting and investigation. The main
point ol distinction is that accountancy is concerned with the preparation of financial

statements whereas auditing is concerned with checking of these financial statements and |

reporting on the financial position and results of operation of the organisation. In
Investigation is undertaken for some special purpose i.e., to determine the extent of
fraud or to determine the purchase price of the organisation and the like.

Objectives of audit are broadly classified into: (a) Primary objective, and (b) Secondary
objective. Primary objective of audit is to substantiate the accuracy of the financial-
statements prepared by the accountant while the Sccondary objective is to detect the
prevent errors and frauds.

A number of advantages can be derived from getting the accounts audited by a qualified
auditor, such as early detection of etrors and frauds, reliability of accounts, settlement of
various types of claims, securing loans from banks and other financial institutions, etc.

Audit is classified. into various types, namely, audit under -statute, audit of accounts of
private firms, audit of accounts of private individuals and audit of trust accounts. An
auditor can adopt any one of the modes to conduct his audit of an organisation, namely,
continuous audit or periodical audit or interim audit.

Besides being a chartered Accountant, an auditor should possess certain other qualities,
such as, knowledge or relevant laws, intelligence, tactfulness, vigilance, honesty and
integrity, courage, impartiality, broadmindedness, patience, perseverance, maintaining
secretary of his client, commonsense etc. '

1.8 KEY WORDS

Auditing. : Systematic and scientific examination of the books of accounts and records
of a business as to enable the auditor to satisfy himsclf that the Balance Sheet and the
Profit and Loss Account are properly drawn up so as to exhibit a true and fair view of
the financial state of affairs of the busmess ‘and proflt or Toss for the financial period.

Continuous Audit : An audit whlch mvo]ves a clemled and exhaustive examination of
the hooks of acCounts at reégular’ mtewals throughout the yezu alom5 with'the" accounting .
work,

Errors : Mistakes committed innocently and unknowingly while making =ntries in the

books of ‘accounts. \ , o ,
Frauds : Fictitiops entrles nmde in thc bool\s of accounts with celtam motlves

Interim Audit : An. 'Il.ldlt whleh is conductcd for a part of the accountmg year for some
specific purpose '

Investlgatmn Exammatlon of accounts for a spec1f1c purpose

* Qualified Auditor: A. person. who is a chartered Accountant w1thm the meamng of the

chartered Accountants Act, 1949,
Statutory Audit: An audit undertaken under any specific Statute or Act

Truoe and Fair View: A phrase which means that the hnanmal statements must not
contain anythmg which is untr ve, unfair, unlawful, immoral and uncthlcal ie., the
fm'mcxal staterhents must not . contam errors' and frauds.

Trust Iusututlon created mamly for the benef { of rehglous and chantable purposes It '

may also be.created for the beneflt of mmors And w1dows

B -

"

1.9 ANSWERS TO CHECK YOUR PROGRESS

A3 D) false ii), False iii) False iv) False
v)  True vi) False vii) False viii) False

' B4 i) compensating errors ii) fraud iii) secret reserve iv) primary objective

5 i) False i) False fii) False iv) False
v) False vi) True vii) True :
C4 i) facilities 1i) periodical audit iii) external audit iv) sole proprietor

5 i) TFalse i) Fase i) Tree iv) True  v) True

1.10 TERMINAL QUESTIONS

1 Define the term ‘Auditing’.
9 Differentiate between Auditing and Invesfigation
3 What is continuous audit? Discuss its merits and demerits,

4  Distinguish between Interim and final Audit.

-5 List five important qualities of an auditor.

6  List five advantages to a private firm for getting the accounts audited.
7 Discuss briefly the main and subsidiary objects of audit.
8  Briefly explain the following:

a)  Errors of commission

b)  Errors of principle

¢)  Prevention and detection of fraud

d)  Origin of auditing. -

Note: These questions will help you to understand the unit better. Try to write
answers for them, But do not submit your answers to the University. These

are for your practice only.

Basic Concepts

‘
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3.0

OBJECTIVES

After studying this unit, you should be able to: -

explain the concept of audit planning
describe various preparations before audit
analyse the major aspects of auciit programine
explain the audit note book -

describevthe contents of working papers

explain the concept of routin'e‘checking and test checking,

3.1 INTRODUCTION

In Unit 1 and 2 you have learnt the basic concepts of auditing and the role of internal
control in auditing. Audit planning is an another important area which is an essential
process of systematic verification and organised examination. In this unit you will learn
the concept of audit planning and the basic considerations in getting ready for an audit.
You will also learn the method of recording the audit work and the alternative and

supplementary techniques of audit checks.

3.2 AUDIT PLANNING

In almost every branch of modern economic activity, there is the need for planning.
Planning in audit operations too has been considered as an essential step to a productive
utilisation of efforts. This gives an opportunity to organise the ditferent aspects of audit
work including vouching, verification, valuation, expression of opinion on financial

statements and submission ef auditor’s report,

3.2.1 Process of Planning

Planning is a process of doing a job in a systematic and methodical manner. Planning
defines: (a) What to do? (b) How to do? (c) When to do? and (d) Who will do?
Planning is an organised approach to complete a task in minimum time at minimum cost
and with maximum efficiency. Planning is needed to coordinate the work and complete

' the assignment effectively. It is schedule of activity prepared in advance so that

significant areas receive the required attend or the jobis completed speedily, the work is
allocated among the available staff properly. It ensures that something which is relevant
does not get neglected. Planning, therefore, controls progress and assists in achieving the
target on time. It also helps in enhancing the quality of output. It is thus the way to
promptness and perfection in performance. ‘

3.2.2 Purpose of Planning

‘ The.major purposes of planning are : -
1 To work with each other and with the people who will carry out the plans
2 To clarify objectives '
3 To set goals for each division
4  To establish policies and standard methods to guide those who do the work
5  To develop programmes, strategies and schedules to keep the work moﬁng
towards the objectives
6 To spell out how detailed the plans should be
7 To decide who should participate in formulating policies and
.8 To determine how much freedom of action should be given to subordinates.

Let us now discuss the considerate methods and importance of audit planning in
 particulat. :

323 Considerations in Audit Planning

The Auditing Standards.and Guidelines have placed considerable emphasis on audit
planning. It states that the auditor should adequately plan, contro] and record his work at
each stage of its progress. This is mainly to ensure that the audit is carried out
effectively and efficiently. The-aim is to provide an efficient and economic service
within an appropriate time scale, The exact form and nature of audit planning, however,

should_bé governed by the following .considerations:
us size and complexity of the company,
the commercial environmient in which it operates;
 the method of processing transactions; and ‘
the rejmrting requiréments to which it is subject to. -

FS TSR S o

Audit Planping;
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A proper consideration of these fac
tors will enable the auditor to a
reciate the
1zinld transactions likely to have a significant effect on the financial Is)tiltements Aﬁvr? "
elps in designing an appropriate audit approach to the assigned respon51b1hty °

324 Importance of Audit Planning

Planning is an aid to good management. Adéquate audit planning :

1 establishes the intended means of achieving the objectives of the audit;
2 assists in the direction and contro} of the work |
3 ensures that atfention is devoted to critical aspects of the audit

4

ensures that the work is completed expeditiously.
3.25 Audit Flow Chart

f’l!;l;fodlfferent stages involved in audit planning may be demonstrated throvigeh the
wing. Audit Flow Chart which shows the sequence of operations in augdn work.

Ethical Clearance from Previous Auditor

l

Letter of Engagement

Acknowledgment from Client

SUCCESSIVE STAGES OF APPROAC'H TO A SYSTEMATIC AUDIT WGRK

1 Find Out the Background and Operational System. in Theoiy_J

. r : | |
2 ! Discover the Operational System in Practice I
3 ( Identify the Strengths and Weaknesses of the System j :

4 Evaluate the Relative Effect ’
‘ ect of S :
. Operational Area trengths and Weaknesses in Each major

5 Determine the Reliabili '
ity of the Underlyin
Preparation of the Financial Statementsy & Rocords & 2 Basis for

|

6 Ensure that the Financial Statements are in A
Records.

Form an Opinion on the Acco
unts — Whether they Gi
and Comply with Statutory and Other Requxrement}; e # e gnd Falr Vlew

8 Express Opinion in the Audit Report

greement with the Underlying

3.3 PREPARATIONS BEFORE AUDIT

o : T
ccordmg to P.A. Bird, the basis of the modern approach is that in most cases the best

method of audltlng, before the stage of the ‘critical rev1ew of the dccounts, is

a)
b)
c) ’

d)

e) .

Thus
audit

3
4

to ascertain the client's system of internal ‘control, Audit Planning

to record it,

to corroborate that it is in fact working

to evaluate it, and only then

to carry out further work in the areas that the evaluation has shown to the weak.

the auditor, before taking final decrsrons about the manner in which a particular

is to be conducted, should :

- consider the audit approach proposed to be adopted;

estimate the extent to which reliance may be placed on internal controls of the
company; A
identify any aspects of the audit which need special attentmn, and

take note of any additional work which has been agreed to be undertaken

3.3.1 Preparatory Procedures

1

10

- The procedures preparalOIy to an audit are as follows :

Review matters raised in the audit of the previous year which may have
continuing relevance in the current year

Assess the effects of any changes in leglslatlon or accounting practice affecting the
financial statements of the company

Study interim or management accounts where these are available

Consult the management and staff of the company about the trading circumstances
and significant changes in the business or its management '

Identify any significant changes in the accounting procedures of the company (i.c.

a new computer-based system) .
Ascertain the timing of significant phases of the preparation of the financial
statements

See the extent to which analyses and summaries can be prepared by the employees

of the company
Estimate the relevance of nay work to be done by the internal auditors of the
company - , .

- Déterming the number of audit staff required, the experience and specml skills they

need to possess and the timing of their audit visits

Allocate the work to be undertaken and the procedures to be followed between the
joint auditors, if any.

332 Considerations Prior to Commencement

The major considerations before the commencement of audit are as follows:

1.,
2

‘Ensure. that the appomtment is in order under the provisions of law

Enqulre from the retiring auditors the reasons for the changes, if the appointment
is in place of another, auditor

Oblain necessary information and instructions about the nature of work scope -of
duties, expected date of completion of audit, audit fee, etc. -

Examine the accounting system followed by the company and identify the
weaknesses, if any

Get a list of various books mamtamed those who maintain them and their
specimen srgnatures , : NS : ‘

Ascertain the system of: internal: control from the company: and evaluate its.

... effectiveness, . ..

39
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3 Why do we try to ascertain the

7 Collect a list of the different officers of the company, their duties and powers and
their specimen signatures ‘ .

8 Visit the works and acquire some technical knowledge to develop familiarity with
the nature of the operation '

9 Ask the company to balance the books, prepare the final accounts, arrange the
vouchers in order, finalise the debtors' and. creditors’ schedules and file important
legal papers, contracts, list of securities, etc, : ‘

1t} Procure p copy of the audited balance sheet of the previous year and ensure that
the opening balances of the current year tally with the closing balances of the last
year

11 See the guditor’s report of the previous year and fake note of the state of affairs
last year or the points raised by the previous auditor.

12 R?fcr to _thzf accounting and financial provisions of the Article and Memorandum
of Association of the company and of its prospectus and

13 Find out if some important resolutions bave been passed at the meetings of the

Board of Directors and obtain copies of the minutes affecting accounting matters
of the company,

Check Your Progress A

{ What factors should be taken into account in Audit Planning?'

2 Why do we need Audit Planning?
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1) Auditors must work in consultation .with the

iii) If errors continue in accounts owing to a defective system accounting
followed by the company, the auditor is not responsible for the correctness
~ of the financial statements.
iv) Major recommendations of the Board of Directors in respect of financial
-matters of the company need- not be seen by the auditor. :
v)  Adequate preparations in advance of commencement of audit work make the
job easier.
vi)  An auditor is not responsible for negligence in duties shown by his staff in
course of checking.

6. Fill in the b‘lanks.'

i) A list of books of account must be ......ooiiiieriiinninn by the auditor before
commencement of audit. '

i) Itis i .. for the auditor to do the entire checking of accounts
himself. '

iii) Balancing of books of account is the responsibility of the reerererann e

iv)  An auditor should ............. ..... the effectiveness of the system of internal
control before conducting audit.

v)  An auditor must be ... in giving his opinion on the set of accounts

which he examines. v
vi)  An auditor must be .............-....... about the significant changes in the |
‘ accounting procedures of the company. ‘

34 AUDIT PROGRAMME

Audit Prografhme is an outline of procedures to be followed in order to arrive at an

“opinion concerning the financial statements of a company.

3.4.1° Main Features of Audit Programme

The main features of an Audit Programme are as follows:

1 It is a method of planning, supervising and controlling the audit performance.

2 It is a systematic approach to audit. N ‘ '

3  Itis a planned procedure of examination and steps of verification.

4  Ttis a detailed plan of audit techniques to be adopted and applied for achieving
the objectives of audit. o : S ‘

. . , ‘

5 It specifies the work-to be done and the manner in which it should be completed -

within the estimated time. ‘

6 It shows the tasks to be carried out and some relevant instructions to the audit -
 staff in respect of the extent of checking to be dong for examination of evidence.

As part of audit planning, it is advisable that the auditor prepares a written programme

of audit tests to be performed in respect of the company under audit, He should then
tick and sign the appropriate section of the programme as the work is completed, =~

34.2 Parts of Audit Programme

‘An Audit Programme should normally have two parts: ) )

1 Detailed Audit Programme showing the work required to form an opinion on the

. reliability of the books as a basis for the accounts; and '

2 Balance Sheet Audit Progljamnie'shbwing' the work vnccessa'ry:fdr' the verification
of the items appearing in the Profit and Loss Account and Balance Sheet of the -
company. .’ . : - S v

Audit Pinnning
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ddd Objectives of Audit Programme
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3477 Advantages of Audit Programme

Benefits of Audit Programme are as follows:

1 Gives a clear set of instructions to the audit staff on the work to be carried out;

c 2 Provides an up-to-date record of the progress of the work;

3 Documents the names of the staff who performed the different sections of the

audit;

4 Offers an opportunity to the supervisors, auditors or their partners to review the
work done;

Avoids duplication of work;
Reduces the possibilities of getting a work overlooked;

Keeps an evidence of work performed against the charge of negligence;

oo ~y O W

Distributes the work among different levels of staff commensurating their
qualifications with the nature of the job to be done;

9 Enhances the efficiency of the audit staff,

10 Maintains cominuity‘ of audit work despite changes in the placement of the audit
staff}

1l  promotes uniformity in the andit work;
12 Serves as a guide to audits in subsequent years;
13 Shows a total perspective of the work to be performed;

14 Allows an easier planning, identification and segregation of the job and the
personnel needed to complete them; g o

15 Minimises the risks of audit and makes it a systématic, organised, coordinated and
planned exercise;

E
|6 Assigns responsibility to audit staff; .
17  Helps control of various audit assignments al a time; and

18  Facilitates the final review of the audit work before the report is signed.

3.4.8 Limitations of Audit Programme

" Audit Programme, however, has the following limitations :

1 Makes the work almost mechanical — sometimes the work is done without
understanding the objectives behind it. ‘ o, ‘

2 Gives rigidity of approach — the required flexibility to devote additional attention
to some critical areas becomes difficult. .

3 Discourages personal initiatives or efficiency on matters which demand some
more time Or energy. - .

4  Disclose to the company’s staff the tests being perfOrrhed and the part of the work
‘which has already been completed. ' o

_Yet it must be appreciated that the concept of Audit Programme has enough usefulness
.in the process of audit. A realistic assessment of the situation and a careful planning
of affairs, therefore, can very well remove the above limitations of the Audit ‘
Programme. : . ‘ -

35 AUDIT NOTE BOOK

An Audit Note Book is a sort of diary maintained by the audit staff recording their
difficulties and experiences in course of audit, matters for discussion, special points
observed, cnquiriés made, queries raisgd, replies received, correspondence recorded, ete.
It serves as a sotrce of information about the audit work and the points which need to
be remembered. It also gives the benefit of being a continuous link in audit work, as it
records the work completed as well as the matters awaiting further follow up.

Audit Planning
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An Awdit Note Book combines recording of : (i) General Information in respect of the' :

Fomdanorninle of Audiling
audi, and (i) Special Points of significant matters observed during the audit of

acaunts,
2
3.5.1 Contents of Audit Note Book R RN TP RROTOOIPIUPPTPPPPOPI e fereenrtesseriabirrrtesteaae e ares
An Audit Note Book usually contains the following information : Ciiieriiiiaseas fvriaanens T U OPPPPPTPPPPPPIPED IR feerrretareeeaarareeeas
I List of books of account in use in the company . e e teieeta e e eaas e e treererareeras .
2 Nature of the business carried on in the compan);
+ Naumes ofthe priceipal of | . ‘ e I
s pal officers of the company alongwith their powers, duties an ‘ ‘
responsibilitics. powers, duties arid 3 What is an Audit Note Book?
4 Syﬁ‘clﬂ of ﬂccounting and internal control in Opefﬂtion ,,,,,,,,,,,,,,,,,,,,, Jessdreieis PP TR TR RY aiersasascsearen I Y T TR R R T T )
5 Technical terms used in the business TR UOPRORPRN STTUPRN TP UUTTOPOPOTRRRPPPI Creseressesersierirasains
6 Relevant extracts from the minutes and contracts ‘ ST O PP PP P T PRSP EP LR LT R R L AL sesrenes rveseneereeness
7 Major provisions o the A Cveeerneean et iberererrre s eies
rticles and Memorandum of A ‘ i
accounts and audlt Ssoclanon ﬂffCCﬂng ........... semvyee MassaasareRLLEL Jesiestetsatsttsatintanicandy drevaasescartaatietaagtavataa st
8  Financial and administrative structure of the organisation 4 , 4  What matters should be specially recorded in an Audit Note Book?
9 Particulars of financial and accounting policies followed by the company T O P P TP TTITL L TTUUC ISP S TUOC PP P Cerrereees .- ,
10 Points awaiting further explanation and clarification TTIII T L
1F Queries in course of audit and their disposal ‘ ‘
l i H. . ) } ) JEeddleabiiiausbarscrninaane cesdrsesnass Pesarssan voesasresmasanay Crennans aaessaea wens PP IY
2 List of missing vouchers which need duplicates or certificates of payment ’ N . ‘ .
13 Mistakes and errors discovered during the audit L r ek eiriecrniirtrensiseysasaransis Cieerariens
14 Matters 10 be discussed with the auditor , ' - ‘ ’ 5 State whether the following statements are True or False :
15 Dates of commencement and completion of the audit w0rk C ‘ ‘ s b An Aodt Programme meed ot be in wntmg
16 Totals . : i) An Audif Programme guides the work to be done and the methods whrch
oo or balances of important books of account o S f'?, 1 should be adogpted for gcompletmg it. o '
oints to be included in the auditor A ‘ R
An Audit N auditor’s report, ‘ “{ii) An Audit Programme serves as an evidence of a true and fa1r view of the
n Audit Note Book, therefore, tak ‘ ‘
es note state of affairs of the company ,
audit, unsatisfactory arrangements, weak f? f all irregularities identified in course ‘of the
consideration af the time o eifiat erf nancial administration, special points of iv) = An Audit Programme shows how the ﬁnanc1a1 statements of the company
1
future reference. on of final accounts and important matters for o - were prepared. ’ ' ' ' ' -
352 o ' ST ‘ v)  An Audit Programme should take note of the effectrveness of the system of
3.2 Usefulness of Audit Note Book  internal control followed. by the company.
The advantages of an Audit Note Bo Kk ' vi) . An Audit Programme will help in fixing respons1b11mes and knowmg reasons
1 Records important o why a particular checking was not done effectively.
matters relatin .
2 Facilitate preparati 8 to the audit and h°1PS future reference . ~ © yii) - Distribution of duties to audit staff for checking of accounts should
; paration of audit reports . R , »  invariably be made in consultation with the management of the company S0
, Assists the auditor in assessing the effi iciéncy of his taff ' ‘ T ‘ that they work together to complete the task in time, :
4 oo sta ‘ o : .
gc;ves as a reha‘ble documentary evidence j In support of ) ! viii)  An Auditor should revised his programme if his staff advises. him to make
efence for negligence pport o the audrt work and asa some changes in the time allotted for checkmg of books of account.
5 Pro ‘ :
g vides gurdance to the audit staff at subsequent audrts T P ' ix) An Audit Note Book mamtamed by an audit staff need not ‘be shown to the
Helps framing of future audit programmes takin R | aaditor. |
g note of rcime e gip
the weaknesses identified - X) Materral errors and frauds drscovered dunng the audrt should be recorded in

in the system in course of exammatmn
de _ the Audit Nnte BODk

Thus an Audit Note Book i
the audit,

18 normal intai k ’ |
ally mamtamcd to: record important points affecting

36 AUDIT WOR_KING PAPEﬁs

Check Your Progress B
I What is an Audi o ‘ L -
Audit Programme? ' T oy 5 ‘ IR
S SR el e o ,'Aucht Workmg Papers are- written pnvate materials prepared by the auditor for each -
o B - audit separately Such papers include :- o FEEE
R A ‘ 1 relevant accounting mformatron obtamed from the company,

~

: r T 2 methods of exammanon used m course of audrt
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U amita s comelusions alongwith their reasons, and

hivigctd shtenents,

Aadst Working Paper: incorporate essential facts about accounts $o as to serve as a
warre al referetve Juring the audit as well as during the subsequent years of audit
rebirute, Sk puprs are preserved by the auditor to record the work done and provide
the suoounting information relevant to the assignment,

et Purpose of Audit Working Papers

Ao - 7ol L P, g : : )
Advquiste: Warking Papers are prepared and maintained for the following purposes :

1 tie show the nature of work done and the persons who did it;
2 tov keep the explanations and inf i |
R s and information received
: an ich’
they were obtained; and  the source through which
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- an evidence of the work done by the auditor and

36.2  Objects of Audit Working Papers
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1 apers provide :
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details of the work carried out by the auditor,
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sihedules in support of the accounts, and
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6.3  Reasons for Audit Working Papers

The main reasons wh

y the preparation of Audit

standard 1 £F Nt i i :
ndard audit activity are : Working Papers is supported as a

F

6

to satisfy the auditor,

througl i . k
work delegated by hi 8t a review of the actions of his subordinates, that th
» LNE e

m has been properly performed;

“ s i . . . ’
| .
’

enab
le the person conducting an aydit control
W

to ascctjtain if the accounts
respongibility; and
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\ hat he is doing;
show ir vi ‘
atrue and fair view as g part of the audit
C udi
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6.4  Allocation of Audit Working Papers

Audit Working Papers should normall

1
2
The

audited durin , per o .
TR 4 the ¢ . 5 relates primari .\
continuing importan ily to the set

1 ¥ be divi
Current Fife, and » 1ded ‘bth‘een the following two fileg -

et

Permanent Fjje
Current I+
ile of
b : of accounty being
°T, contains matters of

>

ermanent. File, how
or the audit

3.6.5 Contents of Current File . -~ - T T I

The usual contents of a Current File aie those working papers which are of utility only
in the year of audit. ‘ :
Example of Audit Working Papzrr - be placed in a Current File arc as follows :

»

I A copy of the accounts on wi'  the auditors are reporting, authenticated by
' ditectors’ signatures ' '

2 An Internal Control Questionnaire or other record designed to ascertain the
adequacy of the system of internal control ‘

3 An Audit Prograrnme.supplemented by particulars and dates of the work carried
out and precise details of audit tests and their result

4 A séhedule for each item in the Balance Sheet, preferably including comparative
figures showing its make-up and how existence, ownership and value or liability

have been verified S .

5 A schedule supporting each item in the Profit and Loss Account, preferably
including comparative figures and such other items in the trading or subsidiary

accounts as may be necessary

6 A check-list concerning compliance with ‘statutory disclosure provisions '

7 A record showing queries raised during the audit and their disposal, with notes
where appropriate for attention for the following year.

8 A schedule of important statistics or working ratios; significant variations will need
to-be explained ' ' o ‘ -

9 A record or extract of minutes of meeting of the directors and shareholders

10 Copies of leiters to the company sefting out any material weakness or matters with
which the auditors are dissatisfied in respect of the accounts or control procedures

|1 Letter of representation, i.e. written confirmation of information and opinions
expressed in respect of matters such as stock value and amount of cuitent and

contingent liabilities.

Thus a Current files relates primarily to' the set of accoun‘ts bging audite’d.'

3.6.6 ~Contents of Permanent File -

A Permanent File should contain matters of continuing importance affecting the -~
company or the audit. This file should normally include the following :

1 Memorandum and Articles of Association and other apprdpﬁaté statutory or legal
regulations ' :

Copies of other documents and minutes of continuing importance

A short description of the type of business carried on and the places of business

List of accounting records and responsible officials with plans of organisation

wm & W N

" Statements showing a note of any accounting matters of importance such as
*history of reserves and bases of accounting methods adopted - '
6 The company’s according instructions on internal accounting, internal auditing and
stock-taking. ‘
Thus a Permanent File contains papers relating to some basic information of 2
contingous nature, such as the constitution, organisation, management, policies, systems
_.and procedures of the company. , L
" The contents of Audit Working Papcr§, therefore,(includc : (8) Audit Programme
%) Details or Queties (c) Detailed Schedules (d) Important Confirmations
(o) Wanagement Certificates (f) Relevant Abstracts (g)'Relatin'g‘C‘otreSponden‘ce
(h) records of Balances (i) Significant Points (j) Audit Assessments (k) Major
Conclusions. o . ' o T
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2 What are the different types of information which sh

3.6.7 Importance of Audit Working Papers

The advantages and importance of Audit Working Papers are as follows :
! Guides the auditors as to what work has been performed

2 Supports the audit conclusions

3 Summarises all significant matters identified which may require the exercise of
judgement

4 Records the relevant information received from the management as well as from
third parties

5 Demonstrates the facts which were known at the time the auditor reached his
conclusion and that, based on those facts, the conclusion was reasonable

Improves the efficiency with which audit is conducted

6

7 Helps to instruct the audit staff
8  Facilitates delegation of work
9

Provides a means to control the quality of the audit work

10 Serves as a documentary evidence of the care and ski ,
. . skill empl d
during his examination ployed by the auditor

11 Maintains confidentiality and safe custody of f. .
\ acts di i
investigation y of Tac scovered through audit

12 Acts as a basis for weaknesses i i
in the internal control system being poin
' e
the company and auditor’s advice in those areas E pointed ot to

13 ' Assists audit planning in succeedi . ces.
| ce . . .
e ooty g eding years on the basis of the audit experiences of

14 Expedites finalisation of audit report .

15 Identifies points docy icies o ‘
. ments, policies or i i i
aitention in the future p | transgcuons which need particular

16 Outlines the appropri i .
' "1e appropriate sequence of audit operations suita isati
after the required changes made in course oﬁ/eriﬁcation ple (o the Ol'gamsat‘lorl
Au v [} M .
it Worktng Papers, therefore, have much utility in a methodical'syste;n of audit
o ' ok

Cl.m;k Your Progress C

1 What is the main purpose of Audit Working Papers’; '
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37 ROUTINE CHECKING

Audit Planning

....................................................
......................

......................................................
................................................

4  How can Audit Working Papers help the auditor?

......................................................
................................................
.........................................................
................
...............................................................................................

R T AL EE AR LR R AR

“ 5' State whether the following statement is True or False:

i) A copy of the Audit Working Papers should also be given to the compaiy
for their reference. ‘

i)  Audit Working Papers maintain a record of work done and the strength or
weaknesses of the system obtaining ‘in the organisation.

iii) Any relevant information about the company gathered by the auditor from
third parties should be incorporated in the Auditor Working Papers.

The purpose of Audit Working Papers is served as soon as the audit report

iv)
for the year is submitted: it need not be retained for the future. .

d of verification of

You have learn that the process of auditing is primarily a metho
therwise of the books

correctness of accounts. This needs checking the correctness or 0
and the transactions.

371 Areas of Checking

Through a proper process of checking, the auditor wants t0 ensure that :

I the transaction is supported by relevant and reliable evidence;

2 the transaction is authorised in accordance with the system of internal control
operated by the company; o

the transaction is consistent with the company’s normal course of business;
the terms of the transaction appear to be reasonable;

the transaction took place within the per'iod under‘review;

all calenlations of cost, discount, etc. are arithmetically correct;

BN B - S B

the income or expenditure has been correctly allocated-between capital or revenue;
and ) ‘ ‘

§  the transaction has heen recorded in the books of account in accordance with the
accepted principles of accounting.

It is by proper checking, therefore, that the auditor ascertains whether the books and
records from a reliable basis for the preparation of accounts, and the financial statements
show a true and fair view of the state of affairs of the business.

372 Guiding Factors in Audit Checks

Decisions in respects of the volume or depth of checking to be done for the audit of a
particular company: are’ normaily governed. by the following factors:

1 " Size of the company under audit
Effectiveness of the system of internal control as per auditor’s appraisal

2
3 Efficiency of the system of internal control in practice
4

Adequacy of accounting system ’ ’ 49
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5 Relability of accounting books and records

f Pivsibiities of errors and frauds

7 Dwgree of confidence placed on the organisation
Kt Length of time available for audit,

As these factors generally vary from company to company, the auditor takes a specific
hrsion in cach case about the extent of checking to be done in that company on the
baits of his own assessment of the situation, Moreover, depending upon the changing
cwrcumstances, the audit decisions may also vary from year to year in respect of the
RQME Compny.

1.7.3  Extent of Checking

"I’hc‘ nature and extent of checking to be done is primarily a matter of judgment of the
auglitor. In the connection, he is generally guided by the following considerations:

l I“ha: exict manner in which the audit is conducted should mainly depend upon the
size and circumstances of the company

2 The exient to which reliance can be placed upon the system of internal control
adopted by the company is a matter of personal evaluation for the auditor

The auditor shonld determine the nature, scope and extent of checking the
completeness and correctness of accounts in each case separately

The method and type of checking required to satisfy him about the correctness of'

tllrillly.‘ii‘lt.‘[l()nﬁ as recorded in the books of account are also matters of his personal
£e1s10n

ln. Iih.c interest .Of an effective audit, it is imperative that a systematic approac]:L is
niade w checking of all accounting records

6 The quantum and techni hecki .
_ que of checking must be i
et g decided on a standard and

There are no legal pravision i
1o lega s regarding the volume of wo
method of doing it or the extent to which it should be do;t- 1o be done, the

The major conce i audit i

The ;;:(if;rnzcéncr;::hog anf a\;‘dlths to ascertain the correctngss of accounts through
i : od of checking as a basi i ini inal
a0 iFpro £ as a basis of audlto;‘s opinion on the final

It is through this checking that the aud;
he can rely upon: (a) the system of rec
adopted by the company (b) the adequ
the preparation of financial statements
dccount and (d) a true and fair view o
financial statements which the auditor

Hence there

tor. is able to determine the extent to which
ording and processing transactions as
acy of its accounting system as a basis for
(¢) the corectness of entries in the books of
t.' the 'statc of affairs as shown by its

Is going to endorse.

is need for proper checking in the process of auditing,
3.74 Main Features of Routine Checking

[ ]
‘:r?;x;t;']x‘ u‘ det'ai‘led checking of all transactions as record
d the subsidiary books, and also of a]l ledger posting

ed in the books of origi
ginal entry
the system of Routine Checking are as follows:

Some of the salient features of

1 Routine Checking is a traditional system of audit
2 This i ' i
.;' ?s involves checking of each and every transaction of the busi
‘ This is a method of extensive checking S
4 This process of i k
$ s of checking takes more time ' ‘
) ore time ‘and consumes higher cost

3.8 TEST CHECKING

Test checking is a method of examining a selected number of items. It checks a
representative sample from a large population of similar items. It is a technique of
selective verification of an arbitrary percentage of transactions. The quantum of test
checking is determined by the auditor’s judgement and ‘his personal assessment of
situation; it may vary from 5 t0,50% checking of the items selected at random.

3.8.1 Relevance of Test Checking

In many cases, the number of transactions is so large that it often becomes difficult as

well as unnecessary to check each and every item within the limited time available for
audit. Test check approach, therefore, reduces the work of the auditor. Test Checking is
a method of partial checking or selective checking. It is different from Routine Checking
where each and every item is put under examination from beginning to the end. As
detailed checking is considered unnecessary in every situation, the method of test
checking is the one which is widely used in practice.

3.8.2 Precautions in Test Checking

As Test Checking is a selective approach of examination of accounts, this needs a
number of precautions such as :

1 Include in the check entries of every description

2 Select the entries td be checked at random

3 Verify greater number of entries relating to the opening and closing parts of the
accounting year .

4  Extend the check to the work ef every accounting staff

5 Avoid test cheék of some important books like Cash Book where the transactions

should be checked 100%
6 Distribute the checking to different periods and entries at each audit anticipate it

Determine the size and selection of the sample without basis

-

9  Take care of the degree of risk involved in ignoring the checking of the
- substantial number of item ‘
10 Extend the area of checking if the test check discloses some material irregularities
or suspicious results ' 4
11 Choose qntries fdr examination keeping in view the nature, size and amount of the

transactions.

3.8.3 Auditor’s Responsibility

In respect of the method of checking applied by the auditor, he should be careful about

the following : ' ‘

1 In case the test check approach fails to detect some errors or frauds, the auditor is
held responsible for negligence in the performance of his duties; this implies his

_ failure to exercise reasonable care and skill in audit.

2 Test cheéking'cannot be used as a defence against negligence of duties, because
the statutes expect the auditor to express an opinion on the true and fair view of
the state of affairs of the business; how this opinion is formed is the responsibility
of -the auditor himself. @

3-  Test checking is not a legally acceptable basis of checking and it does not

. guarantee any specified degree of reliability on the entire set of transactions; it is
only a broad indicator of results obtained through the process of selective.
~ verification ' ‘ ' .
4 While the techniqué of test checking is commonly used by the auditors, they
remain conscious of the risks and limitations too; they apply their care and skill on
-an extendgd level as soon as they. discover that the results demonstrated by test
checking raise an alarm for further investigation.

Aundit Planning
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1854 Balanced Approach in Checking

I v ssessary o cmphasise here that a detailed examination of transactions is possible
anby ta fow selected cases. Where an appraisal of the system of internal control by the

ke st satistactory results, he may relay on Test Checking rather than on Routine

¢ Checking,

Yot vont st make it elear that the two methods of checking do not substitute each
uther; they are often supplementary. In fact, audit makes a combined used of the two
aethents Teit checking is sclected items, therefore, is joined by detailed Routine
{heckine and examination in depth, particularly in areas which demand greater attentian.

It i sow widely suggested that Tests Checking should be used on the basis of statistical
wehniques of sampling. This is with a view to achieve a suitable balance between the
following two extremes while measuring the precision and reliability of accounting
mtormation : ’

it a cumplote cheek of all items, and

W sample cheek so small as to run the risk of over-looking a material number of
Cfars,

It 5 turther suggested that the statistical sampling techniques should also make use of
steatifivation in audit checks, which Is a still more sophisticated and dependable system,
Strauticition divides the field under review into different layers according to the size of
the wterns. Tt then becomes possible to verify a large part of the total value by examiniﬁg
a smatl number of items. This helps the auditor in reducing the possibilities of risk

vime et upon ignoring the verification of a number of items which have not been
meladed in the sample size,

”’IH US SUM UP

Atulﬂ Pl_zuming is an essential pracess of systematic verification and organised
examination, The exuct nature of sudit planning, however, should be ui%ied by th
comditions abtaining in (he company. Thus o careful plam;ing of :cluclitg operati s i
advance ensures a smooth audit, Adequate preparations must be made bﬁI:J;3 e
:.:umm:rnc::uwpt of audit. This will: (a) allow the auditor to design an o iat
programuie n‘t audit, (b) develop suitable procedures of ver'ificatlgon' ( i‘PPanalc :
techniques of checking, (d) ensure timely completion of work, and ,(e;:)g?\r/,s iyulrfmper
1]

¢ l I JRUH l(y (S t\“hty hl th 1né <] « b
pporttn VS | «t ] < 1 nancial st ltelllell 5 ShOW tlue alld fall VIEW Oj tlle

Audit Progr: anni isi
m(:iletﬁlnx::g}x}‘.mlmekhelps} planning, supervision and control of audit performance. It :
al defines the works to be done, (b) the proced st
H deline _ ; ures to be adopted i
“ 13 v X H ’ C h
f- ;:::J;mc;i\}hy [l}c audit staff, the time schedule to be followedpfor' al(]d)itt ae SUUGS b e
;}lt!x;lw (: . n.‘n,kmg to be conducted for verification. An audit programm:e ?h (612 the'
ans to umne_qunluy of audit performance and is an evid wcord of erork
done by the auditor, ‘ e of the record of work

::nc:’\ul:dxt I;ffoteAlflnok is a record of some important inform
ourse of verification of accounts, It i

x unts, It includes signifi

| of ve . : ignifi
aud‘urwlnch may be of considerable use e
during successive audits.

ation gathered or experienced
matters observed during the
‘ ‘ icant mat g the
at the time of finalisation of reports as well as

Audit Working Papers keep a file of such us i
CORIPANY. s DocHunte oot § seful information whi fhe
resr;:g:tn?;'f ;tlic‘l:;t:.:lrzlfs'vlecf)rd df’)l’ff.", .decisions taken and the bas‘i‘;hé)c;hsflill? tfletcﬁ'\t'l-le .
under two main lcmc n(?rir»eip(,nmblmm (.)f the auditor. All such papers are cIaslzftc")' nii "
audit during the yes rg ;:: (('l)llr‘lformatlon directly related to the set of accoun:s‘e )
more contingons u%{‘u{)ne;:r[\c(rln‘a (?urrent File, and (b) Information of a relat UI11 “
in a Permanont F‘ll- 5 to the audit of the company in successi@re' ' _lve‘y
ue. years maintained
Routine Checking is a detailed '

‘ and extensi . . -
purpose of verification of o ‘ eisive method of checking adopted for the -

ach and every i
based an a sclecti - ery item of a bo
ased an a sclective examination of transactions s( ok, wh.ere as Test Checking is

which may not be of i
e of any material i
whleh fat be ¢ \portance s
umg.ﬁcrned. The different components s
lending a firm foundation to

purposes of auditing are.
play a crucial role in
t audit performance.

ponen 91' audit planning, therefore,
an etiective, economical and efficien

310 KEY WORDS

Financial Statements” Trading and Profit,énd Loss Account, Balance Sheet, Statement
of Sources and Uses of Funds plus any other relevant statement forming part of the [inal

operations results of the business.

Flow chart: A diagrammatic sequence of aperations showing the process of a work
from its commencement to the conclusion.

Internal Audit : Audit within the organisation by its own staff.

Internal Control ; The system of checks devised and operated by the company within
the organisation to minimise the possibilities of errors and frauds. .

Joint Audit : Where more than one auditor are appointed to conduct the audit of a
company.

Random Check : When each and every item of a population has an equal chance of
being included in the sample selected for verification.

Test : The process of verifications of an entry, an asset, a statement or a document,
True and Fair : The correct financial position which is without any manipulation or
window dressing.

3.11 ANSWERS TO CHECK YOUR PROGRESS .

AS (i) Fa}lse, (ii) True, (iil) False, (iv) False, (v) True, (vi) False
‘ 61 (i) Collected, (ii) Unnecessary, (iii) Company, (iv) Evaluate, (v) Independent/
. Free/Honest, (vi) Careful
B'S (i) False, (ii) True, (iii) False, (iv) False, (v) True, (vi) True, (vii) False,
viii) True, ix) False, x) True
C 5 (i) False, (ii) True, (iii) True, (iv) False

{  What documients aré required from the comp
at the time of the commencement of audit?

Discuiss the importance of Audit Planning in ensuring correct financial staternent

Distitiguish between an Audit Programme and an Audit Note Book.

State the characteristics of good working papers.
Explain the relevance of having two separate files for Audit Working Papers.

What is routine Checking? Under what circumstances is it useful to apply?

2 on th B W N

State the risks and limitations of Test Checking.

L]

any to be produced before the auditor

Note: These questions will help you to understand the unit better. Try to write
answers for them. But do not submit your answers to the University, These

are for your practice only.
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Kamal Gupta and ‘Ashok Arora. Fundamentals of Auditing: Tata McGraw-Hill
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40 OBJECTIVES

After studying this unit, you should be able to:

e define the term ‘vouching’

e explain the objectives and importance of vouching
e distinguish vouching from routine checking

¢ identify voucher and its essential contents

* undertake vouching of cash receipts and cash payments.

4.1 INTRODUCTION

After completing audit planning, preparations before audit, audit programmes, audit note
book, audit working papers etc. and deciding on whether to adopt routine checking or test
checking, the auditor, as a next step, should proceed with the examination of accoun\ti'ng
antries passed in the books of account during the period under review. In this task, the
auditor is mainly concerned with collection and evaluation of evidence to establish the
accuracy and authenticity of facts that have actually taken place. This process is called
vouching. It may relate to the cash transactions as well as the trading transactions. In this .,

unit we shall discuss the vouching of cash transactlons viz. cash receipts and cash paymems. '

4.2. MEANING, OBJECTIVES AND IMPORTANCE OF
| _VYOUCHING

w

~You know that the auditor is required to certify the financial statements prepared by the
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accountant as to their exhibiting a true and fair view of the results of operations and state of
affairs of the business. The auditor will be failing in the discharge of this duty-unless he tries
to establish accuracy and authenticity of all the transactions recorded in the books of
account. The process of audit starts with the collection and evaluation of evidence in support
of the entries made in the books to establish their accuracy and authenticity. The auditor
must be satisfied with the adequacy and reliability of such evidences. Thus, the exercises -
made by the auditor in establishing accuracy and authenticity of the accounting entries
passed in the books of account with reference to adequate and reliable evidences are
Technically called ‘vouching’. In other words, vouching in its true sense means testing the
truth of all the eniries made in the books of account.

421 Definition of Vouching

Different authors have defined vduching in various ways. The following are a few of the
important definitions.

Lawrence Dicksee has defined vouching as an act of comparing entries in the books of
accounts with documentary evidence in support thereof.

Rorald A. Irish has defined vouching as a technical term which refers to the inspection by
the auditor of documentary evidence supporting and substantiating a transaction.

According to FR.M. De Paula, Vouching does not mean merel 'y the inspection of receipts
with the cash book, but includes the examination of the transactions of a business together
with documentary and other evidence of sufficient validity to satisfy an auditor that such
transactions are in order, have been properly authorised and are correctly recorded in the

books.

According to Arthur W, Holmes Vouching is the examination of the underlying evidence.
which is in support of the accuracy of the transaction. The process of vouching is intended
to substantiate an entry by providing authority, ownership, existence and accuracy.

If we analyse the above definitions, we can come to the conclusion that vouching is a
method of examination to not only substantiate an entry in the books of account with
documentary evidences, but also to see that these evidences are adequate, reliable and really
connected with the business. For this, the auditor should go beyond the books of account i.e.
he should go to the very source of the transaction to see that it is related to the business and
is properly authorised. ,

422 Obijectives of Vouching:

The main objectives of vouching are :

1) To examine the accounting entries recorded in the books of accounts with reference to
documentary evidences known as vouchers.

2) To examine the adequacy and reliability of such documentary evidences.

3) To examine the authenticity of the transactions recorded in the books of account.

42.3 Importanceof Vouching |

Vouching is regarded as the very essence of auditing because the concept of eviderice is
fundamental to auditing and all audit techniques and procedures are derived from it. It helps
the auditor in understanding the types of evidence available, in collecting it by means of
various audit techniques and in evaluating its adequacy and reliability to support accounting
entries. In vouching the success of an auditor depends to a-very great extent upon his skill,’
mtelllgence critical bent of mind, observation, pewer of judgement and tactfulness with

wh1ch he has to handle his work

* Itshould be clearly bome-. in mind that no amount of routine checking can reveal senous
dlscrepa.ncms errors of principle and carefully planned frauds. Such checking can only
detect clerical and minor errors. There is no denymg the fact that serious dlscrepanmes,
errors of principle and clever frauds can be detected only through proper vouching.

- Therefore, it is very important that the auditor should urﬁertake vouching of each and ever.
iterappearing in the books of accounts With great care, It is through vouching that the
auditor can satlsfy hlmself as to the accuracy, authenticity and completeness of the
uansactlons recorded i in the books of accounts and only then he can certify that the ﬁnancml

i

statements exhibit‘a true and fai1 view of the results ot operauons and siate of affairs of the Vouching of Cash Transactions

business.

In case, the auditor is negligent in the &Scharge of his duties, he will be held guilty as was
decided in the case of Armitage vs. Brewer & Knott. It was held in this case that an auditor
was liable for damages if he failed to detect irregularities and defalcations which were
apparent on the face of the vouchers. :

4.3 VOUCHER
4,3.1 WhatisaVoucher?

A voucher is a documentary evidence produced in support of each and évery entry made in
the books of account. The vouchers constitute the main source of evidence available to the
auditor. The auc_iitor has to rely upon the vouchers (o a great extent in ord=> to form an
opinion about the accuracy and authenticity of the entries made in the books of accounts
Thus, vouchers include lots of documents like purchase invoices, copies of sales mvmce:c,
debit/credit notes, bills, cash memos, copies of cash memos, counter-foils of receipts, ’
paying-in-slips, cancelled cheques, receipts given by payees, agreements, minute’, insurance
p:khcmls order book and all other documents which are created as and when transactions
take place.

v

4.3.2 Types of Vouchers

From the point of view of the auditor, the large number of vouchels dvmlable in various
.audit situations may broadly be classified as under :

-1)  Vouchers which are not prepared by the organisation under audit, such as, purchase

invoices, insurance policy, recelpts given by payees etc. These vouchers are generally
considered reliable as evidence for the transactions represented by them.

2) Vouchers which are prepared by the Organisation under audit, but validated by
independent sources. For example cheques prepaw;d by the organisation under audit
receipted by the payees. These vouchers also prov1de reliable evidence.

) Vouchers which are prepared and used completely within the Organisation. This

category,:-comprises the majority of vouchers and their reliability as evidence depends
upon various circumstances, such as, whether they bear the signatures of some
responsible officer and whether there is a sound system of internal control,

From the point of view of the nature of vouchers, they can be further classified as under : :

a) Primary Voucher : It refers to an original voucher in writing which is produced in
support of a transaction like purchase invoice.

~b) Collateral Voucher : It refers to a subsidiary voucher which is producedirrthe absence

of an original voucher in support of a transaction like carbon copies of cash memos.

4.3.3 Pointsto be Noted in a Voucher

An audifor should bear in mind the following points while examining a voucher:

1) All the vouchers should be consecutively numbered and serially arranged. If the client
has not done so, the auditor himself is required to do so.

2) Vouchers which have been inspected by the auditor should be cancelled by a rubber
stamp to avoid the possibility of their being produced agam Cancellation can be done °

. witha spec1al tickmark also.

3) The auditor should be careful about vouchers which are not in the name of the business
but in personal name of the partners, directors, manager, secretary or any other official.

It is possible that the expenses relale to that individual and not to the business. For

-example, the partner may have purchased a suit length for himself and shown it as

uniform for the staff. The auditor should ensure that the goods purchased.should relate -
| to the business and are duly entered in the stock register,

4) The auditor should ensure that every voucher has been certified as in order by a
responsible officer. If the voucher is in printed form or rubber stamped by suppliers etc
these should, ordmarlly be treated as genuine. '

5) As far as possible, the work relating to a particular period or set of books should be
completed at a stretch or in one sitting, - . ’ »,

N
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6) The auditor should be very careful about missing vouchers and receipts. He should
make inquiries about their loss and ask for their duplicate copies.

7) The auditor should never take the help of clients’ staff in the scrutiny and checking of
vouchers.

8) While examining the vouchers, the auditor should ensure that they are properly entered
in relevant financial books and see that capital and revenue items are correctly recorded.

9) As far as possible, the auditor should check each and every voucher, Test- -checking
should be resorted to only when internal check system in operation is reliable and

satisfactory.

In addition to general considerations mentioned above an auditor should examine the
foltowing things about each and every voucher in particular.

10) The date, amount and name in whose favour & voucher has been issued should be
carefully examined. It should be ensured that no voucher which does not relate to
clients’ business has been entered in the books.

11) It should be ensured that the voucher relates to the period under audit.

12) The amount on all vouchers should be mentioned both in words and in figures.

13) All receipts in excess of Rs. 20/- must have a 20 paise revenue stamp affixed to them.

14) All vouchers should be signed by some responsible officer on behalf of the payee.

15) All alterations in vouchers should bear initials of the invoice clerk.

Check Your Progress A
1) State whether the following statements are True or False.
a) The auditor is mainly concerned with collection and evaluation of evidences to
establish accuracy and authenticity of those facts that have actually taken place.
b) The auditor is not at all concerned with the adequacy and reliability of evidences
produced by his client.
¢} Vouching is a method of examination to substantiate an entry in the books of
account with documentary evidences, but for this, the auditor should not go beyond
. the books of account.
d) Vouching is regarded as the very essence of auditing,.
e) While routine checking is carried out, vouching may be considered as superficial.
f) Routine checking cannot reveal serious discrepancies, errors of principle and
. carefully planned frauds. :

“2) What is a primary voucher? Give two examples

...........................................................................................................................................

...........................................................................................................................................

44 VOUCHING OF CASH RECEIPTS

Vouching of cash receipts and cash payments involve scrutiny of the debit and credit side of
the Cash Book. Before commencing the work of vouching Cash Book, the auditor should
satisfy himself about the existence of a reliable system of internal check as regards receipt

..and payment of cash. Most of the errors and frauds are committed in receipts and payments

of Cash. The auditor should, therefore, be very careful while checking items of cash and

" should ensure that no receipt or payment remains unrecorded in the Cash Book.

It has been observed that checking of cash receipts is more difficult than checking of cash
payments, because there is no proof of a cash receipt Which is omitted. If an outsider pays an
amount, he cannot ensure its recording in the books of the receiver. He may get a receipt for
it. The only proof of receipt from him, therefore, is the carbon copy of the receipt issued and
this may not be prepared or the amount on it may be understated. In short there are more

, chances of misappropriation of receipts than payments.

Followmg points should be noted by an auditor while vouching cash receipts ¢ '

'y Existence of internal check: The auditor should study the system of internal check in
opération. If there is a good system of internal check, the work of the auditor becorges
somewhat easy. The auditor, in such circumstances, can depend on test checking i.e.

checking entrics for selected months or a few selected transactions at random. If he
finds them in order, he can presume that others are also be correct.

2) Comparing rough cash book or diary with the cash book : Generally, there is a
convention in all business houses to record all cash receipts first in a diary or rough
cash book and then enter them in cash book proper. An auditor should compare the
diary or the rough cash book with the cash book proper. He should ensure that all
receipts noted in diary or rough cash book are promptly recorded in cash book and that
there is not much time lag. If rough cash book or diary happens to be the part of
accounting system in a business, the auditor can be held guilty of negligence if he fails
to make the comparisons and if any fraud is detected later on.

3) Prbper. control over use of receipt-book : The auditor should ensuze that receipt books

are kept under the control of some responsible officer. All receipts should be issued on
printed forms bearing serial numbers and a carbon copy of the same should be retained

. in the office. The auditor should compare the name of the party, the date and the
amount mentioned in the receipt with those in the cash book. If there are some entries in
the cash book for which receipts have not been issued, the auditor should make detailed
investigations. The receipts should be sigﬁqd by some responsible officer. Auditor
should also see that the rate of discount allowed, if any, is uniformn. He should also see
whether all cash receipts are deposited in the bank daily and supported by a bank

pay-in-slips.
4.4.1 Cash Sales

Chances of fraud are maximum in case of cash sales since the salesman may sell the goods

“and pocket the money, In the absence of efficient system of internal check, it is rather

impossible to detect frauds of cash sales.

Internal check regarding cash sales should provide for the following:

l) Salesman should not be allowed to dehver the goods or receive payments for the goods

sold. .
2)' Salesman should prepare three copies of the cash memo. One copy should be retained in
-+ the booklet, one copy should be handed over to the customer and one copy should be
. attaclied to the packet of the sold goods.
3) The customer should be asked to present his copy to the Cashler and make the payment
- to him. The cashier should put the stamp “payment received” and sign the cash memo.
4) The customer should be asked to present his copy of the cash memo at the delivery
counter. The delivery man should keep this copy with him, put the stamp “delivered” on
the third copy attached with the goods sold and déliver it to the customers.

After satisfying himself about the existence of an effective system of internal check about

cash sales, the auditor should take the following steps to vouch cash sales : .

1) Check the counterfoils of cash sales book with salesman’s summaries or abstracts and
ensure that salesman’s abstracts tally with the cash receipts of the cashier.

2)- Check details of cash received with cash memo booklets.

3) Compare the daily totals of the cashier’s sheets of cash receipts with corresponding
entfies in the main cash book. Where mechahical or electronic cash registers are used,
the daily totals entered in the cash book should be checked with the till rolls.

442 Receiptfrom Debtors .

It is quite difficult to vouch cash receipts from debtors” The only evidence for cash received
from them is the counterfoil of receipts issued to them. But this evidence is not very reliable. ,

Fraud may be committéd by entering lesser amount in the counterfoil, or by issuing receipts

to debtors from the unused receipt book, or by entermg less amount in the debit side of the

“cash book.

‘In vouching receipts from debtors an auditor should take the following steps:

1) Examine the internal check system in operation in this regard.

2) Ensure that unused receipt books are kept in the custody and control of some
responsible officer.

3) Ensure that original copies of all the spmlt receipt forms are attached with the duplicate

| copies in the receipt book. ‘

Youching of Cash Transactions



Vouching-and Verification

.4.4.3 Sale of Investments -

the investments have been sold ex-dividend, the auditor should check wheihe

4) Tally dates and amounis on the counterfoils with those in the cash book.
5)

Ensure that payments réceived through cheques are entered in the cash book. if there is
a practice of not issuing receipts in prinited form for cheques received, the auditor
should check daily lists of cheques received with entries in the cash book. '

6) Proper scrutiny should be made about discount allowed to customers. The auditors

should inquire about the terms.and conditions of allowing discounts and adopt test-
checking to ensure whether discount allowed is in order, In many cases, o
- misappropriations take place by inflating the discount amount or by inserting fictitious

entries of discount,

7) Special attention should be paid to amounts written off as bad debts. There are

chances that the amount from the debtors had been received and misappropriated and
thereafter the debt had been written oft as bud. The auditor should ensure that some
only responsible officer is allowed 1o write ofT debts. The auditor, with the permission
of his client, can request debtors to certily the amount outstanding against them.

8) Avoidance of “teeming and lading method” or “lapping”—Under leeming and.

,lading method the cashier makes privaice use of money for sometime. He may receive

money from debtors, but he may not make entry for receipt immediately, thus making

delays in recording. For example when money is feceived from A, he makes no entry.

When similar amount is received from another debtor B, he nakes an entry in A’s

account and when money is received Irom C, he makes entry in B's account. In this -

way, the cashier utilises the money for sometime for his personal use. Of course, no
misappropriation of money is committed as such but the cashier deprives the business

of money. for sometime. Lapping is the process of conceaiment of a shortage of honey

by delaying the recording of receipt of cash. The auditor ¢an check this practice by

scrufinising the debtors’ accaunts, especially those accounts which show part payments
“from time to time, although in the part such debtors have been muking full puyments in

settling the accounts. The auditor should compare the-amount deposited ini the bank

with the amount entercd in the-counterfoil of the pay-m-siip to check whether fuli
amount has been deposited in the bank or nol. To ascertain whether any money has © - i
been misappropriated or not, he should also compure the date of receipt of moncy and . -
the date of its deposit in the bank. The auditor can also get the balance confirmed from .
the debtors, ‘ ' : B

Business houses keep on purchaéing and selling shares, debentures, Govt. bonds ete. H any
investment-is sold, the auditor should make sure that correct amountis received by the
business. For example, if the businéss.has sold one thousand shares of LML Lid. The
question is, how will the auditor know whether they have been sold for Rs. 1,600 as shown
in the cash.book; or for more? For veuching this, the auditor should sce the broker's contract
note and if the investments have been sold through a bank, the bank advice should be seen.
There are two methods of salé of investments i.e., “cum-dividend® and *ex-dividend™. In the
case of cum-dividend sale the auditor should see that the dividend has not been subsequently
received and that the sale proceeds have been apportioned between capital and revenue. It
iher dividend has

subsequently been received or not.

444 interest and Dividends

If interest has been received on fixed deposits with banks, such income should be voushed
with the help of entry in the pass book for the-interest received. Of course it should be secu
that the pass book is not fake. If interest has been received on account of a loan given, the.
auditor should check the agreement made with the borrower and note the amount of loan
rate-of interest, etc. If interest has been received on securities, the vouching of such income
can be done by obtaining a schedule of such receipts from a responsible officer of the client.
Receipt of dividend on shares can be vouched by referring to the covering letter whici -~
generally, attached with the cheque for the dividend. If the bank has been authorised.to
collect dividends, the amount can-be verified from the pass book. The auditor should make
sure that all incomes on account of interest or dividend relating to 4 particular year:are
accounted for in the books and shown in the balance sheet of that very year. .. " -

4.4.5 Rent Received

The businfess may have let out some of its buildings to outsiders on rent, It is but natural th:
the _rental income should be properly accounted for. For vouching income from rent th “
auditor should examine the lease deed or the agreement with the tenants and ascertain fh
amount of rent receivable, the due-date of receipt etc. Rent received can also be cﬁeck de
from counterfoils of rent receipt issued to the tenants. If agents have been ‘:ippointed toe
collect rent, the statements submitted by them can also be scrutinised. There is a possibility

© that rent might have been received but shown as outstanding. To check this, the auditor can-

request the tenants to confirm that they have not yet paid full rent for the current year

4.4.6 Sale of Fixed Assets

To vouch the amount received from sale of fixed assets such as land, buildings, furniture

machinery ele., the auditor should refer to the correspondence made with the purchaser: If
the asset has been sold through a broker, his note should be seen. If the asset t?as bee . 1d
through auction, the auctioner’s note should be examined. The auditor can see the Fj- ln S(;)
also. Profit earned on the sale of fixed asset should be credited to capital oad ot 10
the general Profit and Loss Account. Pl feseme and norto

-4.47 Commission Received

To vouch the money received on account of comrnission, the auditor should examine the

. dgreement between the client and the party concerned,-check up the rate of commission, the
¥

lerms o_t‘ 9()11111}159011, cte. The amount entered in the cash book should be compared with the
u)ux?ter(timls of receipts. When the commission has been received in respect of goods
received on consignment, the auditor should ission
\ , she compare the amount of commission wi
copy of account sale, o i the

4.5 VOUCHING OF CASH PAYMENTS

:)lv 1s very important that the business should pay what it is bound to pay. There should be no
ogus payments. The auditor has not only to see that :

ments. Tl ‘ _ ayments have actu
also to satisfy himself that P : =l e made but

i) . the payment made relates to the business:

i) itrelates to that accounting year; '

iii) ithas been made to'the right person; -

{iv) it has been properly sanctioned;

v? it has been properly recorded;

v1) itis supported by proper documentary evidence; and

vit) the particulars stated in the voucher tally with those in the cash book.

-\Nh;lle‘ che_ckmg tl}e g-enuineness of payments, the auditor should see whether the system of
internal oheck regarding cash payments is effective or not,

Methods of vouching some i itert
\ ds g some important iterhs of payments have been discu i
following paragraphs : ' g seussedin th‘S

4,5.1 Cash Purchases

While’vouching cash. purchases, the auditor should see that the goods for which ‘payment has .

beep made are really received in the business. For this, he should ;

1) verify entries in the Goods Inward Book ;
n)) compare entries in the ¢ash book with cash memos :
1) check that only the net amount i.e :
‘ , .., the cost of goods purchased mi ' i i
any, hes been paid, ) g p ; inus trade discount, if |

4.5.2  Cash Paid to Creditors

it;l;i)fll]@rs may supply raw material and other things on credit to the business, payment for
v o is r;ade later on. It is the duty of the auditor to see that only the right amount is paid‘ -
e creditors and that thgy‘ have actually received it. Money paid to creditprs can be

Vouching of Cash Transactions
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125,

vouched through receipts issued by cieditors acknowledging the receipt of money Mon&y
due to them can be ascertained by having a look at their personal accounts in the ledger aid;
the actual ifivoices received from them. The auditor should inquire whether creditors are
requested to furnish periodical statement showing the amount due to them and whether thes
are compared with their personal accounts, In order to see that the entries nassed are
authentic, the auditor should also check the minutes, the contrdcts the correspondence and
the other documentary evidences.

|
|

S

————— =-—---¢'D

4.5.3 ‘WWages

Business houses have to spend large amounts in payment of wages and salaries to the staff.
Many itauds have been detected in payment of wages and salaries. One of;hthe most
important duties of the auditor is to vouch wages. For this he should, first of all, assess the
effectiveness of internal check system in this regard. If the system is effective, possibilities
of frauds and errors getreduced to u great extent.

As regards wages the auditor should ensure that

i) the wages shown as paid had actually been paid;

ii) the wapes paid were actually due to be paid (i.e., the person getting wages has actually
worked for the organisation) ;

iif). the calculations about amount payable are correct.

Most commonly noted methods of fraud regarding payment of wages arise due to inclusion
of fictitious names or “dummy” workers in wage sheet or the inflating of time spent by
workers in factory or in the case of payment under piece-rate, the inflating of number of
units produced by workers, overstating rates of wages, understatement of deductions,
inclusion of names of those workers in wage sheet who have resigned or whase services |
have been termmdtc.d :

-While vou(.hm;., payment of wages, the auditor should ensure that

i), time spent by workers in the factory is properly recorded which can be ensured by use
of time recording clocks ; :

[ii) where the wages are paid according to piece-rate system, proper records are maintained
about the number of pieces produced by the worker, which can be done by maintaining’

. aproduction card for each worker ;

iii) wage sheets shou]dwbe prepared accurately which should show the name of the worker,
hig designation, the rate of wages, the time spent by each worker in the factory, the
. gross amount payable, the deductions made from w.rge‘s the wages paid in advance, etc.
Wage sheets should also bear signatures or thumb impressions of the worker recervmg
the wages ;

iv) the auditor should ensure that actual payment of wages has been made. In no case,
persons responsible for preparation of wages sheets should be-associated with the actual
payment of wages.-The disbursement of wages should be entrusted to the cashier. The
foreman of each department should be present at the time of payment to prevent
impersonation. Regarding absentee workers, wages should be pdld onlv on the basis ot
authority slip given by them ;

v) all officers, namely, the cashier, the foreman and the works manager should sign ihe
wage sheets certifying it to be correct. :

-Problemns arise in case of payment of wages to casual workers and on-the-spot payment to
spme contractual temporary workers. There are chances that names ‘of dummy workers may

be included and the amount shownas payment to such workers is misappropriated. To avoid
this possibility, the officer authorised 1o hire such workers should never be associated with
the makmg of payments to them.

S

Auditors® Duties as Regards Wages ‘ ' !
The duties of an auditor regarding vouching of wag,es can be summdrlsed as follows

1) He should examine the internal check system in operatioh regardmg preparation of

.- wage sheets br wages book and payment of wages.
2) Heshould check totals of wage sheets or wage books,

..3) Heshould check calculation of a few items of wages sheets.’ o
-4 Heshould compare the net amount of wages payable and amount of the cheque dr'iwn :

for this purpose. This will ensure that money is not overdrawn,

5) - He should check names of a few workers appearing -m the- dee sheets wrth _]Ob cards or

foreman’s register. provident fund register, employees state insurance register etc. to
ensure that no fictitious name has been entered in the wage sheets, The wage sheets
should be initialled or signed by the person responsibie for their preparation:

©) He should compare the sanctioned strength of workers with the number of names

' - appearing in the wage sheets to ensure that there is no increase in the number of

+ workers. ,

7). He should check whether there is a signature or thumb impression of the worker on

wage sheets for having received the wages. To check the genuineness of the signatures

of the recipient, the auditor should compare his signatures as appearing in wage sheets

of two or three different months.

8) He should examine the system of employment of casual labour. If he finds any
loopholes, a detailed investigation should be done by him. .

9) He should check leave register to ascertain whether any worker who wason leave

without pay has been paid the wages.

"10) He may pay a surprise visit on the day of payment of wages'to check whether system of"

internal check is working efficiently or not.

454 Salaries

Remuneration paid to blue collar workers is called wages while the payment to white collar
office-waorkers is called salary. For vouching salaries paid, the auditor should check the

salary register and the cash book to ensure that cheques for correct amount have been drawn. -

The auditor should also check calculations and deductions made’in case of a few employees

- at random. If there is any change in the salary of an employee between two months, the
reasons for the same should be looked into. It may be due to an increment or some reward or

it'may be a case of overpayment. The auditor can also see the counterfoils of cheque book -
for checking the amount of salary paid. He should see that the salary register is signed by a.

' responsible officer. For knowing the basic salary, pay scale, the rate of increment and the

date of increment, reference can be made to the appointment letter, the agreement or the
mmutes of the Board of Directors' meetings.

4.5.5 Rent Paid

For vouchin g payment of rent, the auditor should check the agreement or the lease deed
entered into between the owner of the building and his client. He should ensure that only
correct amount is paid and there is‘a proper receipt for it. Rent outstanding, if any, for the
current year should be taken into account, Tf there has to be some deduction on account of
repair charges, the auditor-should ensure that the same has been made. Generally, ome “.

~month’s rent is deductible from the annual rent if the landlord does not bear ex.penses on

TEpairs.
s

4.5.6 Capital Expendlture

’ Caprtal expenditure means money spent on purchage of fixed assets llke land, buildings,

plant and machinery. patents, investments etc. Such an expenditure is, norr_nally, heavy and
requires special attention, While vouching expenditure on capital items, the auditor should

see that the payment is in order, it is duly authorised, the money spent is properly capitalised

and the asset has been received in the bustness. We now take up vouching procedure for
“some of the fixed assets g

a) Purchase of Land and Bulldmgs To know the purchase price of Land or Bmldmg
_ purchased, reference ¢an be made to auctioneers, or brokers note and of course cash
receipt issued by the seller is dlways a good proof : o

The auditor should check whether the mle deed is in the name of hrs clrent In the case '

of leasehold property, the terms of lease should be exammed If the building was got
- constructed through a contractor, the cost.can be known by studying the orlgmal
-agreement with the contractor and by examining the architect’s certificates.

b) Purchase of Investments : The purchase of investments.like shares,y,deberttures, bonds

“etc. can be vouched with reference to broker's contract note. The proof of investments

can also be.in the form of share or debenture certificate or the bond. It the case of ]
purchase of i mvestments through bank, band pass- -book ¢an be exammed In the case of
" new subﬁcrrptrons letters of allotment etc can be seen.

Vouching of Cash Transactions
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: .

¢) Patents and Copy-rights : Patent means a formula for producino somethimg. for
exarple, formula of preparing a cough mixture. Copy-right medm the right ta produce
an item of a particular design. For vouching payments made foracquiring a patent or
copy-right, the auditor can examine agreement of purchase. receipt issued by seller. etc.
Expenses incurred on purchase of patent-rights etc. together with commission. it any.
paid should be capitalised.

d) Payment under hire purchase and mstalment system : To know the purehase price.
the auditor should examine the hire-purchase agreement. For monthly et periodical
payments, he should see the receipts from the supplier. Where instaiment includes
interest also, the amount of mterestfshoukd be treated as a revenue expendilure.

4.5.7 Travelling Expenses

While checking expenses on travelling, the auditor should ensure that the payment is for
joumey undertaken m cdnnectlon w1th the busmess He should theck the dlstance travelled,

bills of the employees have been passed by some respon51ble officer of the client. The
auditor should also scrutinise the receipts obtained from employees in this connection.

4.5.8 Petty Cash

The auditor should be careful about vouching petty expenses because, many a times, there
may not be supporting vouchers for them. The auditor has to rely on the internal check

. system in this regard which should be satisfactory. The petty cash book should be

maintained on imprest system, because under this system the main cashier gets some
opportunity of examining the expenses. The auditor should do physical verification of cash
in the hand of the petty cash book-keeper-at the close of the year. The petty cash book
should preferably be in columnar form. :

The auditor should examine. the tofals and the balance of petty cash book. He should insist
on production of vouchers if payment exceeds Rs. 5. The petty cash book should be
periodically checked and initialled by some responsible officer.

4.5.9 Postage

For.vouching expenses on postage, the auditor should compare postage book with petty cash
book (or cash book if petty cash book is not maintained) and as a surprise check, count value
of stamps in hand. He should ensure that postal expenses include only those expenses which
are for and in connection with the business of the client. Private letters of employees should
not be sent at the cost of the business.,

Check your Progress B
1) State whether the following statements are True or False.
a) While vouching cash receipts, the audltor should study the system of internal check
in operation.
b) Chances of fraud are maximum in the case of cash sales.
c) While vouching receipts from debtors, the auditor need not pay any attention to the
amount of bad debts written off.
d) While vouching sales of fixed assets, the auditor shouid ensure that the profit on
sale of fixed assets has been treated as revenue profit.
e) Fraud can be committed by inclusion of flCtlthUS names or dummy workers in the
wage sheet. . S .
f) The foreman of each department should be present at the time of wage payment to
prevent impersonation.

'2)  Name the documents an auditor should examine while vouchmg cash sales,

.........................................................................................................................................

46 LET US SUM UP

‘The task performed by the auditor in establishing accuracy and authenticity of the
. -accounting entries made in the books of accounts with reference to actual evidence available

are technically called * vouching Different authors have defined vouching in various ways.
If we analyse the various definitions, we can come to the conclusion that vouching is a
method of examination not.only to substantiate an entry in the books of account with
documentary evidences, but also to see that these eévidences are adequate, reliable and really
connected with the business, For this, the auditor should go even beyond the books of
account,

“Objectives of vouching are (i) to examine the accounting entries recorded in the books of
‘account with reference to documentary evidence, (i) to examine the adequacy and reliability
of such documentary evidences, and (iii) to examine.the authenticity of the transactions

recorded in the books of account.

Vouching is regarded as the very essence of auditing. It is important to note that serious
discrepancies, errors of principle and clever frauds can be detected through vouching, It is
only through vouching that the auditor can satisfy himself as to the accuracy, authenticity
and completeness of the transactions recorded-in the books of account and only then can he

 certify that the financial statements'exhibit a true and fair.view of the results of operations
and state of affairs of the business. In case the auditor is found negligent in the discharge of

his duties, he will be held guilty.

A voucher is a documentary evidence produced in support of each and every entry made;in
the books of account. The vouchers constitute the main source of evidence available to the
auditor. From the auditor’s point of view the vouchers are classified intg three categories,
namely (i) vouchers prepared out§ide the organisation, (i) vouchers prepared inside the
organisation, but validated by independent sources and (iii) vouchers prepared and used
completely within the organisation. Form the point of view of the nature of vouchers,

.however, vouchers aré classified into (a) primary vouchers and (b) collateral vouchers, The

auditor should see that the vouchers contain all the essential points. For vouching cash book

-ttdnsactions, the auditor should see whether the system of internal checkK in operation is .

effecttve-and reliable. If the systeni of internal check is effective and reliable, the work of
the auditor becomes easier. The auditor should undertake vouching of each and every ltem
of cash receipt and cash payment W1th great care.

4.7 KEY WORDS

Evtdence int Audit : Proof in support of the entries made in the books of account to
estabhsh their accuracy and authenticity.

Voucher : A documentary evidence produced in support of each and every entry made in
the books of account,

- Primary Voucher : An original voucher in writing produced in support of an entry like

purchase invoice.

Collateral Voucher: A subsidiary-voucher produced in thé absence of an original voucher.

’ _Vouchmg :Testing the truth of each and every entry made in the books of account w1th

reference to documentary ev1dences

4.8 ANSWERS TO CHECK YOUR PROGRESS

Al (a) True, «(b) False, (c)False, (d)True, (e)False, (f)True.
B 1. (a)True, (b) True, - (c) False, (d) False, (e) True, (f) True

\i
N
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49 TERMINAL QUESTIONS | | UNIT5 VOUCHING OF TRADING
N Whatis meant by Vouching? What are its objectives? Explam the importance of , TRAN SACTI ONS AND
vouching. | IMPERSONAL LEDGER

2) “Vouching is the essence of audit”. Explain the statement and discuss the importance of

vouching.
3) Whatis a voucher? How would you classify it? What are the special points an audltor Structure
should bear in mind while examining a voucher? ,
4) How would you vouch the following items: (a) Cash Sales, (b) Receipts from Debtors 5.0 Objectives
and (c) Sale of Investments. 5.1 - Introduction
5) “In vouching payments, the auditor does not merely seek proof that money has been 5.2 CreditPurchases
paid away”. Discuss and explain the general considerations to be borne in mind by the ' 5.3 Purchases Returns
auditor while vouching cash transactions. 54 Credit Sales
6) How would you vouch the following items: (a) Cash purchases, (b) Payments to 5.5 Sales Returns ,
Creditors, {c) Payment of Wages, (d) Travelling Expenses and (c) Petty Cash? 5.6 Goods Sent on Consignment
' ' 5.7 Packages and Empties
; - 5.8 Joumal
Note : These questions will help you to understand the unit better. Try to write 5.9 Vouching of Impersenal Ledger
answers for them, but do not submit your answers to the University. These ’ 5.10 Outstanding Assets and Liabilities
are for your practice only. 5.10.1 Outstanding Asseis

5.10.2  Oustanding Liabilities
5.11 Contingent Liabilities
5.12 Apportionment of Expenditure Between Capital and Revenue
5.13 LetUsSumUp '
514 ‘Key Words
5.15 Answers To Check Your Progress
5.16 Terminal Questions

: 5.0 OBJECTIVES

After studying this unit, you should be able to
vouch credit sales and credit purchases
vouch packages and empties

vouch journal entries

vouch outstanding asscts and liabilities
vouch contingent liabilities

vouch capital and revenue.

e & & & © ©

o _ - | 5.1 INTRODUCTION

In Unit 26 you have learnt the meaning, definition, objectives and importance of vouching

and also the process of cash receipts and payments, In this unit, we will.discuss the process
' of vouching trading transactions which do not involve immediate movement of cash and the
* voliching of impersonal ledger which contain nominal and real accounts.

. | - 52 CREDIT PURCHASES

Goods purchased on credit are entered in the Purchases Book. The object of vouching credit
purchases is to see that the auditor's client pays for only those goods which have been
actually received in the business and that the goods are not misappropriated.

Before starting vouching of credit purchases, the auditor should examine the system of
-internal check in operation about purchases, If the system is ineffective he should exercise
. .great care and exhaustively check the Purchases Book and related ledger accounts. The -
audltor should also make 1 mqmrles about the procedure of placing orders, receiving goods
checkmg invoices, etc.

You will recall that a good sys;ém of internal check about purchases should have the
following salient features :

16.
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49 TERMINAL QUESTIONS

1
2)
3)

4)

5)

6)

What is meant by Vouching? What are its objectives? Explain the importance of
vouching, o

“Vouching is the essence of audit”. Explain the statement and discuss the importance of

vouching. .

What is a voucher? How would you classify it? What are the special points an auditor
should bear in mind while examining a voucher? '
How would you vouch the following items: (a) Cash Sales, (b) Receipts from Debtors
and (c) Sale of Investments.

“In vouching payments, the auditor does not merely seek proof that money has been
paid away". Discuss and explain the general considerations to be borne in mind by the
auditor while vouching cash transactions.

How would you vouch the following items; (a) Cash purchases, (b) Payments to
Creditors, (c) Payment of Wages, (d) Travelling Expenses and (c) Petty Cash?

Note : These questions will help you to understand the unit better. Try to write
answers for them, but do not submit your answers to the University, These
are for your practice only.

VOUCHING OF TRADING
TRANSACTIONS AND

UNITS

IMPERSONAL LEDGER

Structure

| 5.0 Objectives

5.1 - Introduction
5.2 Credit Purchases
5.3 Purchases Returns
5.4 Credit Sales
5.5 Sales Returns
5.6 Goods Sent on Consignment
5.7 Packages and Empties
5.8 Journal
5.9 Vouching of Impersonal Ledger
5.10 Qutstanding Assets and Liabilities
5.10.1 OQutstanding Assets
~5.10.2  Oustanding Liabilities
5.11 Contingent Liabilities )
5.12 Apportionment of Expenditure Between Capital and Revenue
5.13 LetUsSum Up '
5.14 ‘Key Words
5.15 Answers To Check Your Progress
5.16 Terminal Questions

5.0 OBJECTIVES

.After studying this unit, you should be able to ;

vouch credit sales and credit purchases
vouch packages and empties

vouch journal entries

vouch outstanding assets and liabilitics
vouch contingent liabilities

vouch capital and revenue,

5.1 INTRODUCTION

In Unit 26 you have learnt the meaning, definition, objectives and importance of vouching
and also the process of cash receipts and payments. In this unit, we will.discuss the process
of vouching trading transactions which do not involve immediate movement of cash and the
voliching of impersonal ledger which contain nominal and real accounts.

5.2 CREDIT PURCHASES

Goods purchased on credit are entered in the Purchases Book. The Object of vouching credit
purchases is to see that the auditor's client pays for only those goods which have been
actually received in the business and that the goods are not misappropriated.

. Before starting vouching of credit purchases, the auditor should examine the system of
- internal check in operation about purchases, If the system is ineffective he should exercise

great care and exhaustively check the Purchases Book and related ledger accounts. The
auditor should 4lso make inquiries about the procedure of placing orders, receiving goods
checking invoices, etc.

You will recall that a good sysfem of internal check about purchases should have the
following salient features :
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5.4 CREDIT SALES

1) :;ll thg or‘dersffotll' purchase of goods should be recorded in *Purchase orders Book and
three copies-of -the order should be prepared. The order for purchase :
f [ R [ Sh Ay
by some responsible officer. ° OUI'd e placed
2) Onreceipt of the goods, the : : V [ its.z
‘ ) , the gatekeeper or the store-keeper sh - i ivalin
e mGonmts i 005, p ould récord its arrival ir
3) Aft'er makipg‘entry for goods arrived in the Goods Inward Book, the quantity, quality
weight etc. of the goods should be compared with the invoices. ‘
4) .Somle other clerk should check calculations of the invoice.
5) Tl1e invoice should then be sent to the head of the department placing the order who
6 ;t;ould check rates, quality and quantity of the goods.
ereafter, the invoice may be passed on to the offi i i
: f a5 ice 2ssistant wh >
same in the “Purchases Book™. o re‘-f)fd e
7) Every person who has processed the invoice should initial it.

Aftgr satisfying himself about the existence and adequacy of the internal check system, the
auditor should then proceed with the vouching of Purchases Book. ‘

An auditor should note the followi ints whi . .
ing points while vouching th
the connected documents : ‘ B P“"Chases peokand
1) He should chepk whether the invoices are in order, for which he should see that:
a) these are in the name of his client: v .
b) they relate to the period under audit:
c) they relate to the business of client;
d) these are mitialled by all persons who checked and procéssed them;
eﬂ) uhsual lt1rnde disconnt has been deducted from the gross amount; and
these have been entered in Purchases Book : ,
‘ . and the names llers
e s of sellers are properly
3; g;oods .recs:ived. have been duly-entered in the Goods Inward Book. .
K tho ‘;\101{1 thﬁe possibility of suppressing amount of purchases the auditor should compare
,, € figures in the Goods Inward Book, the Stock Register, and the Purchases- Book. The
" » céuar}my and value (?f goods in all these three books should be the sarne.
; gpll)tal' purcl‘mses, like purchase of machinery, furniture etc. should not be entered in
5 N}e _ u1c!1ilsea Book. Only revenue purchases should be entered in it .
0 mvoice should be entered twice in the books. Th i i
, . The S y
o Invoice shou lhe auditor should stamp or cancel the
6) Totals and balances of Pur i ‘
als ance: chases Book and postings to | ]
thoroughly checked. P ¢ e nccounts showd be
7y I any purchase is not su : | .
SC i3 supported by a voucher, the auditor sh ask for a i
copy of the invoice. L el sk Tora duplcat
8) Ifit runs into many pages ’ . '
g b es, the totals ac invoice s ‘
cns Y pag e totals of each page of invoice should bg separately

3

5.3 PURCHASES RETURNS

:&::r;)rldz; ;",?.is' golods afre re;umcd to the suppliers if those are defective, inferior or not as per
. 1he value of such returned goods should be received b ’ i
. e value § ¢ ack from the supptlier or
f(;ij(l;:é;dsagiz?nst 1Zutme payments, After return of goods a copy of Debit Note shc&?ﬁd be ;ent
ection for payment of net amount to the supplier ’
. : pplier, If the payment has alread
made to the supplier, a Credit Note should be obtained from the supplier. Y been

:;ores'- reczrd SO as to ensure that no bogus returns dre shown, The auditor should also
[ tarlmfle the system of internal check regarding purchases returns. He should check the
otals in the Pulchases Returns Books and the postings in ledger accounts

The auditor should compare the credit note with entries in the Purchases Return Book or the :

Goods. sold on' credit are entered in the Sales Book. The auditor should Be careful while
:ouchllcng c;edlt sales as.the documentary evidence in this case is not as conclusive as in the
ase of credit purchases. First of all, the auditor sh i
f . Firs , ould examin i
e oo purcnas ‘ e the system of internal check

You will recall that a good system of internal check regarding credit sales should have

the following features : ?
[) On receipt of the order, an entry should be made in the Orders Received Book, giving

full particulars regarding the date, the name of the purchaser, the goods ordered, and the
date of delivery efc. '

2 A copy of the order should be sent to the Despatch Department.

When the goods are being despatched, another clerk should compare the details of the
goods being packed to ensure that order has been properly complied with.

4) Some responsible officer should mark the rates in the invoices being sent.

5) The invoice should be prepared in duplicate or triplicate. One copy of it should be sent
10 the invoice clerk who should make an entry in the Sales Book, this copy should later
on be sent to the customer. Another copy of the invoice should be sent to the gate-
keeper who will make entry in Goods Outward Book. The third copy will be retained

for record purposes.

An auditor should note the following points while vouching credit sales :

[) He should compare the date, the name of the purchaser, the quantity and the amount of
the goods mentioned in the invoice with the particulars given in the Sales Book.

2) Entries in Sales Book should be compared with Orders Received Book and Goods
Outwards Bouk to make sure that no sales go unrecorded.

3) The cancelled invoices, if any, should be checked with their duplicate copies.

4) There should be no discrepancy in the rate of discount allowed to different customers. If
there is any discrepancy, the reason for the same should be inquired into. . ‘

5) If the goods have been sold on “approval basis”, it should not be treated as sales unless

 the approval letter has been received from the customer.

6) The auditor should pay particular attention to sales relating to the period in the
beginning or at the end of the accounting year. This is to make sure that no
manipulations have been made in the accounts to inflate sales. -

7y The auditor should check castings and postings of Sales Book. _

.8) The auditor should ensure that the sale of capital items like old machinery, old furniture

eic. is not entered in the Sales Book.
9) With the permission of the client, the auditor can get the outstanding balance of the

customers duly confirmed from them. This may be done at least in some cases as a test
check.

55 SALES RETURNS

If customers find that goods are defective or are not as per the ordér, they return them to the
supplier. On receipt of such goods an entry should be made in the Return Inward Book by
the gate-keeper and, by a clerk, in the Stock Register. An entry should also be made in Sales
Returns Book. A credit note, duly singed by a responsible officer, should be sent to the
customer. The auditor can vouch sales returns by comparing entries in gate-keeper’s Returns
Inwards Book and the carbon copies of credit notes sent to the customers. The auditor

— should ensure that all goods returned by customers are recorded in both the Stock Register
and the Sales'Returns Book. If this is not done, the stock and sales will get inflated and the

" business will show fictitious profit.

The anditor should carefully examine the internal check system in operation fegarding sales
returns. He should specially check a few entries in the Sales Returns Book relating to the
begirmin%gand the end of the year. He should check a few castings of Sales Return Bookand

the postings in ledger accounts.

56 GOODS SENT ON CONSIGNMENT

When goods are sent to various agents at different cities for sale on commission basis, these
are called ‘goods sent on consignment’. The gigents' hold the goods on behalf of the principal
at his risk. Merely sending of goods to agents cannot be termed as sales. Sale will take place
when agents actually sell the goods. When goods are sent on consignment, an entry should
be made in.‘Consignment Qutward Journal’. Entries in this journal can be vouched with the
help of the amount shown in the proforma invoice, correspondence with the agents, the
consignment accounts of different agents, the account sales furnished by the agents and the

* Vouching of Trading Transactions
and Impersona) Ledger
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contracts With the agents. Unsold goods lying with agents should be shown on the credit side
of the Trading Account as well as in the Balance sheet as ‘Stock on'consignment‘ The stock
on consignment should be valued at cost or market price, whichever is lower. If the goods
have been sent to agents at more than cost i.e. at proforma invoice price, the necessary
consignment stock reserve should be created. Provision should also be made for any Joss
likely to arise in future.

5.7 PACKAGES AND EMPTIES

Many a times, sellers send goods to customers in packages like bottles, casks, cylinders,

drums, crates, cans which are returnable, You might notice that cold drink bottles are L

returnable to sodawater companies. 1t is but natural that accurate accounts should be kept
_iabout containers or packages supplied to buyers and returned by them. It is better to
rnm'ma_in a separate “Packages and Empties Account” in the sales journal. This account
should be debited when new empties are purchased. The customers’ account should be
debited and packages and empties account be credited when these are supplied to customers.
When the customers return the empties Packages and Empties Account should be debited
and _the customers Account be credited. Some people do not desire to keep packages and
empties account as part of regular system of accounting they want to keep it in
memorandum form. They feel that the cost of empties should not be included in the sales.
There shoyld be a separate Memorandum account for the empties going out and the emptiés
being returned.

The value of empties in the hands of customers should be deducted from sales and such
stock should be shown at cost less depreciation, on the asset side of the Bal‘ance Sheet. The
auditer should see that proper provision is made for depreciation in respect of empties and
packages in hand as well as with customers. L ,

5.8 JOURNAL

Entries which cannot be passed through any other book of original or prime entry, are’
passed through the journal. In the absence of any special subsidiary book for recording
transactions of a particular nature the entries for such transactions can also be passed
through the journal. For example, if there is no separate Bills Receivable or Bills deable
Book, all entries relating to the bills of exchange will be passed through the journal.

Following transactions are usually passed through the journal:

i) Opening and closing entries

ii) Adjusting entries like making pr ovmon for deprecidtion, bad debts rectification of
errors, etc.

iii) Entries regarding issue, allotment and forfeiture of shares -

iv) Entries for purchase of assets on credit

The auditor should be careful while vouching the journal entries as they can - he used to
commit frauds. For example, good debts may be written off as bad and when cash is
1ece1ved from debtors in discharge of their debt, the same may be nns«lpproprlated

While vouching journal the anditor should ensure that :

i) every journal entry has a narration; '

i) the transaction has been authorised by some responsible officer; and
iii) the transaction is supported by documentary evidence.

Documentary evidence can be in different forms for different kinds of transactiuns. For
opening entries, it may be previous year’s Balance Sheet. For issue and allotment o} shages,
it may be the relevant minutes of the Board of Directors and the Prospectus.

An acquisition of assets from the vendor may be supported by a contract entered into with .
him. For making provisions for bad and doubtful debts, there must be some uniform
procedure about which the auditor should make necessary inquiries. Bad debts should be
written off under proper authority. Outstanding expenses, prepaid expenses, and accrued
incomes should be properly verified, Preferably, a schedule for these items should be
obtained from some responsible ofﬁcer of the chent

Check Your Progress A
1) State whether the following statements are True or False.
a) While checking a purchase invoice, the auditor should make sure that it related to
the business of his client and also to the period under audit.
 b) While vouching purchases returns, the auditor need not insist on production of
debit/credit note.
¢) While vouching credit sales, the auditor should ensure that goods sent to customers
for sale on approval basis have been included in sales.
d) While vouching sales returns, the auditor should see to it that a credit note duly
signed by a responsible officer has been sent to the customer.
While vouching goods sent on consignment, the auditor should ensure that unsold
stock lying with the consignee has not been shown as an asset in the Balance Sheet.
f) While vouching journal, the auditor should see 1o it that bad debts have been |
written off under proper authority.
2) List the entries which are usually recorded in the journal,

e)

...........................................................................................................................................
...........................................................................................................................................
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5.9 VOUCHING OF IMPERSONAL LEDGER

impersonal ledger contains two kinds of accounts viz., (i) nominal accounts like rent,
salaries, cartage etc. and (ii) real accounts like machinery, furniture etc. You know that
balances of nominal accounts are transferred to Trading and Profit and Loss Agcount while
balances of real accounts are shown in the Balance Sheet. We will now study the vouching
of items Which appear in the impersonal ledger and relate to Profit and Loss Account.

‘ ,The Impersonal Ledger will be Vouched as Follows :

‘1 The auditor should check postings of various cash payments and receipts in respect of
nominal accounts in the impersonal ledger. These transactions can be salaries, wages,
rent, etc. paid in cash or dividends, interest, etc. received in cash,

2. The auditor should check the totals of all the subsidiary books, and their postings in the
relevant nominal accounts in the impersonai ledger. :

3 In the case of transfer and adjustment entries from one impersonal account to another
which have been passed through the journal, the auditor should see that every entry is

~ supported by sufficient documentary evidence.

4 The auditor should check various adjustment entries made at.the end of the year when
final accounts are prepared. Such adjustments relate to ou*~tanding assets and liabilities

and depreciation etc.

Vouching of Trading Transactions
and Impersonal Ledger

" 5.10 OUTSTANDING ASSETS AND LIABILITIES

Arlthmetlcal accuracy of impersonal ledger is no proof that the profit or loss has been
correctly arrived at. If we omit certain expenses which have become due but have remained
‘unpaid, the profit shown will be more. It is, therefore, necessary that all the expenses which
. have been incurred during the current year must be debited to Profit and Loss Account and
‘shown as a liability in the Balance Sheet. Similarly, there may be certain incomes which
might have accrued in the current year but not yet received. To ascertain the profits
correctly, such incomes should be credited to the Profit and Loss Account and shown as an _

asset in the Balance,Sheet

It is advisable that a2 ‘Memorandum Book’ containing details of outstanding assets.and
liabilities is maintained. This book should be signed by a responsible officer. With the help
of thls book, the auditor can easily ascertain the outstanding and accrued items for which the
adjustmg entries should have been passed. Through this book the auditor can compare
outstandings and accruals of two dlfferent periods.

We will now discuss some of the outstandmg assets and lldbl]llleS and the auditors duties
about them,
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. -5.10.1 Outstanding Assets

An expenditure which has been incurred during the current year but the benefit ot which
will be enjoyed during the next year is called an outstanding asset. Qutstanding assets can be
of three types. These arei(l} prepaid expenses,{2 » incomes receivable (accrued incomes), and
:3Y deferred revenue expenditure.

- . a

Let-us now gtudy the nature of each item and how they shall be vouched.

D
1) Prepdid Expenses: Prepaid expenses are those expenses which have been paid in the
current year but the benefit of which will be received in the forthcoming year. For example,
if we pay an insurance premium of Rs. 12,000 for one year on Ist April, 1989, then one-
fourth of this expenditure (Rs. 3,000) relates to the next year (from January to March 1990).
Thus, Rs. 3,000 should not be charged to the Profit and Loss Account of the year 1989. If
we do so, the profits for 1989 will unJustlﬁably get reduced by Rs. 3,000. To arrive at
correct profit for the current year this amount of Rs. 3,000 should be deducted from total
expenditure. Examples of prepaid expenses are : insurance premium, rent, rates and taxes,
telephone bills, etc., which are generally paid in advance.

For vouching the prepaid expenses, the auditor should scrutinise the relevant nominal
accounts; the-demand notes, the relevant receipts, etc. and make sure that proper adjustments
have been made in the account books. He should ensure that calculations in respect of
prepaid expenses are correct.

2) Incomes Receivable or Accrued Incomes: These are incomes earned or accrued or
become due in the current year but not yet received. For example, till the end of the year on
31st December, rent for December might not have been received. Similarly, a borrower of a
loan might not been paid interest for the last three months of the accounting year. As these
incomes have accrued in the current year, it is but natural that such incomes should be
credited to current year's Profit and Loss Account. About such incomes, the auditor snould
make sure that they will be duly received, and that the calculations are correct,

3) Deferred Revenue Expenditure: According to Prof. Arnold Johnson deferred revenue
expenditures are those “non-recurring expenditires which are expected to be of financial
benefits to several accounting periods of indeterminable total length”. The benefit of
deferred revenue expenditure is likely to be enjoyed not only in the current year but also in )
some more years to come. Examples of such expenditures are heavy expenses on special
advertisement campaign for introducing a new product, research and development
expenditure, heavy expenditure on repairs of machmery, discount allowed on issue of
shares, elc.

Full amount of such expenditure is not debited to the Profit and Loss Account for the year in
which it is incurred. On the other hand, it is spread over the number of years during which
the benefit is likely to be enjoyed and only a proportionate amount is debited to the Profit
and Loss Account. For example, if Rs. 40,000 have been spent on heavy repairs to a machine
which will continue to be useful for coming four years, every year 1/4 of Rs. 40,000 i.e.,

Rs. 10,000 should be debited to the Profit and Loss Account.

For vouching deferred revenue expenditures, the auditor should check the details of
computation of the amount carried forward and see that the charge made to current years’
Profit and Loss Account is reasonable. He should scrutinise the basis on which the estimates
have been prepared and satisfy himself that these are reasonable.

5.10.2 Oustanding Liabilities .

The expenses which have become due for payment and should have been paid during the-
current year but have not been actually paid are called * outstanding liabilities’. For example, -
the rent of the building for the month of December, 1990, should have been paid during the
year 1990, but has not actually been paid dunﬁg the same period. Since rent for the month of y
December, 1990 relates to the accounting year 1990, it must be debited to the Profit and ‘
Loss Account and shown as a liability in the Balance Sheet. If outstanding liabilities are not -
charged to the Profit and Loss Accounts, the final account will ‘not show the correct amount
of profit or loss, and the Balance Sheet will also be erroneous, It is the duty of the auditor to
verify all items of outstanding liabilities. If he fails fo do so, he will be held liable for
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négli gence as was held in the case of Westminster Road Construction and Engineering
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Company Ltd.
Ascertaining all outstanding liabilities is a bit difficult wusk for the auditor because some

items may have been suppressed or may not be clear t*m books of accounts. Experience of
the auditor can be the main guide in such circumstanc:-s. He can find these liabilities by

inspecting the payment side of the Cash Book of ¢ a fev months after the close of the

lfmancml year. If hie finds entry for payment of rent f: December last, he can presume that it
,was outstanding at the close of the year. The auditor, .. n ask some responsible officer to
furnish a certificate stating that no expense relating to .irrent year remains-unpaid and the

. expenses which have not been paid, have been properly *ecounted for

The auditor should himself scrutinise various nominal acc.:.ts like wages and salaries, rent
interest, discount, taxes, etc., and compare them with figures of the last year. If the
Rifference is large the matter should be investigated further. Following are some of the
outstanding liabilities:

1) Incomes received in advance: It refers to that income which has been received in the
" curreut year by way of an advance, but relates to the next year. For example, a tenant
may pay advance rent in the current year for January. This rent, no doubt, has been
received in the current year, but it relates to the next year and hence it should not be
credited to the current year’s Profit and L.oss Account.

‘The auditor should carefully serutinise such items and ensure that all receipts which
pertain to the next year should be treated as unearned income and are shown as a

liability in the Balance Sheet.

2) Unpaid or outstanding expenses: Expenses which pertain to the current year and
should have been paid but have not actually been paid during the same year are called
unpaid or ‘outstanding expenses’. All.such expenses should be charged to the current
year’s Profit and Loss Account and shown as a liability in the Balance Sheet. To find
out the outstanding expenses, the auditor should examine ali nominal accounts, receipts,
invoices, demand notes, etc. He should ensure that these have been charged to Profit
and Loss Account and shown as a liability in the Balance Sheet.

3) Purchases made at the close of the year: Many a times, it happens that purchases
rhade at the close of the year are received and entered in the stock register, but no entry
is made in the Purchases Book with the result that purchases are understated and profit
gets inflated. The auditor should call for ‘a schedule of such purchase@ and ensure that
Purchases Accotnt is debited with their total amount and the amount is shown as a
liability in the Balance Sheet. To check unrecorded purchases, the auditor should
compare Goods Inwards Book with Purchases Book for few days before the close of the

year.

4) 'Outstanding Rent, Rates and Taxes: If rent, rates and other taxes relatmg to the
current year have not been paid by the time the books are closed, these must be.
ascertained and debited to the Profit and Loss Account and shown as a liability inl the
Balance Sheet. Failure to do so will inflate the profit for the current year. The auditor
should inspect the ledger accounts, the demand notes, the receipts, etc. in order to
ascertain such outstanding expenses. He can also-make comparison of the current year’s
figures of the preceding years to assess the amounts payable. \

5) Outstanding Wages and Salaries: It so happens that accounts are closed on. the last

day of the last month of the year but the wages and salaries for that month are paid on
the first day of the next month in the next year. For example, the accounts may be
closed on 31st March but the wages and salanesl for March may be paid on Ist April. If

. this is done, current-year’s Profxt and Loss Account will be debited with wages and
salaries for eleven months and not twelve months. The profit revealed by Profit and
- Loss Account will thus get inflated. Hence, it is necessary to include the wages and
“salaries for March while debiting this item to the current year’s Profit and Loss Account
and to show wages and salaries for March in the Balance Sheet as a liability.

6) Audit Fee: There are two opinions on showing audit fee for auditing current year’s
, pinior 8

accounts as an outstanding ljability. Some say it should not be shown as current year’s . n3.
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expenditure because the audit work of current year's account is done in the next year
and so it is next year's expense. Others say that audit fee is paid for the work of the
current year and hence, it should be charged to the current year's Profit and Loss
Account and shown as a liability in the Balance Sheet. Both these arguments appear to
be sound. Now it is an accepted principle that if the audit work starts in the current year
the audit fee should be debited to Profit and Loss Account of the current year and if the
audit work commences in the succeeding year, the audit fee shouid be charged to that
year and not shown as an outstanding liability of the current year.

7) Other Liabilities: There can be various other outstanding liabilities for expenses like
freight and carriage, travellers’ and agents’ commission, etc. The treatment of these
liabilities should be the same as that of the outstanding wages and salaries, if the
expenses relate to the current accounting year these must be debited to the Profit and
Loss Account of the current year, whether they have been paid or not.

5.11 CONTINGENT LIABILITIES

These are liabilities which are not real liabilities as on the date of the Balance Sheet but |
which may arise in future depending upon the happening of some future events, A
contingent liability has been defined as “a possible future liability arising from one or more
business acts preceding the date of the Balance Sheet”, Prof, Walter B. Meigs says,
Contingent liabilities may be defined as potential obligation which may in the future
develop into actual liabilities or may dissolve without necessitating any outlay. The
difference between absolute liability and contingent liability is that an absolute liability is
sure to arise, but a contingent liability may or may not arise. Example of contingent liability
is a bill receivable discounted with the bank which may be converted into a real liability, if
the acceptor of the bill fails to pay on the due date when presented by the Bank. Similarly, a
customer might have filed a suit against the business for supply of defective goods. If the
judgement goes against the business it will be required to pay damages to the customer and
then it will become a real liability. Thus, a pending suit for damages is a contingent liability.
Other contingent liabilities can arise in case of partly paid shares, a contracis of guarantee,
an unfinished contract, or for a forward contract. ‘

Auditor’s duties regarding contingent liabilities: The first duty of the auditor in this
regard is to make sure that all contingent liabilities have been taken into account by his
client. For contingent liability arising out of pending suits, the auditor should consult the
solicitor of his client to know the value and genuinness of such liabilities. To know about
contingent liability regarding discounted bills receivable, the auditor should make inquirres
from discounting bank about number of discounted bills which have not matured yet. About
liability for calls on partly paid shares the auditor should make inquiry about shares held by
his client on which calls have become due or are likely to become due in the near future.
About liability arising out of suretyship contracts, the auditor should examine amounts
guaranteed by his client and inquire about the financial position of the principal debtors.
The auditor should see that the requirements of the Companies Act regarding contingent
liability have been fully complied with,

5.12 APPORTIONMENT OF EXPENDITURE BETWEEN:

_CAPITAL AND REVENUE

Expenditures incurred in business can broadly be divided into two categories: (i) capital
expenditure, and (ii) revenue expenditure.

A capital expenditure generally involves a large amount and is spent on acquiring long
term assets. Its benefit is likely to be derived by business not only in the year in which the
expenditure is incurred but overa fairly long period, Such expenditures increase the.earning
capacity of the business.

A revenue expenditure is one which has to be incurred as a matter of routine and its benefit
is derived only in that year in which it is incurred. Purchases, rent, carriage are examples of
revenue expenditure.

Vouching of Trading Transactions

Wages paid for installation of a new machinery is a capital expenditure while wages paid tor
i - and Impersonal Ledger

production of goods is a revenue expenditure.

All revenue expenditures are charged to the Profit and Loss Account and all capital
expenditures are shown in the Balance Sheet as assets. It is, therefore, very important for
arriving at the correct amount of Profit or Loss that all business expenditures are correctly
apportioned between capital and revenue, If on account of wrong allocation, more profits are
distributed among shareholders of the company, the auditor might be held responsible for
the payment of dividend out of capital.

Check Your Progress B
1) State whether the followmg statements are I‘rue or False.
" a) Prepaid expenses are those expenses which have been paid in the current financial

year but the benefit of which will be enjoyed in the forthcoming year.
b) Accrued incomes are those incomes which have been received in the current year

but not yet earned.
¢) The benefit of deferred revenue expenditure is likely to be enjoyed not only in the

current year but in some more years to come.
d) Outstanding expenses do not pertain to the current year though have actually been

paid during the current year.
e) Contingent liabilities are not,u.al liabilities as.on the date of Batance Sheet.

f) Capital expenditures imply at{uisition of assets.
2) Whatisa contingent liability?

...........................................................................................................................................

5.13 LET US SUM UP

Trading transactions refer to those transactions which do not involve movement of cash such
as credit purchases, purchases returns, credit sales, sales returns, goods sent on consignment,
etc. The vouching of such transactions involves scrutinising the efficacy of the internal
check system to be followed by the client in respect of these items and examining the
relevant vouchers, correspondence, etc.

'While vouching the credit purchases and purchases returns, the auditors have to carefully
examine the invoices, the credit notes and the Goods Received Books, and ensure that
correct entries have been made in the Purchases Book. Similarly, while vouching the credit
sales and sales returns, he must examine the orders Received Book, the Invoice Book, the
Goods Qutwards Book and the Sales Book.

With regard to goods sent on consignment, packages and empties, etc. the auditor has a
special duty. He has to ensure that the stock with consignees and the packages and empties’
returned by customers are properly accounted for.

Impersonal Ledger contains all nominal and real accounts. The auditor has to ensure that
every entry in the Impersonal Ledger is supported by a documentary evidence.

The outstanding assets refer to the prepaid expenses, accrued incomes and the unwritten off
amounts of deferred revenue expenditure. The auditor must ensure that their amounts are
duly adjusted in the Profit and Loss Account and shown in the Balance Sheet. Similarly, the
outstanding liabilities like outstanding expenses and uneamed incomes are properly adjusted
in the relevant items while showing them in the Profit and Loss Account and that they
appear in the Balance Sheet as liabilities.

Contingent liabilities refer to liabilities like pending suit for damages, amount uncalled on
partly paid shares, and bills discounted with the bank. Where the amounts of such liabilities
can be aseertained, the necessary provision must be made by debiting the Profit & Loss
Account. Otherwise, they should be shown in the form of a note appended to the Balance
Sheet

The audltor must also ensure that no capital expendllure is treated as revenue expendlture ' 25
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and that all revenue expenditurés are duly shown in the Profit and Loss Account. He should
take special care in vouching the capital expenditure for which he may examine the refevant

correspondence and contracts.

514 KEY WORDS

Purchase Invoice : Document containing description of goods purchased, quantity, rate,
amount payable, name of the supplier, etc.

Sales Invoice : Document containing description of goods sold, quantity, rate, amount
receivable, name of the customer, etc, ‘

D:bit Note : Document authorising deduction of amount from the amount payable to the

-supplier for goods returned.

Credit Note : Document authorising deduction of amount from the amount receivable from
the customer for goods retu  d.

‘Pro-forma Invoice : Document sent to the consignee along with goods showing description

of goods, quantity, price, etc.

5.15 ANSWERS TO CHECK YOUR PROGRESS

Al (a) True, (b)False, (c)False, (d)True, (e)False, (f)True.
B 1 (a) True, (b)False, (c)True, (d)False, (e)True (f) True.

516 TERMINAL QUESTIONS

‘1) Set out in detail how you would verify the items in the Bought Ledger of a trading

concem, ‘
2) How would you audit the Sales Book and Sales Returns Book.
3) What do you understand by “outstanding assets” and “outstanding liabilities” ? What
are the duties of an auditor in relation to outstanding liabilities?

. 4) “An audit implies more than asscertaining the arithmetical accuracy of books of

accounts”. Comment on this and set out ten debit items of the Profit and Loss Account
stating the sources from which accuracy of the charges can be verified.
5) Write short notes on the following :
a) .Vouching of contingent liabilities.
b) Auditor’s duties regarding verification of deferred revenue expenditure.
¢) Auditor’s duties regarding verification of the apportionment of expenditure
between capital and revenue.
d) Vouching of packages and empties.

Note: These questions will help you to understand the unit better. Try to write
answers for them, but do not submit your answers to the University. These
are for your practice only.

'VERIFICATIONAND
. VALUATION OF ASSETS AND
LIABILITIES I
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6.0 OBJECTIVES

After studying this unit, you should be able to:

¢ Explain the meaning and importance of verification in auditing

e appreciate the methods of valuation applied to different types of assets

o outline the responsibilities of auditors in respect of verification and valuation

¢ apply the principal considerations in verification and valuation of various fixed assets.

61 INTRODUCTION

We have now reached a stage in the study of auditing where some practical considerations
seem to be essential to achieve our objectives of audit. You must have established by now
that the entire audit exercise is meant to examine the correctness of the books of account and
to get a report from the ‘auditors that the financial statements of the company stiow a true

- and fair view of the state of affairs of the business for the period under review. In order to

achieve this purpose of audit, however, the auditor has to apply some checks and tests. The
technique of verification and valuation is one of those checks through which the auditor
examines the correctness of the Balance Sheet of the company i.e., the correctness of the
assets and liabilities appearing in the Balance Sheet. This is a process to ensure whether the
assets and liabilities as shown in the Balance Sheet are correct in items as well as in their
figures, and thatall assets and liabilities of the company as on the date of the Balance Sheet ’
have been properly included therein; If it is not so, the auditor has to get the mistakes
rectified before he signs those documents, or has to state clearly in his report about the areas

of dissatisfaction in the Balance Sheet.

In this unit we shall discuss the process of verification and different methods of: valuation of

fixed assets and auditor’s rcspohsibility thereto,
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Credit Note : Document authorising deduction of amount from the amount receivable from
the customer for goods retw  2d.

are the duties of an auditor in relation to outstanding liabilities? 6.0 OBJECTIVES

. 4) “An audit implies more than asscertaining the arithmetical accuracy of books of
accounts”’, Comment on this and set out ten debit items of the Profit and Loss Account
stating the sources from which accuracy of the charges can be verified.

5) Write short notes on the following :

After studying this unit, you should be able to:
e Explain the meaning and importance of verification in auditing

a) Vouching of contingent liabilities e appreciate the methods of valuation applied to different types of assets

b) Auditor’s duties regarding verification of deferred revenue expenditure e outline the responsibilities of auditors in respect of verification and valuation

c) Auditor’s duties regarding verification of the apportionment of expenditure e apply the principal considerations in verification and valuation of various fixed assets.

between capital and revenue. . - —
d) Vouching of packages and empties. ‘ 6.1 INTRODUCTION
. . i d . \ We have now reached a Stage in the study of auditing where some practical considerations

Note: These questions will hglp you t(t)) understand the unit bl?tt% Tryto W{Se seem to be essential to achieve our objectives of aidit. You must have established by now
answers for them, but do not su mit your answers to the University. These ‘ that the entire audit exercise is meant to examine the correctness of the books of account and
are for your practice only. to get a report from the auditors that the financial statements of the company sliow a true

- and fair view of the state of affairs of the business for the period under review. In order to
achieve this purpose of audit, however, the auditor has to apply some checks and tests. The
technique of verification and valuation is one of those checks through which the auditor
examines the correctness of the Balance Sheet of the company i.e., the correctness of the

. p assets and liabilities appearing in the Balance Sheet, This is a process to ensure whether the

C assets and liabilities as shown in the Balance Sheet are correct in items as well as in their
figures, and thatall assets and liabilities of the company as on the date of the Balance Sheet °
have been properly included therein. If it is not so, the auditor has to get the mistakes

- rectified before he signs those documents, or has to state clearly in hlS report about the areas

o : R v ' ' ‘ of dissatisfaction in the Balance Sheet.

In this unit we shall discuss the’ process of venﬁcauon and different methods of valuanon of
fixed assets and auqhtor 8 responsnblhty thereto.
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6.2 VERIFICATION

6.2.1 Meaning

One of the most common processes of auditing is verification and valuation of assets and
liabilities. It is by the application of this process that the auditor can ascertain whether the
Balance Sheet properly represents the position of the company with regard to its assels and
liabilities. It is a method to satisfy with the help of inspection and documentary evidence
whether the different items appearing in the Balance Sheet are at cortect figures. It is an
examination by the auditor to substantiate the accuracy of the Balance Sheet. The major
areas of verification are existence, value and authority for acquisition of assets.

6.2.i Purpose

You kngw it very well that it is one thing to record a transaction in the books of account. It,
however, needs proper evidence to satisfy that the transaction is correct and it has been
rightly representedv-fn the final accounts. In other words, even after an entry has been
checked and found correct, the possibilities of errors or frauds in final accounts cannot be
ruled out. In qther words, the correctness of the Balance Sheet, which is based on the
balances of a number of ledger accounts, needs a careful verification. One of the usual -
methods of audit examination is vouching. You know that vouching is done to ensure that an
expenditure has actually been incurred and that it has been correctly recorded in the books.
But even after the vouching of an expenditure, assets still deserve a physical verification.

The purpose of verification, therefore, is to examine the existence, ownership, possession
and valuation of assets. An asset may appear in the Balance Sheet of the company. But this
does not automatically guarantee that the money paid for an asset has actually brought it into
the business. Even if an asset has been included in the Balance Sheet, the risk is that :

a) it does not exist at all,

b) itexists butis owned by somebody else,

c¢) itis owned by the company, but is in the possession of someorne else, or

d) itexists and is owned by the company, but has not been shown at correct value.

6.2.3 Process

Verification is an integral part of the audit of Balance Sheet. It is one of the fundamental
duties of the auditor to verify the assets and liabilities as appearing in the Balance Sheet.
The auditor wants to satisfy himself that the various items shown in the Balance Sheet are in
order as regards their existence, ownership and value. It is an enquiry and a process of
confirmation. Even if an asset is properly acquired, the auditor has still to verify that as on
the date of the Balance Sheet: (i) the asset was not sold to another party, or (ii) it was not
pledged or martgaged outside the business. In particular, the arcas of enquiry in course of
verification of assets are :

1) Is there any reliable and relevant evidence to prove that the-asset is owned by the

company? .
2) Does the asset physically exist at the date of the Balance Sheet?
3) Is the basis and principle of valuation of. asset used by the company give it a correct

figure? . :
4) Has the company followed the disclosure requirements in showing the asset in the

Balance Sheet?

Thus the process of verification of assets is virtually a process of their confirmation. Ttis .
done with the help of documentary and other evidences. The idea is to verify the following :

1) Existence: That the assets actually existed on the date of the Balance Sheet.

2) Acquisition: That it was a duly authorised acquisition for the pruposes of the business. .

3) Ownership: That the assets are legally owned by the company.
4) Charges: That the assets are free from any lien, charges or encumberances.
5) Valuation: That the assets have been correctly valued on the basis of their current

condition.
6) Disclosure: That the value of the assets has been correctly disclosed in the Balance Sheet,

f.\_s r.e.g'ards the verification of liabilities, however, the auditor wants to ensure that: (a) all
iabilities of the compapy on the date of its Balance Sheet have been included, (b) they have
been shown at proper figures, and (c) no liability has been omitted.

. In brief, the process of verification is often identified by the code VET, i.e. checking the

- VALUE, EXISTENCE and TITLE of the assets.

Check Your Progress A
1) What is Verificatfon?

...............
...................................
....................................................
....................................
..........................................
...........................................

....................................................
........................................................
............................

- 2) What is Valuation?

...................................
.......................................................................
.................................
.......................................................
..........................................
.......................

3) How can you ensure that a Balance Sheet is correct?

...................................
..............................................................
...............................
..........
....................................
.........................................................
............................

....................................
...................................................
............................
.......................

4) What is the purpose of verification of physical existence of assets?

................................
.............................................
..............................

.........................................................
.......................................
....................

5) ?‘State whether the following statements are True or False.

1) Vouching and verification are the same.

11) gan asset 1s.pu1:chased by a company, it is necessarily owned by the company.

}_11) An fisset. wh‘lch is f)wned by a company need not necessarily be in its possession.

iv) Aninvoice is a reliable and relevant evidence that the asset is owned by the
company and it must be included in the Balance Sheet. ‘

v?) eepremanon must be charged to determine the true value of an asset

vi) Verification of liabilities means that the ) tors

amount of sundry creditors shown i

Balance Sheet is correct. - e

63 VALUATION OF ASSETS

You‘ have seen earlier that one of the major aspects of verification is valuation. It is
particularly in respect of assets. Assets are shown onthe right hand side of a B.alance Sheet
There are differént types of assets and each one has its own purpose and uﬁlity Moreov: .
the.nature of the business also gaverns tﬁe quantity and variety of assets or p‘roi)erties )
nécgieq t'o op‘e?ate. Treatment of different types of assets in accounting is in accordance with
the gu1_d1ng principles of valuation, It is mainly due to the importance of correct valuation of
assets In accounting. Any error or manipulation in the valuation of assets means that the °
financial statements are not correct. The auditor, therefore, has to pa); adequate attenti

the problems associated with the valuation of assets. e

6.3.1 Basis of Valuation

The alternative bases which may be used for valuation of assets are given'in Table 28.1.
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Table 28.1 : Basis of Valuation

Concept ' Meaning o Identification
1) Cost Value Price at which the asset was purchased . Old Purchase Price
2) Realisable Value Price at which the asset may be sold - Market Price
3) Replacement Value Price al which the assel may be purchased now New Purchase Price
4) Scrap Value Price which may be realised after the completion Break-up Price

of the working life of the assel
5) Book Value Cosl price less depreciation charged up till now Written Down Value

Let us differentiate between the different .values of an asset with the help of the following
example.

Menaka Electronics Ltd. purchased a machinery for Rs. 10,000 in 1986. When the Balance
Sheet of the company was being prepared in 1989, the selling price of the machinery in the
market was Rs. 13,000 owing to a price-rise by the producers. In case the company decides
to dispose off its old machinery, it is likely to fetch a price of Rs. 8,000. The normal
working life of the machinery is estimated 1o last in 1990, and the scrap value is expected to
recover Rs. 1,000.

The different values of the machinery in 1989 would be as follows :

1) Cost Value Rs. 10,000

2) Realisable Value Rs. 8,000

3) Replacement Value Rs. 15,000 plus Transportation, Installation etc.
4) Scrap Value Rs. 1,000

5) Book Value Rs. 2,800 after charging depreciation @

Rs. 1800 per anum for 4 years on Rs. 9,000 (i.e. cost less

scrap)

6.3.2 Effecton Profits

It is necessary to emphasise that there is just one value of an asset which is the appropriate
value at a point of time. The value may change with changes in the circumstances of the
business. But so far as the present Balance sheet is concerned, it must show the position of
the difterent assets in terms of their current accounting value. If an asset is valued on a basis
different from the normally accepted principles of valuation, the accounts will not
demonstrate a correct financial position. This is because of the inter-relationship between
the value of an asset and the profit of the company. Valuation affects determination of
profits. It also affects the correctness of the Balance Sheet. This happens in the following
manner : :

i) Over-valuation of Assets ¢—> Charging less than

required

depreciation é—————> Inflated Profits
i) Under-valuation of Assets &> Charging more than

required

- depreciation {—————3 Suppressed Profits

. In both the situations, however, it will amount to manipulation of accounts when either

(a) assets are over-valued, (b) assets are over-depreciated, (¢) assets are under-valued, or
(d) assets are under-depreciated. When the Profit and Loss Account shows a profit or loss
which is different from the actual prafit or loss of the business for the period under review;
either by twisting valuation or depreciation to serve its own objectives, the financial
statements will fail to disclose a true and fair view of the state of affairs. This will also be
against the provisions of law. The auditor, therefore, always keeps in mind the profit
implications of valuation of assets.

Check Your Progress B
1) Fill in the blanks.
i) The price at which an asset is purchased is its ..........

ii)" The current market price of an asset is its .......... value,

iii) - The value of an asset after its working life is ..........

iv) The book value of an asset is its .......... minus .......... ,

v)  If less depreciation is charged on assets, this means .......... of assets,

vi) = If an asset is depreciated more than its normal loss, the asset will be ..........

vii) If the value of assets shown in the Balance Sheet'is more or less than its correct
value, this will affect ..........
- viii) The difference between the cost price and book value of an asset is ..........
ix) Ifan old machinery is repaired for its normal maintenance, the amount of

expenditure should be treated as a .......... expenditure.
x) The duty of an auditor is to verify the assets in respect of (a) .......... ,(B) e, and
©) oo,

2) What may -be the alternative bases of valuation of assets?

.........................................................................................................

.............................................................................................................

............................................................................................................................................

...........................................................................................................................................

. 6.3.3 Modes of Valuation

You have seen that appropriate valuation of assets is an essential aspect of auditing, This
means that the different types of assets are shown in the Balance Sheet at figures which are
in cornformity with :

. @) the principles of accounting

b) the nature and characteristics of.the business
¢) the method of valuation

d) the pronouncements of the professional accountancy bodies.

In other words, proper valuation of assets expects that it is satisfactory from the point of
view of accounting, business conditions, principles of valuation and auditing considerations.

~ get us now identify the guiding principles of valuation in respect of: (1) Fixed Assets,

{2) Current Assetﬁ (3) Intangible Assets, and (4) Wastmg Assets.

Fixed Assets: Fixed assets are of a relatlvely permanent nature. They are used to produce or
to generate profit. They are expected to remain in the business till it ceases to be a going
concern. Such assets are to help run the business, and are not for sale. The common
éxamples of fixed assets are : Land, Building, Plant, Machinery, Furniture, etc.

The normal method of valuation of fixed assets is as follows:

a) Fixed assets should generally be valued at cost, less a reasonable provision for
depreciation (in respect of wear and tear, exposure, depletion, effluxion of time or
obsolescence).

b) Where a fixed asset is likely to need replacement at a materially higher price due to

" rising price levels, an additional amount should be set asnde to provide further funds for
eventual replacement.

¢) Depreciation on fixed assets s#ould be so equ1tably distributed over the entire working
life of the asset that the Profit and Loss Account of each dccountmg year effectwe]v
shares the proportionate loss for the period.

Current Assets : The business makes a contiriuous effort to convert some assets into cash in

the nortmal course of trading, The purpose is to obtain profit on such conversions. Such

assets are often of a short-term nature and they add to the liquidity of the organisation. For
example, Stock, cash, book debts, investments etc. are treated as current assets.

In view of this characteristic of current assets, their mode of valuation is : Cost Price or Net

Realisable Value, whichever is lower. In other words, if the company made some

investments in corporate equity of Rs. 10,000, and its present market value comes down to

Rs. 9,000, the value of inivestments to be shown in the Balance Sheet will bé Rs. 9,000. In

- case, however, the valiie of investments appreciates in the market, that will not be taken into

consideration for the purpose of valuation until the investments are actually sold and money
is realised in cash. This means that while we take into account any loss or depreciation
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sustained in respect of current assets, we do not show any profit or appreciation on such
assets for the purpose of their present valuation.

Intangible Assets: Intangible assets are those assets which have no physical existence. But
they are shown in the Balance Sheet as assets by virtue of their ut111ty to the business, e.g..
goodwill, patent, trade mark, copyright etc. Therefore, separate from the business, they may

not have an independent value as such.

The question of valuation of intangible.assets is govemed by the following two
considerations: :

a) Only properly chargeable amount should be debited to these heads; and
b) Such items should be carried forward in the Balance Sheet at their actual figures until

fully written off.

You may say that intangible assets should be at their lowest possible value, and that they
should be wrilten off at the earliest opportunity.

Wasting Assets: Such assets are of a fixed nature, but are gradualiy consumed or extracted.
This process causes depletion or exhaustion in the value of the assets, e.g., mines, quarries,
ete. Since the value of the asset continuously declines owing to its reducing stock, it is

termed as a wasting asset.

The value of the wasting assets in the Balance Sheet is gradually reduced by the estimated
amount by which it diminishes in value during the year. For example, if a coal mine is
purchased for Rs. 20,000, and coal worth Rs. 5,000 is taken out of the mines during 1988-
89, the value of the asset in the Balance Sheet for the year should be Rs. 15,000. Next year,
if the estimated value of coal extracted from the mines is Rs. 7,000, then the value of the
asset at the end of the year will come down to Rs. 8,000.

" Let us now present our discussion in a nutshell. According to the accepted principles of

valuation of different types of assets, the Balance Sheet should incorporate their figures on
the following basis :

Table 28.2: Valuation of Assets '

Category of Assets Examples

Bases Adopted

Land, Building, Furniture,
Machinery ctc,
Stock, Investments,

1) FIXED ASSETS

2) CURRENT ASSETS -

Cost Price less Depreciation

to date

Cost Price or Realisable Value,
whichever is less

. Book Debt etc.
3) INTANGIBLE ASSETS Goodwill, Patent etc. Minimum Actual Cost until
' : completely written off

4) WASTING ASSETS ' Mines, Quarry etc. Estimated Diminished Value

Table 28.2 shows the major applications of the principles of valuation in respect of the
different categories of assets, The underlying principle to be identified here is:

While profits or appreciations in the value of assets may not be taken into account unless
actually realised, all losses or depreciation in the value of assets must be written off as soon

as they are known.

There is, however, one exception, A construction company or a contractor may value his -

work in progress at cost plus a proportion of profit earned thereon to the date of the Balancr.

Sheet. : . . r

Check Your Pgogress C
1) What factars should be taken into consideration in valuation of assets?

.................................

'3). How should an auditor treat current assets?
4) What is a wasting asset and how it is valued?

....................................
......................................................................................................

5) Mention against each item whether it is (a) Fixed A’sset, (b) Current Asset,
(c) Intangible Asset, or (d) Wasting Asset.
i) Work in Progress

ii) Goodwill eebcrreenns N
iii) Loose Tools R
iv)  Preliminary Expenses s
v)  Garden i,
vi SofaSet
vii) MicaMines
viii) Refrigerator ....
ix) Cash in Hand

x)  Stockin Trade

....................

6.3.4 Audltor's Position in Respect of Valuation of Assets

The position of an auditor as regards the va]uation of assets in.a company is as follows:

1) Itis the duty of the auditor not only to verify the physical existence and ownership of
.. the asset, bu.t also its valuation as shown in the Balance Sheet,
2} Itis not sufficient for the auditor to check the arithmetical accuracy of the assets
. "appearing in the Balance Sheet; he should also make enquiries through information and
explanation to know the correct state of affairs.
3) Itis not enough for the auditor to compare the items of the Balance Sheet with the
o books of account; he should also satisfy himself about the actual position of the assets.

4) An auditor is not a technical expert. He is not a valuer. He, therefore, need not value
each and every asset himself.

5) An auditor may rely upon the directors of the company or on the certificates of other
professionals in respect of the valuation of assets, provided'he uses reasonable care and
skill before showing that reliance.

6) Inmatters relating to valuation of assets, the auditor must adhere to the generally
accepted principles of valuation, commercial practices and accounting standards.

7)  The auditor should be careful to see that assets which do not exist are not included in
the Balance Sheet and those which exist do not contain any over-valuation or under-

_ valuation.

8) The auditor should ensure that adequate depreciation has been charged on assets before
determining their current value. '

9) Itis the responsibility of the management of the company to use a reasonable basis of
valuation of assets, determine thelr correct value and to show ther accordingly in the
financial statements.

10) The auditor should state the basis of valuation of assets in the Balance Sheet as certified
by directors or engineers,'architects; surveyors, etc. as the case may be.

"Thus the auditor examines the valuatiori of ¢ assets in order to ensure that the financial
statements wrll give a true and fair view of the state of affairs of the company: He has
greater responsibility to verify than to value. He should verify the original cost price and
ascertain that the current values are fair and reasonable and are in accordance with the
accepted commercial principles.

a

The auditor can safeguard his position of responsrbllity as WBll As liability in respect of
valuation of assets by ensurmg ‘
1)* That the vujuation of assets.is based on proper principles of accountmg, and
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- Let us now apply the principles (o specific assets wit

Goodwill is an intangible asset. It represents the
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in his report.

6.4 VERIFICATION AND VALUATION OF SPECIFIC
ASSETS‘ ' :

h regard to their verification and
ssion that verification and valuation of assets are

i arlier in our discu : : :
valuation. We have seen 81 1 hat it is a combined consideralion to examine

alrnost interrelated techniques. This n}ean.s t et

the position of different assets appearing in the | |

ge its affairs, Their size and var1e}y, however, cyhéng,fe
i he needs of the business. If is, therefore, not necessary tf’ 'fn_ld a'll ((:iatcj,%s:;::

aCCOrd}ng oy ¢ iy, The major considerations in respect of ver1f1cat10n. and va

of some e;/ fi:g gg:&a:g ;:xamples of assets can be identified through following discussion.

of some o !

A business rieed various assets [0 mana,

6.4.1 Goodwill |
earning capacity of the business. A

stified in having goodwill. This means that the .val‘ue .
decrease in the profits of the company. Goodwll is

s ability to command a fair share

company running in loss may not be ju
i ith increase or
of goodwill fluctuates with In 1 pro
syngonymous with the reputation of the business and with 1f
in the market. | '
i i i  are:
t of verification and valuation of goodwill, the main considerations ar ‘
quired from any other firm;
dwill by taking into account the

In respec !
1) to check the price paid for goc.)dwill. if 1F has bpen Tac
2) to examine the purchase consideration including [;100~ b e
excess of the book value of assets taken over by the company; ;
Goodwill = Purchase Price — Net Assets N
or = Purchase Price — (Assets — Liabilities)

i i ill in its account;
ain that the company is justified in creating goodwill in its books of acco

3) to ascert of goodwill appreciating the fact

4) to satisfy about the relevance and method of creatlor'l e
that it is an estimated value and not an exact expenditure;

apite its of the
5) to ensure that goodwill is being written off out of current or capital profits ol

; 13 . . d

at the earliest opportunity; an _— o

6) (l:or;zatl;iu goodwill is not shown in the Balance Sheet al its realisable value; it should
0

be at cost less the amount written off.

“‘ 6.4.2 Freehold Property

A freehold property includes such land and buildings whif:h are.absl(?lute.ly owned by the.
company. Its verification and valuation should be on the following lines:

i i ss of the -
to examine the title deeds in respect of their genuineness and completeness o

1) }
roperty; , L -
2) ‘t)o cieci that the property is fully owned by the company and js in its free and fair
ossession; - .
3 f:)o ensure that proper depreciation has been provided for the ;‘)rop’c.rty‘, e sisks and
;1) to ascertain that the property has been duly insured to cover it against undue risks ‘
i id on time;
t premium thereon has been paid O A o o
5) ?c;acolinpare the itern with that of brokérs or auctioneers’ account if it is a purchased

property, and to refer to contractors or acchitects’ certificate if it is a constructed

6) lt)czosizr:l{;t the property has been valued for Balance Sheet at cost (including legal and

istrati ;) less depreciation till date; and
stration charges) less depreciation ti ; . N
;ggslaqtirsfy that depreciation is charged on freehold building only, but not.on freehold

land. .

7

6.4.3 Leasehold Property

articul i is means’
Sometimes assets are acquired by the company on lease for a particular period. This mea

that such properties are governed by the terms and conditiqns attached with the lease

agreement. For the purpose of verification and valuation of leasehold property the auditor
should make the following approach:

1) to check that the company maintains separate accounts for freehold and leasehold

. properties; ' ’

2)  to examine the lease deed and ascertain that all conditions in respect-of payment ctc.
have been duly complied with; "

3). 1o find out the value and duration of the lease and to ensure that it is still in existence on

. the date of the Balance Sheet;

4) 1o see that proper provision for depreciation on leasehold property has been made;

5) toinspect that the lease agreement has been duly registered;

6) to make sure that the money paid for the acquisition of the lease and for its registration
has been treated as capital expenditure;

7) to ascertain whether lease rent, insurance, repairs etc. have been debited to revenue
account;

8) to take note of the last payment made for lease in order to maintain its due continuity;
and :

9) to be sure that the item of leasehold property is being placed in the Balance Sheet with
the required details.

.

6.4.4 Plant and Machinery

A manufacturing company often needs a set of plant and machinery to assist the process of
production. Verification and valuation of this item of Balance Sheet needs the following
tonsiderations: .

1) to compare the ledger accounts for the balances drawn in respect of plant and
machinery; '

2) torefer to the original invoices, correspondence or other vouchers in support of their
i acquisition;

3) tocHeck the Plant Register which should incorporate the date, cost, sales, depreciation
and other developments regarding the various plants in the company;

4) to get a schedule of plant and machinery in existence at different units;

5) to conduct spot inspections for the physical existence of some plant and machinery;

6) toensure that the plant and machinery have been valued at cost less depreciation as a
going concern; :

7) to see that additions, alternations, substitutions etc. have received.appropriate -
adjustments during the year; ‘ ’ '

8) to ascertain whether expenses relating 1o repairs and renewals have been debited to

" revenue account; :

9) 1o exclude such plants and machineries vhich are not owned by the company and have

. been inuse on'rental or hire basis;

10) to determine the appropriate profit or loss on machineries which have been sold,
destroyed or scrapped during the year; and

11} to examine that the loss in respect of depreciation on plant and machinery has been
estimated properly and adequate rate of depreciation is charged on this asset.

6.4.5 Furniture and Fixtures

The administration needs chairs, tables, racks, almirahs etc. which are items of furniture.
Fixtures are fittings like fans, air-conditioners, coolers, geysers etc. So furnitures are
normally moveable property while fixtures are immoveable. Their verification and valuation
should be in the following manner : '

1) tocheck that a Stock Register is maintained incorporating the details of the various
items purchased, their cost, department to which it is allotted, depreciation, balance
amount of value etc. : : : ‘ .

2) to ensure that the amount and the rate of depreciation charged on different items is
based on a fair estimate of their working life; .

3) ‘o examine the payments made in respect of the purchase of furniture and fixtures
unwugh the invoices of the suppliers;

4) totake note of the additions during the year and their treatment as capital expenditure;

5) to cempare the final balance of the item as shown in the Balance Sheet with their

current value; ,
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) : i xpenditure;’
fo see that all repairs are treated as revenue e ; ' '
g; " to find out if the Stock Register has given serial numbers to every item and they have .

peen identified accordingly for the purpose of enforcing an effective system of stock
control; : .
8) to get such items written off under proper aut

or out of order; and ' . t
9) to take note of the final position of the item being presente

terms of its written down value.

ority which are lost, damaged, not in use

d in the Balance Sheet in.

6.4.6 Motor Vehicles

Assets like cars, trucks, pick-up vans, jeeps etc. are covered under t_he head of motor doned
vehicles. The auditor should verify and value such assets by following the undermentione

procedures ! '

1) to check the Motor Vehicles Register if the company has a'number of vehlci::'s,1 .

2) to see that separate details have been maintained in the reglstf:r for every vehic le in
respect of its date of purchase, cost, registration number, engine number, chassis
number, etc.; \ . _

3) to ensure that all additions or acquisitions during the year have been properly
capitalised; . _

4) to ascertain that all vehicles have been duly ;

i i id on time;

other risks, and that premiums have been paid 0 ) ‘ '

5) to examine the adequacy of depreciation charged on vehicles so that they are shown in
the Balance Sheet at cost less depreciation; _ .

6) to scrutinise the invoices relating to the supply of vehicles to the compan.y.

7) to refer to the Registration Books for confirming the name of the owner:s, .

8) to find out if proper distinction has been made in-the bqok§ of accounts as regar .s
capital and revenue expenditure — purchases to be capitalised and normal repairs or

. . and
maintenance charges to be treated as revenue; an ‘ o ’ .
9) - to confirm that the final balance shown in the Balance Sheet agalpst this item takes iito

account all adjustmenfs up to date.

duly insured against accidents, theft, damage an

6.4.7 Patents

. Patent rights are obtained through certificates granted for the purpose. Such rights are o
acquired either through purchase or experiments by research and development. The role o

the auditor in verification and valuation of patents is as follows :

1) to see that the patents have been registered in the name of the cc?mpan)él; e

2} to ensure that fees paid for the purchase of patents or expenses incurred on resea
treated as capital expenditure and debited tf’ Patents Account; .

3) to check that renewal fees paid for patents 15 treated 'as revenue expenditure; "

4) toexamine the life of the patents, which usually expires after 16 years, and to confirm
that it has not lapsed owing to its non-renewal; ' '

5) torefer to the supporting deeds and docurpents rel'atmg to patent?s, '

6) to inspect the payment vouchers and receipts relating to patents fees; . -

7) to obtain copies of resolutions granting the laps_e of some patems after its normal ter

8) ?cf ésGti)r::tr: ,thc value of patents after chargi'ng adequate' deprecia'tion; th'e cost of patent;
is to be completely written off by the time 1ts commercial value is over; al}d ’

9) to make sure that patents are clearly stated in the Balance Sheet under sepayate head

with appropriate value.

6.4.8 Trade Marks and Copyrights - -

Trade marks and copyrights allow exclusive authority to the company to trgde in specified
areas. Trade marks are registered in favour of the company and copyrlght‘ give power 10 |
produce or reproduce a written work. Verification and valuation of such rights are dome by

the auditor by examining that : .
1) the rights in respect of trade mark and book production remain valid as on the date of

the Balance Sheet; . ' o -
2) the depreciated value of such right is estimated after taking into account the remaining

duration of the assets,

3) the items are immediately written off if they do not command any value now;

'4)  the supporting deeds and other documents confirm the ownership and continuity of the

" rights; ‘ -

5) payments made in respect of trade marks and copyrights have adequate supporting

' vouchers and they have been properly treated in accounts;

6) appropriate revaluation is used as the basis of charging depreciatiori on copyrights and

this is substantiated by certificates of experts; '

{7) renewal fees is pajd annual at the right time; and .

8) the company has separate schedules of trade marks and copyrights confirming their
final value as shown in the Balance Sheet.

6.4.9 Assets Acquired and Hire Purchase

Sometimes assets are obtained on the basis of hire purchase agreements. In this case, the
,‘auditor verifies and values such items by the following methods :

4'1) examination of the terms and conditions contained in the hire purchase agreemenis;
2) checking of instalment payments and their treatment as capital expenditure debited to
the asset account; ’
3) interest on unpaid balances are charged to revenue account;
4)* proper depreciation is provided on the full cash purchase price of the assets;
5) the value of the asset shown in the Balance Sheet takes note of the total outstanding
* instalment; and
6} the asset is shown in the Balance Sheet after deducting depreciation.

With this, we conclude our present discussion. There are, however, some more assets and
liabilities which need verification and valuation. We shall now, therefore, pass on to a study
of some additional areas of verification and valuation of assets and liabilities in the unit
- which follows. ‘ '

6.5 LET USSUM UP

Verification is a process of checking the existence, ownership and valuation of different
assels appearing in the Balance Sheet. o

The basis of valuation of assets may be: (a) Cost Price, (b) Realisable ‘Value,
{c) Replacement Value, (d) Scrap Value, and (¢) Book Value. They are also influenced by :
(a)-Purchase Price, (b) Market Price, (c) Break-up Value, and (d) Written-down Value:

¢

As valuation, depreciation and profitability are closely interrelated treatments, they very
much affect the state of affairs shown by the financial statements.

Assers rﬁay be classified into four categories: (i) Fixed Assets, (ii) Current Assets,
(iii).Intangible Assets, and (iv) Wasting Assets. Normally their valuation depends on their
cost-or depreciated value, whichever is lower. * S

Although an auditor is not a valuer, he must exercise reasonable care and skill to ensure that
the assets have been valued properly in accordance with the principles of accounting as well
as the accepted professional practices. This may be done either by the company. or by
valnation experts. ' '

Verification and valuation of assets like Goodwill, Freehold Property, Leasehold Property,
Plant and Machinery, Furniture and Fixtures, Motor Vehicles, Patents, Trade Marks and
Copyrights and Assets acquired on Hire Purchase need some special considerations in
accordance with the characteristic features of every item. ,

6.6 KEY WORDS

Acquisition: Purchase, ownership and possession of an asset.’

Book Value: The value at which an asset stands in books of account,

Charges: An asset being used as a security for obtaining loans and advances,
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- principle.

Cost: The actual original price or payment made towards the acquisition of an asset.
Current Assets: Assets which are likely to be converted into cash in the short run. &)

Depreciation: Loss or diminution in the value of an asset owing to wear and tear, effluxion

5) State the considerations which govern the valuation of different types of assets.

Examine the position of an auditor as regards valuation of assets.

of time, obsolescence or any other similar reason.

Disclosure: Presentation of an item of asset or liability in the Balance Sheet at the
prescribed value in the defined order.

Note: These questions will help you to understand the unit better. Try to write
answers for them, but do not submit your answers to the University. These

are for your practice only.

Evidence: A voucher or any other relevant, reliable and acceptable document in support of a
transaction.

Existence: When the asset is actually located at a particular point or place.

Fixed Asset: Assets which are normally not moveable,

Installation: The setting up of a plant or machinery to put it into production.

Intangible Assets: Assets which.do not physically exist but are still part of the business.

Maintenance: Keepmg an asset in order for its normal operation, productlon use or
functioning.

Obsolescence: The possibilities of getting an asset out of date due to some better scientific
invention as a substitute to the old equipment. :

Ownership: An asset which legally belongs to the company.

Over-valuation: Showing an asset at a vajue highér than its normal value.
Possession: Assets which are under use and authority of the company.

Realisable Value: The price which an asset may fetch in the market.

Replacement: An old asset being substituted by a similar other new asset.

Scrap: The ultimate or last value of an asset after the completion of its working life.
Title: The legal ownership of an asset. -
Under-vaiuation: Showing an asset at a value.lower than its normal value, -

Valuation: The monetary or financial-worth of am dsset on the basis of some defined “

Wasting Asset: Assets which continuously decline in their value due to extraction or

'depleuon

Whritten-down Valué: The cost prlce of an asset less deprec:atlon charged ane it upnl HoOw,

:‘ -m‘ ‘

7 ANSWERS TO CHE(fK YOUR PROGRESS

5 t

'2) " Discuss the objects of verification of assets,

5 (‘)False (u) False (m) True (1v) False (v) True  (vi) True ‘ ‘
1 (i) Cost _(11) Realisable (iii) Scrap' (iv) Cost, Depreciation (v) Over-valuation
(vi) Under-valued ¢vii) Profit (viii) Depreciation . (ix) Revenue
(x) (a) Existence (b) Value (c) Title
C 5 (i) Current Asset (ii) Intangible Asset (iii) Current Asset (iv) Intangible Asset
o (v) Fixed Asset (vi) Fixed Asset (vii) Wasting Asset - (viii) Fixed Asset
(ix) Current Asset (x) Current Asset

6.8 TERMINAL QUESTIONS

1) Point out the difference between ‘Verification’ and ‘Valuation’ of assets. . i

3) ‘An auditor is not a valuer, but he is intimately connected with values’, Explam
4) How would you verify the foIlowmg

(a) Goodwill ’ :

(b) Freehold Property

Verification and Valuation of
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7.7 Key Words
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7.9 Terminal Questions

7.0 OBJECTIVES

* After studying this unit you should be able to

s explain the process of verification and valuation of investments

e apply the principal considerations to certain current assets like cash, book debts, stock;

.

etc.

e explain the method of Verification of some major liabilities.

7.1 INTRODUCTION

In Unit'28 you have learnt how important verification and valuation are in the process of .
auditing. Our present discussion is in continuity of our study in the last unit. While we-had -
devated our attention in Unit 28 to the principles of verification and valuation and their
application to some important assets in a company, we shall now discuss in this unit the
praetical considerations required for the verlflcatlon and valuation of some other assets as -

‘well as some liabilities. -

7.2 VERIFICATION AND VALUATION OF
INVESTMENTS

o ' . . : . ¥ . ) ‘
A company may utilise ifs surplus resources in investments. Normally such investments arg

made in securities like shares, bonds and debentures. The major task of an auditoristo .
verify the existence of such investments and to ensure that they are shown in the Balance
Sheet at a correct value.

"' The process of verification and valuation of investments should include the followmg

considerations by the auditor: ‘ : i '

: »l)—---T-hat—thecompany maintains a schedule of investments for the auditor showing the S

" . ey
Verification & Valuation of |}

“ names of the investments, dates of acquisition of securities, their face value, cost price,
Assets and Liabilities I,

" book value, paid-up value, market value, ‘rates of interest, dates of interest due, tax - -

¢ deductions etc. at the date of the Balance Sheet.
2) Thata comparison of the schedule of investments with the ledger accounts does not
show any discrepancy.

}3) That an examination of the purchase of investments shows that the d.(‘ 1l has been duly

| - authorised by the Board of Directors,
/4) That the prices recorded to have been paid by the company for the purchase of
}. " securities are fully supported by their letters of allotment. ‘
’37 That in case securities have been purchased in the secondary market, stock exchange

‘ quotations, payees’ receipt, and brokers’ voucher confirm the price paid for investment.
6) That all investments made by the company and included in the Balance Sheet are ‘
. actually in the name of the company. ' '

7) . That funds used in investments are in conformity with the provisions of the

memorandum-and articles of association of the company in respect of such-assets. .

. 8)" That all purchases and sale of securities are fully supported by adequate approval of

the authorities.

9) That a personal inspection of all the securities smultaneously satisfies the auditor in
respect of their existence.

10) That a Register of Investments is maintained by the company incorporating relevant:
details about the securities acquired and prices paid and these details tally with the
schedule of investments as well as with the securities.

11) That if some of the securities of the company are in safe custody of a bank, banker s
- certificate is obtained as a supporting evidence showing the names in which securities
are registered. AN

12) That an examination of different securities and other documents shows that all
securities are free from any charge or encumbrance.

'13) That if some of the securities have been transferred to or by the company, their transfer

" deeds are in order.

..14) That proper vouching is done for entries in the Cash Book or Bank Pass Book in
respect of securities sold during the year. i

15) That proper provisions have been made for interest or dmdend accrued during the year.

16) That all investments have: been valued properly on the basis of their cost price or
market price whichever is less, i.e. adequate adjustment is made for any decline in the -

. book value of securities in comparison with their market value.

17) Thata separate register is maintained for investments which are not held in the name of K

. the company showing the purpose of such inyvestments. .

18) That interest and-dividend received on investments have been duly- credited in
respective ledger accounts and provisions have been made for interest accrued but not
received or dividend declared but not collected.

19)- That amount due on partly-paid shares has been shown as gontmgent liabilities. .

.20) That the total amount of mvestme ts shown in the Balance Sheet consisting of d1fferent

types of securities are propel\}t]dlsclosed in the fmanc1a1 statements.
A

‘These considerations help the auditor in verification and valuation of mvestments Let us
now study.the process as apphcable to some current. assets. N
{ Check Your Progress A . ,

l) Name three forms of securities sultable for mvestment ' ' Lo

111)
LD i . e

| RO
4" ]dentlfv three sources of makmg 1nvestment _ _
) i : o

N
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117) SRR
5) Examine the audit implications of the following:

i) Interest accrued but not received

ii) Dividend declared but not collected

iii) Interest received but not credited

iv) Securities sold in market at a higher price
6) Show the meaning of the following:

i) Allotment

ii) Brokerage

iii) Premium

iv) Discount

v) Partly-paid Share

7.3 VERIFICATION AND VALUATION OF CURRENT
ASSETS

Some of the current assets which we intend to examine from the point of view of their
verification and valuation are : Cash in Hand, Cash at Bank, Book Debts, Bills Receivable
and Loans and Advances.

7.3.1 Cashin Hand

Misappropriation or embezzlement of cash has been a common technique of fraud. The
auditor, therefore, has to be very careful in verification of cash in hand. The major approach
of the auditor regarding verification and valuation of cash in hand should be to: ‘
1) Make surprise visits to the offices where cash is kept.

2) Count the cash balance and contpare it with the balance shown in the cash book,
particularly at the closing or opening time.

3) Take note of the shortage or surplus of cash in the presence of the cashier.

4) Obtain a certificate of shortage of cash from the cashier in case of such discrepancy.

5) Ascertain the balances in respect of (a) cash at branches, (b) cash with agents, (c) cash
in transit, (d) stamps in hand, (e) petty cash, and (f) cash in hand, and ensure that they X
are not mixed up at the time of their verification.

6) Check simultaneously the different types of cash balances maintained by the company
so that shortages of one are not met by transfer from another balance.

7) Ask the company preferably fo deposit all cash balances available on the date of the
Balance Sheet in bank accounts when he finds it difficult to count them at the close of
the year.

8) Examine the receipts and payments shown in the cash book and verify its balance on
the day he conducts a cash count

9) Inspect if the cash in hand includes cheques, drafts or some temporary advances to staff,

_ they should be separated under authority and progerly recorded in books of account.

10) Discourage the practice of keeping substantial amount of funds as cash in hand from the
point of view of internal control.

11) Get certificates from the branch auditors where he finds it difficult.to v 2rify cash in
hand at the branches of the company,

12) See that cash with agents or m transit are duly supported by documentary evndence to
that effect.

7.3.2  Cash at Bank

- . For the purpose of verification and valuation of cash at bank, the auditor should : -

1) Reconcile the balance shown by Pass Book with the Bank Account balance of the Cash
Book. :

2) Obtain a Certificate of Bdlance in company's account as on the date of the Balance
Sheet from the bankers.

3) State the nature and balance of bank deposits under respectlve heads such as leed
Deposit, Current Account Balance, Savings Bank Account balance, efc,

4) Ensure that the pending items on the date of the Balance Sheet are subsequently
adjusted, e.g. cheques issued but not presented for payment, cheques deposited but not,
credited; etc,

5 ) Confirm that cheques issued for more than six months are treated as unpaid cheques and

the relative entries are reversed.

6) See that cash at bank is reconciled even up to the date on which audit is being done.

7) Examine the Fixed Deposit Receipts in respect of their dates of issue, amount, rates of
interest, name of the company, etc. and get the interest accrued on deposits during the
year duly adjusted.

'8) Conduct further enquiries about the security lodged and interest charged by.the bank if

the bank account of the company shows a debit balance owing to some overdraft.

7.3.3° Book Debts

-

- Books Debts comprise such outstanding balances against customers and other-business
* claims which have to be recovered from them at the earliest.

The auditor should adopt the following procedures for the verification of Book Debts in a

‘company:

D Clrculansatlon of debtors: The auditor should arrange to obtain a direct confirmation
of balances from the debtors by sending letters, This may be done on a selective basis
including such categories of debts which are: (a) substantial in amount, (b) year-end
debts, (c) relating to the principal customers of the company, and (d) showing nil
balances. If any discrepancy is discovered from the replies of the debtors, or if some of

.the letters are received back-undelivered, the auditor should conduct further enquiries in
the matter. The auditor must also be careful to examine :

a) amount paid by debtors, but not credited in their accounts;
b) goods sold on credit, but customer’s account not debited;
c) disputed balances owing to some claims or complaints; and
d) credit notes issued to parties.

2) Checking year-end receipts: The auditor should ensure that all payments received
from debtors, particularly towards the closing of the year, are properly credited to their
accounts. Such receipts must also be supported by duly authorised vouchers issued by
the company acknowledging payments in respect of debts.

3) Ascertaining bad and doubtfutl debts: The auditor should first obtain a schedule of .
" bad and doubtful debts from the company which should be duly certified by a

¢ responsible official. He should then examine the possibilities of realising such debts and
check the amount estimated under these heads. The auditor should also take into
account the following factors :

a) the normal period for which credit is normally granted by the company and the age
of the debts under consideration;

b) cheques issued by the debtors but dishonoured on presentation;

¢) current financial position of the party and his capacity to repay the debt;

.d) unusual delay in recovery of debts;

e) failure to honour commitments of instaiments to redeem the debt; and

f) nature of securities, if any, offered for the debt.

The auditor should also consider : (i) the terms of credlt allowet! by the company,

(ii) cash discounts offered for timely repayments, (iii) erratic payments made by
partles. (iv) increasing balances of individual debts, (v) partleq going into llqu1dat10n,
(vi) parties who are untraceable etc. These factors. govern the ftotal amount of book
debts as well as their classification into good, doubtful and bad debts.

It is only when the auditor is fully satisfied about the irrecoyerable nature of a debt,
despite all efforts of the company, that he should allow a debt to be written off as a bad
debt. In case some of the debts appear to be doubtful in respect of their recovery or
realisation, a suitable provision should be made for such debts in the accounts. -

Ij

734 Bills Receivable I '

o BlllS of Exchange which remain unpaid on the date of the Balance Sheet are mcluded under

the head ‘Bills Receivable’, This is an asset which is normally converted into cash if the bill
is met on its due date, Some of the bills, however, may be discounted through the bankers
before their maturity: In that case, the amount received may be slightly less than the face

Verification & Valuation of
Assels and Liabilities I1

43

;
:




Vouching and ‘Verification

=

o

value of the bill. If a discounted bill is dishonoured, it becomes a liability for the company (o
repay what it has received from the bankers.

In view of this nature of the item, the auditor has to consider the dlfferent aspects of the
transaction to establish the identity of Bills Receivable. The process of its verification and
valuation by the auditor should incorporate the following :

1) Get from the company a schedule of unpaid bills in hand on the date of the Balance
Sheet.

2) Inspect the bills in hand and compare them with their total in Bills Receivable Account.

3) Check the proceeds received from bills discounted. '

4) See that the bills are properly drawn, stamped, duly accepted and not overdue for

© payment.

5) Make provision for poss1ble losses on bills likely to be dishonoured.

6) Ascertain that bills matured but not paid have been duly renewed.

7) Obtain certificate from bankers in respect of bills kept with them in safe custody,
deposited for collection, or used as security for loans.

8) Confirm that bills discounted before the close of the year but likely to be dishonoured
are shown as contingent liabilities at the bottom of the Balance Sheet.

9) Ensure that bills dishonoured have been properly noted and protested,‘they are excluded
from Bills Receivable in hand and the acceptors of the bilis are treated as debtors.

10) Examine that discount charged on bills maturing after the date of the Balance Sheet are
treated separately and shown as ‘Rebate on Bills Discounted not yet due’, -

11) Exclude such bills from the Balance Sheet which might have been retired before their
maturity or before the date of the Balance Sheet and check that their proceeds have been
properly credited in the Cash Book.

7.3.5 Loans a_nd'Advances

Loans and advances may be given by the company to different parties either as fully '
secured, partly secured or totally unsecured. Such loans are temporary advances likely to be*
recovered soon. They are, therefore, supported by their own terms and conditions which
govern the quantum, interest, repayment and security of loans.

Verification and valuation of loans and advances by the auditor should be based on the
following con51derations

1) Obtain alist of all advances and compare them with the respective balances in the
ledger.

2) Ascertain that the advances are proper]y authorised and are being recovered regularly in
agreed instalments.

3) Ensure that adequate provisions have been made in respect of irrecoverable advarnces.

4) Inspect loan agreements or correspondences relating to the terms of the loan.

5) Refer to the Memorandum and Articles of Associjation of the company for the policy
and procedure on loans,and advances.

6) Confirm that loans are sanctioned by persons who are having the financial powers and
administrative competence to do so. '

7) Seethat loans are duly acknowledged by the debtors and pronotes are executed or bills
of exchange are drawn for the purpose.

8).  Examine the terms and conditions on which loans are~granted and satisfy that they are
not against the interest of the company or its members.

9) Check the securities or documents offered for loans, e.g. promissory notes, land
mortgage deeds, insurance policies, etc.

10) Enquire the rate and date of interest payable and see their adjustment in accounts.

11) Consider the possibilities of some of the loans outstanding for a long time and the

. chances of their being bad or doubtful debts.
12) Get the outstanding balanccs of loans confirmed by the bdrrowers.

These are some of the current assets which need audit verif‘icatio‘rfarid valuation. Let us now
discuss the process of verification and valuation of another important asset appearing m the
Balance Sheet i.e. Stock~in-Trade.

Check Your Progress B
‘ 1) How can you check the authority of advances made by a company?

...........................................................................................................................................

............................................................................................................................................

3)  Whatis the method of verification of a debt which is fully secured?
4} How are such Bills Receivable treated in accounts which are not honoured on maturity?

R P Y T T L TR T T T R Ry T L R R R R

5)  Fill in the blanks :

i)  The best method of verification of Cash in Hand is ....c.ccoveeiiinias
ity Itis ... e to keep substantial amount of funds as Cash in Hand.

iil) Difference hetween Pass Book and Cash Beok balances needs ......ceovrvevnrns

iv) A debt which cannot be realised should be treated as ............cocoovos ‘

v) Bills Receivable discounted before maturity, but likely to bé dishonoured on
presentation are considered 48 .......coiiouvenen

7.4 VERIFICATI()N AND VALUATION OF STOCK-IN-
TRADE

Stock-in-Trade is-a floating asset. It is a part of inventory. It is either : (a) to be converted
into cash by sale, or (b) to be used in the process of production, or (c) is meant for
consumption in producting goods or services. It is, however, subject to both manipulation
and misappropriation. There are enough possibilities of theft, pilferage, wastage, issue
without proper authority, non-entry of goods received or destruction by fire of stock. In all
stich cases, a loss is caused to the organisation. This needs an effective system of internal

control so that bath goods inwards and goods outwards remain under constant watch.

Besides safety and security of stock, notional fluctuations in its value need supervision. The
auditor, therefore, must ensure that the stock-in-trade as shown in the Balance Sheet is
actually in existence and that their value too is in accordance with the generaily accepted

principles of accounting.

We shall now discuss the problem of verification and valuation of stock-in-trade under threé
main heads : (i) Method of Stock Taking, (ii) Basis of Valuation, and (iii) Auditor’s Duty.
7.4.1 Method of Stock Taking

1t is necessary to verify the stock in hand from time to time. For the purpose of determining
the quantity as well as value of stock-in-trade as on the date of the Balance Sheet, the

following method is adopted :

Opening Stock (at the beginning of the year) bt

Add Purchases during the year T e

Less Sales during the year T e
Closing Balance, i.e. Stock-in-Hand at —

- _theendof the year. i -

A normal margin may be allowed for wastage, shrinkage or evaporatlon of stock in makmg in
calculatlon In case of raw materials, etc. purchases and sales may be substltuted by the

estlmates of rnateuals 1ece1ved and issued in stock

Verification & Valuation of -
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Once the quantitv of goods in hand on a particular date has been ascertained from records, it
.may be verified through the process of physical count. then the company will be in a position
to know whether there is any, shortage or surplus of stock and the possible reasons for such .
discrepancy. )
Verification of stock by pliysical count is the duty of the management. The auditor, however,
should make himself present at the iime of physical count (stock taking). He should observe
whether the method of stock taking is satisfactory and should apply test checks on the

verification date by management.

Principal considerations regarding stock taking are as follows:

1) Stock should be checked normally at the time of closing the year.

2) Each item in the store and its quantity should be recorded in the Stock Sheet.

3) The recorded quantity should be cross-checked by another set of staff.

4)  Aresponsible official should mention the rate against each item which is applicable for its
valuation.

5) The total value of each item (quantity multlplled by rate) should be determined and stated
in the Stock Sheet.

6) All calculations should be checked once again by another staff and signed by him. |

7) The Stock Sheet should be finally submitted to the appropriate authorities of the company
for their approval and signature.

8) The entire process of stock taking should be conducted under the supervision of a
responsible official.

7.4.2 Basis of Valuation

Valuation of Stock-in-Trade is an importance process of accounting and auditing. Norm'éll‘)?
stock is valued at cost or net realisable value whichever is lower at the date of the Balance
sheet. It is compared to the market price or replacement price also. But the common principle .
is to write off expected losses. Anticipated profits, however, are not taken into account,
Correct valuation of stock affects the correct determination of profit or loss of the company for.
the current year as well as the next year, g

You know there are various method of valuation of stock. But, the n01ma1 practice of valuation
of stock is to take either of the three methods of costing:

a) FIFO b) LIFO ¢) Average Cost

Whatever basis of valuation of stock is used, it must be reasonable and must followed con51st-
enitly from year to year. Then, it is important that we take irito account a fall in the price of
goods, even if it is owing to obsolescence or damage, but should not value the stock at a price
higher than the cost price.

7.4.3 Auditor's Duty

It is an important pefrt of the duty of an auditor to verify and value the stock-in-trade, It is,
however, extremely difficult for an auditor to verify each and every item of stock. Proper
valuation of the stock too may be difficult for them because of his limited technical knowledge.
He may, therefore, relay upon the stock records maintained by the company and apply tests
which are practicable in the circumstances. l

2
o

Moreover a certificate should be obtained from the responsible official of the company in
respect of a detailed procedure followed for stock taking and the method of valuation used.
The certificate should clearly state the following:

1) to the best of my knowledge and belief the quantities and values shown in the stock
sheets are ‘correct;

i) . items included in the stocks are the property of the company only; ‘

iii) no such item has begn included in the stock for which purchase has not been recorded in.
the books of account;

iv) no such item has been included in the stock which has been sold but for which delivery

* has not taken place;

v) depreciation has been provided for all such goods that are unsuitable for sale or have
been damaged or are obsolete; '

vi) - the basis of valuation of stock is the same as followed in the previous years; and

vii) plants, used tools, furnitare or any other fixed assets has not been included in the stock.

It is the not the duty of the auditor to take stock. He may believe the officers of the company for
the stock-in-hand. But he will be considered to have failed in his duty if he does not exercise
reasonable care and skill in veufymg the reports and statements relating to stock. An auditor is
also not a valuer. But he will be held responsible for not detecting over-valuation of stock. He,
therefore, must satisfy himself about the physical as well as financial accuracy of the stock-in-
trade.

Verification and valuation of Stock-in-Trade should receive the following audit considerations:

‘1) Check the stock sheets in respect of the quantities of different items shown, the prices

. charged against each and signing authority who has supervised the total valuation.
7) Examine the method of costing applied for valuation and compare it with the information
! available in costing records or jnvoices.

3) Texta few specific items appearing in the stock statement, both in terms of theu quantities
and prices.

4) Look at the additions and their carry forwards on the next page.

5) Ensure that no item of stock is over-charged by loading undue additional expenses like
transport duty, insurance, carriage, etc.

6) Exclude items which do not form part of the closing stock of the company, e. g.,goods sent on
consignment, goods at warehouse, ports or with customs.

7) Evaluate the method of stock maintenance and stock taking followed by the company from
the point of view of safety and internal control ensuring that the process if free from any risk;
also obtain a copy of the instructions issued to staff for stock taking.

8) Confirm that proper depreciation has been provided fro defective, destroyed or obsolete
stock.

9) See the corresponding entries in the Goods Inward and Goods Outward Registers
particularly those relating to year-end transactions.

10) find out if the stoclk sheet includes such items which are normally not part of the stock-in-
trade, e.g. loose tools, plant, furniture, etc.

"11) Reconcile whether the quantity and cost of items shown by the stock sheet, stock book,

trading account and balance sheet tally.
12) Conduct vouching of some sales and purchases atfcctmg the balance of stock-in-hand.
13) Compare the current rate of Gross Profit on Sales with that of previeus year and identify if
there is any major difference without reasonable justification.
14) Make provision for losses on account of unsaleable or unsultab]c goods by writing them
i off in books of account

No\y a days, standard accounting practices all over the world require that auditors should carry
out necessary audit procedures to satisfy himself about this accuracy of the amount at which
inventories are included in the financial statements.

Check Your Progress C

~

1) Why should the auditar obtain a ccmﬂcate from a responsible official of the company in
respect of Stock-in Trade ? ‘

..................................................................................................................................................... beravsuene
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. 2) State whether the following statements are Truc or False.

D) Over-valuation of stock improves the dividend paid by a company.
1) Allstock taking as must be supervised by the author,

iiii)* The value of Stock-in Trade depends on its current market price.
iv) Goods in transit form of Stock-in-Trade.

7.5 VERIFICATION OF SPECIFIC LIABILITIES

v

L1ke verification of assets, verification of liabilities is an equally important process of anditing. It
affects the correctness of the financial statements in the same way as the assets. In case of
iabilities, however, the major problems of verification are:

|

a) Over-statement of liabilities,
b) Under-statement of liabilities, or
¢)  Omission of liabilities.

VYerification & Valuation of
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2) Check the Bills Payable Book, Bills Payable Account and Cash Book in respect of bills ;

In all such situations, neither the Profit and Loss Account nor the Balance Sheet will give a
correct picture of trading operations. Besides a normal verification of liabilities. the auditor
should also obtain a certificate from the company:

i) thatall liabilities for purchases, expenses or any other item existing at the date of the
Balance Sheet have been included in the books of account; and

" it) that all the contingent liabilities of the company for the period have been dléclosed ina

footnote to the Balance Sheet or have been provided for,

Let us now discuss the process of verification of some major liabilities like: &) Trade
Creditors, (b) Bills Payable, (c) Outstanding Expenses, (d) Incornes Received in Advance,
(e) Loans, and (f) Contingent Liabilities.

7.5.1 7 Trade Creditors

The method of verification of trade creditors should include the following :

1) Get a schedule of creditors from the company and examine it with Purchases Ledger,
Bills Payable, Cash Book, Credit Notes, Goods Inward Book, Returns Outward Book,
Invoices, etc.

2) Ensure that all purchases made during the year, particularly the year-end purchases, are
recorded in the books of account.

3) Obtain confirmation from the creditors in respect of their outstanding dues to.the
company and compare them with the schedule of creditors.

4) Analyse the percentage of gross profit eamed this year, compare it with that of the
previous year and identify if there is any remarkable change-without adequate

justification.
5) Test such items of creditors which have not been paid for a long time and find out the

reasons.
6)  Check the possibilities of a payment already shown to creditors, but not actually paid

and amount mlsapproprlated

7.5.2 Bills Payable

Audit verification of Bilis Payable needs the following considerations :

1) Obtain a schedule of Bills Payable in hand as on the date of the Balance Sheet from
some responsible official of the company.

already paid and still payable. o
3) Get confirmation from the drawers or holders of the bills as regards amount due on the |
bills accepted by the company.
4) Examine if a bill has been accepted by creating a charge on any asset of the company
and this has been properly disclosed in the Balance Sheet.

|
I
1

7.5.3 Outstanding Expenses

Outstanding expenses need the following approach:to their verification :

1) Obtain a certificate from the company that all unpaid and accrued expenses relating to
the year have been properly.included in respect of items like Wages, Salary, Rent,
Interest, Discount, Commission, Electricity Charges, Audit Fee, Legal Expenses, etc,

2) Check the respective entries of the Cash Book to verify the actual amount of payment
already made on such heads which \show outstanding expenses.

3) Ensure that all outstanding expenses relating to salary and wages have subsequently
been paid at the commencement of the next.year.

4) . Compare all paid and unpaid expenses of the current year with those of the previous
year so as to identify any appreciable variations.

5) Estimate if the increase or decrease in wages, materials or other experises is

. proportionate to the increase or decrease in the turnover. -

6) Assess the causes of any material change in the rate of gross profit as compared to that

-of the previous year.

7.5.4 Incomes Received in Advance

To verify this jtem, the auditor should do three things :

ra)  Get a schedule of advances received from different parties for specific purposes;

by  Ensure that incomes recelved in advance are not included as the incomes of the current

year, and
¢) Check that such advances are not omitted from the Balance Sheet.

b

7.5.5 Loans

Verification of loans obtained by the company should be based on the foliowing procedure :

I} Check the authority under which loans have been required and procured by the
company. )

2) Examine the various agreements and correspondence relating to the loans.

3) Show in the Balance Sheet whether the loans are secured against mortgage of any

, property. \

4) Get confirmation from the parties regarding the amount of the loan outstanding at the

' date of the Balance Sheet, interest due and security offered.

5) Refer to the Memorandum and Articles of Association of the company in the context of
their provisions on borrowings.

6) Ensure that interest payable on loan has been paid to date or is recorded as unpaid.in the

books of account.

' 7) See the agreements with the bankers on the terms and conditions of bank overdrafts,

.7.5.6 Contingent Liabilities

Contingency is a condition or situation the ultimate outcorne of which, gain or loss, is
known or determined only on the occurrence or non-occurrence of one or more uncertain
future events. A contingent liability is a possible liability arising from previous dealings or.

‘actions which may not be a legal obligation in the future,

“Contingent llabllmes should be put to the following verxflcatlon

1) Che}ck that all such known and unknown possible 11ab111t1es which may or may not arise
' inthe future araincluded as contingent liabilities.

2) See that contingent liabilities are shown separately as a ‘footnote to the Balance Sheet.

3) Pay particular, attemlon to iteims like :

a) - Bills Receivable d1scounted but not matured
b) Unpaid calls on partly-paid shares
c) Liabilities under guarantees given by the company
d) Claims against the company not acknowledged as debts
e) Arrears of dividend on cumulative preference shares
Pending legal actions or undisposed claims
4) Examine if some of these liabilities need any provision to be made in the books of
account and the amount to be specifically reserved for the possible losses.
5) Refer to the Directors’ Minute Book and cotrespondence with the legal advisors of the
company.
6) Get the required additional information from the officials of the company and judge the
true nature of liabilities to be treated as contingent liabilities for the year.

7.6 LET US SUM UP

i
H 7

It is the duty of the auditor to ensure !hat the financial statements of the company show a
true and fair view of the.state of affairs of the-business for the period under review. Any
mistake either in the quantum or value of an asset, or in including or excluding a liability,
means that both the Profit and Loss Account and the Balance Sheet give a posmon which is:
quite different from the real financial position of the company.

Our:study in this unit allows us to develop the followmg guidelines for Verif‘ catlon and
Valuatlon of Assets and Llabllltles ' :

All investments are to be checked with their schedule and they -
should be valued at their cost prlce or market price whlchever is
lower,
There should be surprise visits for cash counts, the balance in

* ~hand‘hould be kept at the- minimum possible limit, and all cash

1) Investments :

2) * Cash in Hand :

Verification & Valuation of
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receipts and payments raust be duly authorised and supported by
proper evidence.

Difference between the Cash Book and Pass Book balances
should be periodically reconciled and necessary adjustments
should be made for all outstanding bank transactions.

Direct confirmation from debtors, checking year-end re~eipts and
examining the amount being transferred to bad and doubtful
debts account need proper audit attention.

All unpaid bills in hand likely to mature after the current year and
which have not ben discounted as yet are included in the final
balance needs audit confirmation.

6) Loans and Advances : Authority under which such loans and advances are granted,
system devised to recover the dues as per the mutually agreed
schedule of payments and confirmation of the parties in respect
of the balances shown against them at the date of the Balance
Sheet need consideration.

Methods and frequency of stock taking, consistency and
adequacy of the basis of valuation of closing stock, responsibility
with which the management has been protecting the safety and
securily of Stock-in-Trade, and the application of accepted -
principles of accounting to record the transactions relating to;
stock demand proper evaluation.

Check the schedule of creditors prepared by the company as on

3) CashatBank:

4) Book Debts :

5) Bills Receivable :

7) Stock-in-Trade :

8) Trade Creditors :

the date of the Balance Sheet, obtain a direct confirmation from -

the creditors in respect of substantial outstanding balances and

examine the possibilities of payments shown in books but not

actually made to parties.

All unpaid bills on the date should be verified with the help of the

corresponding schedule and books of account, .

10) Outstanding Expenses payable but not paid, i.e. payments due but not made

Expenses : are shown as a liability. This, however, should be written off as

soon as the payments are made possibly at the beginning of the
next year. The company should have a statement and certificate
of such outstanding expenses which should be checked by the

9) Bills Payable :

auditor.
11) Incomes Received A schedule of all such incomes which have not accrued but are
in Advance : received during the year should be prepared by the company and
checked by the auditor. -
12) Loans: Borrowings made by the company should be examined in respect

of their purpose, amount, authority, limit and arrangements made
. for the payment of interest and repayiment of principal.
13) Contingent Possible liabilities which are uncertain as on the date of the
Liabilities : Balance Sheet either because they have not been admitted by the
company as liabilities or the parties have not been able to
~ establish their claims in respect of those items are to be shown as
an information by way of a footnote in the Balance Sheet.

7.7 KEY WORDS

Accrued Income : Income due but not received.

" Broker : A middleman between the buyer and seller usually charging for his services from

both the parties.

Circularisation : Issue of a circular letter addressed to the selected parties containing a
uniform message.

Debenture A form of corporate security used for borrowmg funds at spec1f1ed rate of
interest and date of maturity. :

Disclosure : Required information to be shown in the Balance Sheet in the specified
manner. : ‘

Dividend : Profit per share declared by a company for its shareholders.
Evidence : A relevant or reliable voucher, document, deed, correspondence or situation.

“Interest : The fixed rate at which payment has to be made or received on loans advances or
deposits.

- Irrecoverable Debt : Dues which are found to be dlfflcult in recovery despite the best
-efforts.

-

Pass Book : A record of transactions in the Bank Accountof the party as per the bank
ledger.

Stock Exchange : A recognised market where securities are sold and purchased at the
prevailing price through brokers. -

7.8 ANSWERS TO CHECK YOUR PROGRESS

1 (i) Equity Shares (ii) Debenturcs (111)Bonds

2 (i) Dividend (ii) Interest’ (iii) Bonus

3 (i) Cost Price (ii) Face Value (Par Value) (iii) Market Price

4 (i) Public Issues (Primary Market) (ii) Stock Exchange (Secondary Market)
(iii) Individual Transfers (Personal Negotiation)

B 5 (i) Cash Count (ii) Dangerous (Unsafe) (iii) Reconciliation (iv) Bad Debt

(v) Contingent Liabilities '
C 2 ‘i) True (ii) False (iii) False (iv) False

7.9 TERMINAL QUESTIONS

..1) Discuss the process of verification and valuation of investments in a company.
+2) Explain the methods of verification of Cash in - Hand and Cash at Bank.
3) How can the auditor ascertain the correctness of Book Debts shown in the Balance
v Sheet of a company? :
1) State the system of verification and valuation of Loans and Advances.
5) Give an explanatory note on the problems of verification and valuation of Stock-in-
- Trade.
6), Discuss, with the help of examples of items appearing in the Balance Sheet of a
company, how an audito. conducts verification of liabilities.

Note: These questions will help you to understand the unit better, Try to write
answers for them, but do not submit your answers to the University, These
are-for your practice only.
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8.0 OBJECTIVES

After studying this unit, you should be able to:

e  appreciate the need for auditors in the company

e  understand the difference between partnership audit and company audit

® identify the statutory position of a company auditor

e  explain the essential steps before the commencement of audit.

8.1 INTRODUCTION

You have learnt the fundamental concepts of auditing like internal control, vouching,
verification and valuation. These concepts are applicable to the audit of all types of

- business organisations. But you know that audit of concerns other than companies is

voluntary and not obligatory. But, in case of a company, the audit is compulsory under
the provisions of the Companies Act. Hence, auditor’s appointment, his powers, his
duties, etc., are governed by rules given in the Act. In this unit you will learn the rules
relating to the quahﬁcatlons appointment, powers and duties of a company auditor in
detail,

.

8.2 NEED FOR A COMPANY AUDITOR

The main purpose of appointing an auditor or auditors in a company is to safeguard the
interests of the sharcholders because, for every shareholder, it is neither possible to
inspect the books of account of the company personally nor to participate in its
management actively. An auditor, therefore, is a representative of the shareholders and
he works on their behalf. He is to ensure that the directors have maintained proper
‘books of account, the accounung records are correct and genuine, the company has
complied with the provisions of the Companies Act and that nothing has been done to
jeopardise the interests of the shareholders deliberately.
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When the auditor reports to the shareholders expressing satisfaction, his opinion serves
as an assurance that everything relating to accounts is in order in the company. He is
primarily to protect the rights of the shareholders. Those who are responsible for the
management of its affairs must not work against the interests of the shareholders either
in using the assets of the company or in distributing the dividend. An auditor, therefore,
has to excrcise reasonable amount of care and skill in his job because the shareholders
rely primarily upon his opinion in this regard. If there is any irregularity in the books of
account, or something is being done in the company which is illegal and improper, this
will adversely affect the interests of the shareholders. Hence, the auditor should report
all such cases of irregularity to the shareholders. The main responsibility of an auditor is
to examine the books of account of the company as maintained by its officers and to
report to the shareholders that the financial position of the company as represented by
its balance sheet gives a true and fair view of its state of affairs.

i

8.3 QUALIFICATIONS OF A COMPANY AUDITOR

According to Section 226(1) and (2) of the Companies Act, 1956, the prescribed
qualifications of a company auditor are as follows:

I A person shall not be qualified for appointment as auditor of a company unless he
is a Chartered Accountant within the meaning of the Chartered Accauntants Act,
1949. Provided that a firm whereof all the partners practising in India are quatified
for appointment as aforesaid may be appointed by its firm name to be auditor of a
company, in which case any partner so practising may act in the name of the firm.

2 A person who holds a certificate under the Restricted Auditor's Certificate Rules,
1956, is also qualified to act as an auditor of company. Such persons are called
ceritfied auditors and are always subject tot he rules made in this behalf by the
Central Government.

8.4 DISQUALIFICATIONS OF A COMPANY AUDITOR

Section 226(3) of the Act further provides that the following are not qualified for
appointment as a company auditors:

a) A body corporate
b)  An officer or employee of the company

c) . aperson who is a partner, or who is in the employment, of an officer or employee
‘of the company.

d)  a person who is indebted to the company for an amount exceeding Rs. 1000, or
who has given any guarantee or provided any security in connection with the

indebtedness of any third person to the company for an amount exceeding
‘Rs. 1000,

Moreover, if a person is appointed as company auditor and subsequently becomes
disqualified, he is deemed to h ve automatically vacated his office as auditor of the
company form the date of his dis. ualification.

Rationale for Restrictions

You have noted here that some statutory restrictions have been imposed on the

‘appointment of an auditor in a company in respect of his qualifications. The reasons for

such restrictions are as follows:

1 The process of auditing involves an independent examination of accounts (o ensure
- that they are free from errors or frauds. This is a professional 1espon51b111ty
expecling expemsc as well as integrity.

2 - An efficient performance of duties by a company auditor is an equally nnportant

aspect of law, He is, therefore, under the discipline of a recognised professional
accountancy body, i.¢., Institute of Chartered Accountants of India. '

3 A company auditor needs legal protection as well as the support of an organised Cempany Andi:-

professional body in discharging his duties in an independent manner.

4 Unbiased attitude and impartial judgement are necessary for a company auditor
both in verification of accounts and in expression of his opinion on the financial
statements of the company.

5 Undue connection or association of a company auditor with the directors or

officers of the company either as a partner or as an employee defeats the very
purpose of auditing and the concept of independence.

8.5 APPOINTMENT OF AN AUDITOR

Let us now discuss the rules relating to the appointment of auditors in a company.
Section 224 of the Companies Act provides: “Every company shall, at each annual
genera! meeting, appoint an auditor or auditors to hold office from the conclusion of
that meeting until the conclusion of the next annual general meeting and shall, within
seven days of the appointment, give intimation thereof to every auditor so appointed”.

If you translate this provision into rules of appointment of a company auditor, these will

" be as follows:

1. A company auditor is normally appointed at the annual general meeting of the
company.

2 “The tenure of appointment of a company auditor is from one annual general

' meeting to another.

3 That when an auditor is appointed in a company, he should be intimated about it

within seven days of such appointment.

Besides these three basic rules for the appointment of a company auditor, the
supplementary considgrations are:

1 that a written certificate and consent should be obtained from the proposed auditor
before his appointment is finalised by the company;

2 that in case a company is unable to appoint an auditor at its annual general
meeting, the central government has the powers to make such an appointment to
fill the vacancy;

3. that no one is appointed as a éompany auditor who holds such appointment in
twenty companics at a time; and

4 that the appointed auditor should communicate to the Registrar of Companies,
within thirty days of the receipt of intimation from the company, whether he
_accepts or refuses to accept the appointment.

8.51 First Auditor of a Company

You know that a company may be registered any time during the year and, therefore, its
date of registration may differ from the date of commencement of its normal accounting
year. Hence, the company shall also need an auditor for that partial period of its
operation which precedes the normal accounting year. The auditor to be appointed for
this initial and partial period of the company is known as the first auditor. Such
appointments are made by taking into consideration the following factors:

a) The first auditor or auditors of a company are appointed by the Board of Directors
of the company 7 P

- b) - Such appointment is to be made within one month of the date of registration of

the company.

c¢)  The first auditor will hold office until the conclusion Qf the first annual general
.meeting of the company. ‘
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8.5.2 Reappointment of Auditors

A statutory auditor is not appointed on a permanent basis. It is normally an annual
assignment. It may, however, be renewed and extended for another term. When the
previous auditor of the company is allowed to continue for the next year, it is
considered as a reappointment.

Under normal circumstances, a retiring auditor is reappointed as a company auditor. In
some cases, however, this may not be so owing to the following reasons:

1 The auditor is now not qualified for reappointment;

2 The auditor has expressed his unwillingness to be reappointed by giving the
company a notice in writing about his intention to6 discontinue.

3 The company has passed a resolution at the general meeting to appoint somebody
else as the company auditor, or not to reappoint the retiring auditor; or

4 Notice has been given of an intended resolution to appoint some person or persons.
in the place of a retiring auditor, and by reason of the death, incapacity or
disqualification of' that -person or of all those persons, the resolution cannot be
proceeded with.

3 Not a Detective: An auditor is neither a detective nor an employee of the

8.6 REMOVAL OF AN AUDITOR

An Auditor of a company can be remaved from office before the expiry of his term in
the following manners:

a)  When the company takes such decision at its general meeting;
b) By an ordinary resolution of which special notice has been given; and
c)  After obtaining the previous approval of the central government.

The first auditors of a company appointed by its Board of Directors can be removed at
a general meeting by an ordinary resolution of which a special notice is given.

Thus you see that in all matters relating to appointment, reappointment, removal or
retirement of an auditor, the shareholders of the company play an important role. This
once again establishes the fact that the audiior is responsible to the shareholders. He acts
on their behalf, and not on behalf of the directors. He is shareholders’ representative and
his statutory duties are to safeguard their interest.

There is one more process of protection given to auditors against their undue removal. If
an auditor other than the retiring auditor is to be appointed, special notice must be given
to the company by a member before the annual general meeting. A copy of this notice
must be sent to the retiring auditor as well as to all members prior to the general
meeting. The retiring auditor, after getting a copy of the notice, may make a written
representation to the company and ask the company to circulate it among the members
of the company. Besides, the retiring auditor has the power to attend the annual general -
meeting at which the proposal for his removal is being considered and to address the
members.

8.7 STATUS OF THE AUDITOR

Now the question arises as to what is the real status of an auditor in a company.
Obviously, an aunditor enjoys a legal status. In other words, a company auditor is a
statutory auditor, because he is appointed strictly in accordance with the provisions of
the law. The status of an auditor in a company is governed by the following principles:

1 An agent: The auditor is an agent of the members of the company appointed to

' perform duties as laid down by (a) the Companies Act, (b) the Articles of
Association of the company, and (c) the audit agreement between the auditbr and
the client. . ‘ :

‘2 Not an Advisor: An auditor is not an advisor to the company. It is not a part of ‘

his duty to advise the directors or shareholders.

Cdrﬁpany Auditor

' company. He is a watchdog and not a bloodhound. He need not be unduly

_ suspicious in his job.

4  Not to Discover Frauds: it is not the responsibility of the auditor to discover

frauds which have been carefully perpetrated. He can rely upon the'honesty of
the employees of the company who enjoy a position of confidence in the

" organisation.

5 Not a Guarantee: An auditor’s opinion on the financial statements of the

company does not mean an automatic guarantee of correctness of books of

account.

6" An Officer: Although an auditor is not an employee of a company, he is treated

as an officer of the company under various provisions of the Companies Act.

r

Check Your Progress A
1 What is the main purpose of appointing an auditor in a company?

.................................
.................................................
............................................

.................................................
.............................................
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........
..........................
.......................
................
............................

3 What is the difference between the appointment and reappointment of auditors in a
company?

.............................................
...............................................

..........................................

.......................................................
........................................

4 State whether the following statements are True or False:
i) Once a good auditor has been appointed in a company, he may normally
continue for five years.
ii) If the directors do not get cooperation of the auditors, they can change hl}’n
before the expiry of his term.
iii) The auditors must be impartial and unbiased in their judgement.
iv) vSince the auditor is a shareholders’ representative, he must ensure that they
‘ get the highest dividend.

v)  Every company auditor is a chartered accountant but every chartered
accountant cannot be an auditor of a company.

v8.8 RIGHTS AND DUTIES OF A COMPANY AUDITOR

~ 88.1 Rights
The Act provides for the following rights to the auditors of a company:

1 Rights of access to books of accounts: Every auditor .of a company shall‘ have a

' right of access at all times to the books of account and VQuchcrs of the company,
whether kept at the head office or elsewhere. The books 1nclu‘de,‘ not oply the
financial books of the company but also the statutory and StatlSFICal books.
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1;ljlghts to obtain information and explanation: The auditor is entitled to require
om the officers of the company such information and explanations as he may
think necessary for the performance of his duties as auditor.

'
i

o
i
)l

Right to receive notices and attend general meetings: According to Section 231

of the Af:t, t_he auditor has a right (a) to receive all notices and other
commumcauf)ns_ relating to any general meeting of the company; (b) to attend an
gen.eral meeting of the company; and (c) to be heard on any part of the businc:ssy
which concerns hiin as an auditor at any general meeting.

Right to make corrections in the financial statements: The auditor is requested
to conduct an independent examination of the books of account of a compan and
rt?port to the shareholders whether the financial statements show a true an% fZif'

v1ew_of the state of affairs of the company. Hence, if he finds some fault, he has
the right to make the necessary corrections. If his suggestions are not carr’ied out
he has the right to refer the matter in his report. ‘ -

ng.ht to visit branches::\li/here tt;e branch accounts are not audited by a qualified
auditor, the company aude,t_br has a right of access at all times to the books of
accounts and vouchers of.the company as maintained at the branch office and my

* visit the branch of the deemts it necessary.

8.8.2 Duties

The duties of a company auditor can be divided into three categories (1) duties rélaﬂng

to audit leOIt ( ) duties relatin q 'I'y 18
” 4 g to enquiry, and (3) oth i W
: them 2 . ( ) er statuto duties. Let us no

1

Duties rel'ating to Report

The gudltor shz'tll make a report to the members of the company on the accounts
examined by him, and on every balance sheet and profit and loss account and on
every other d.ocument declared by this Act to be,part' of or annexed to the balance
sheet‘ or pI'O'flt an.d loss account, which are laid before the company in general
meeting during his tenure of office. The report shall state whether, in his opinion
and tq the best of his information and according to the explanations given to him

A the s.ald accounts give the information required by ‘the Act in the manner so !
required and give a true and fair view. o ‘

i

i.

) in the case of the Balance Sheet of. st : . : ‘
) , of the state of the co ! i
the end of its financial years; and mpeny's affairs o o

i) jin the case of the Profit and Loss A . the i
/An the 1t a ccount, of the profit o1 i
financial year. p or loss for its

The Auditor’s report shall also state

‘a) Whether he has obtained all the informaﬁon and explanations which, to the

best of hi : ' :
audit i§ knowledge and belief, were nec?essary for the purpose of his

b) . whether, in his opinion, prdper books of account as required by law have

c

Duﬁes relating to Enquiry

i)

been kept by the company so far as-appears from his examination of those
boo]gs, and proper returns adequate for the purposes of his audit has s=en
received from branches not visited by him; and -

) wpether the company’s’ Balance Sheet and Profit and Loss Aécount dealt.
with by the report are in agreement with the books of account and returns.

. The auditor should specifically enquire into the following six matters:

Whether loans and advances made by the company on the basis of sectrity
have been properly secured and whether the terms on which th‘ey have been
made are not-prejudicidl to the interests of the company, ‘

i1)  Whether the transactions which are not supported by any facts ork evidence,

- though recorded in the books, are not prejudicial to the interests of the
company. ' : ' e '

iji) Where the company i$ not an invcstm_ent company or a banking company,
whether it has sold any shares, debentures or other securities at a price
which is lower than the price at which they were purchased by the company.,
Whether loans and advances made 'by the company have been shown as
deposits. .

iv)

v): Whether any personal expenses have been charged to revenue accounts of
the company.

Where the books of the company show that shares have been issued for
cash, whether cash has actually been received in respect of such allotment,
and if no cash has actually been received, whether the position as stated in
the books and the Balance Sheet is correct, regular and not misleading.

. vi)

3 Other Statutory Duties

1) The prospectus issued by an existing company should contain an auditors
_report regarding (a) profit and losses, (b) assets and liabilities, (c) rate of
dividends paid for each of the five financial years preceding the issue of the
prospectus. Hence it:is the duty of auditor to submit such report.

i) The auditor has to certify a statutory report.

iii) The auditor has to sign his report.

Where an inspector is appointed by the Central Government to investigate
the affairs of the company, it is the duty of the auditor to give him al}
assistance in the investigation.

1)

"'v)  When-a company goes into voluntary winding up and a declaration of
solvency is made by the directors, the auditor shall submit his report on the

Profit and Loss Account and the Balance Sheet.

It is important to note here that the rights and powers of auditors cannot be
limited or abridged either by the Articles of Association or by the directors or

‘shareholders of the company.

8.8.3 Some Legal Decisions

You are now familiar with the powers and duties of auditors. The following legal
decisions. further highlight the role of the auditors in discharging their statutory

responsibilities:

1 It is the duty of the auditor not to confine himself merely to the task of

ascertaining the arithmetical accuracy of the Balance Sh_ee't, but to see that it is a
" true and accurate representation of the company’s affairs. (Leeds Estate Building

~ and Investment Co. vs. Shepherd, 1887)

2 An auditor must be honest, that is, he must not certify what he does not believe to
be true and he must take reasonable care and skill before he believe that what he

certifies is true. (London and General Bank, 1895).

3 Ttis the duty of an auditor to bring to bear on the work he has to perform that
skill, care and caution which a reasonably competent, careful and cautious audito
would use. What is reasonable skill, care and caution must depend on the

. particular circumstances of each case (Kingston Cotton Mills Co. Ltd.," 1890).

4  The auditor undoubtedly does undertake very considerable responsibilities, and is
liable for the proper discharge of his duties, and if by the neglect of his duties or
by want of reasonable care he neglects his ‘duty, and damage is caused to the
company as such, he is responsible for that- damage (London Oil Storage Co. L.

vs. Seear, Hasluck & Co., 1904).

5. When the reports of the auditors are not communicated to the shareholders,
directors are responsible for this lapse. Auditor’s duties are discharged when their
reports are delivered to the company. It is the duty of the directors to summon the
shareholders’ meeting and to see that the report of the auditors is read at the
meeting, (Allen. Craig & Co. Ltd. 1934). ‘

Company Auditor
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6 The vital task of the auditor is to gnsure that errors are not made. He must camy
out this task with an enquiring mind and not with suspicion of honesty. He should
proceed with his work suspecting that someone might have made a mistake
somewhere and that a check must be made to ensure that there has been none.
(Fomento Ltd. vs. Selsdon Fountain Pen Co. Lid., 1958).

Check Your Progress B
i ‘Tick (V) the correct answer
i) Auditors in a company must be independent because:
a)  their sole obligation is to submit a report to third parties.
b) they must adopt a critical attitude during the audit.
¢)  they must be without bias with regard to the company under audit
d)  they may have a direct interest in the business of the company.

ii)  Credibility of accounts expects an independent audit for the readers of
financial statements of a company so that: ,

a) the financial data included in the statements are measured and
communicated correctly.

b)  an opportunity may be given for an objective examination of and
reporting on statements prepared by the management.

¢)  the management of the company may be congratulated on its
achiecvement of good performance.

d)  accuracy of information contained in the financial statements may be
certified.
iii) When a statutory auditor expresses an opinion on financial statements, his
responsibilities extend to:

a) = whether the results of the company’s operating decisions are fairly
presented in the financial statements.

b)  the underlying wisdom of the client’s management decisions.

¢)  active participation in tlie implementation of the advice given to the
company

d)  an ongoing responsibility for the solvency of the company.

i\t) If the audit tests show that the management of the company has perpetrated
international irregularitics in accounts of the company. the auditor's duty
should be :

a)  to ignore it because it is not a material nature.
b)  to take note of the irrcgularities for {uture audits.
¢) o caution the management not to repeat such irregularities.

d)  to obtain further explanation. investigate the effects of irregularities,
qualify the report and inform the shareholders.

2 State three main rights a company auditor.

......................................................................................................

1 An audit is the independent examination of, and expression of opinion Otl, the
financial statements of a company by an appointed auditor in pursuance of that
appointment and in compliance with relevant statutory obligation,

2 The responsibility for the preparation of the financial statements and the
presentation of the information included therein rests with the directors of the
company. The auditor’s responsibility is to report on the financial statements as
presented by the management.

3 The auditor.should adequately plan, control and record his work.

4 The auditor should ascertain the company’s system of recording and processing
transactions and assess its adequacy as a basis for the preparation of financial
statements,

5  The auditor should obtain relevant and reliable audit cwdence sufficient to enable
him to draw reasonable conclusions therefrom.

6  If the anditor wishes to place reliance on any internal controls, he should ascertain

and evaluate those controls and perform compliance tests on their operation.

7  The auditor should carry out such a review of the financial statements as is
sufficient, in conjunction with the conclusions drawn form the other audit evidence
obtained, fo give him a reasonable basis for his opinion on the financial
statements,

The normal expectation from the auditor, therefore, is to express an independent
judgement on the results and financial position of the company, free from any pressure
which the management or owners of that company might seek to exert.

89 AUDITING STANDARDS

It may be of interest to you that international standards also guide the role of auditors.
Their approach to co;npany audit is now based on the following professional ,gl{ldehnes

810 LET US SUM UP

Auditors are appointed in a company to examine the books of account and to report to
‘the .shareholders whether a true and fair view of the state of affairs is reprcsented by the
financial statements.

The difference between the audit of a partnership firm and of a company are in respect
of (i) legal compulsion, (ii) purpose of audit, (iii) statutory position, (iv) liabilities for
negligence, (v) audit fee, (vi) form of reporting, (vii) scope of examination, (viii) define
responsibility, (ix) remuneration fixation, (x) verification assignment, (xi) conceptual
identification, and (xii) articles and memorandum.

Only chartered accountants qualify for appointment as a company auditor. Their
appointment is normally made at the annual general meeting of the company. A retiring
auditor may be reappointed as a company auditor provided he is not disqualified for the
appointment or has not shown his unwillingness to continue, In case an auditor is to be
removed from office before the expiry of his term, prior approval of the Central
Government should be obtained and on ordinary resolution w1th special notice should be
passed at the general meeting of the company. '

An auditor is an agent of the shareholders of the company but he is neither a financial
adv1sor nor a detective. The statutory nghts of a auditor are : (i) access to books of
account, (ii) obtain necessary information and explanation, (iii) attend general meeting,
(iv) make necessary correction in financial statements, and (v) visit branches, if needed.
His duties can be classified as (a) those relating to reports, (b) those relating to enquiry,

(c) and other statutory duties. Certain legal decisions are also relevant in determmmg ,the :

role of auditors in discharging their statutory responsibilities.

Commencement of the audit of a company involves many preliminaries. He has to (3)
make sure that his appointment is in order, (b) obtain a letter of engagement, and (c)
acquaint himself with articles, memorandum, scope of work, system accounting, system
of intetnal control, etc. For the whole audit asmgnment he must follow the normal
procedure of audit, the relevant statutory provisions and the guidelines of international
auditing standards. .

Company Auditor
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811 KEY WORDS

Audit Planning : What to do, how to do, who will do and how to do the audit work? .

- Aundit Report : A report to the members of the company on the accounts and financial

statements stating whether they give a true and fair view of the state of the company’s
affairs for the financial year. ‘

Auditing Standard : International guidelines to promote uniformity and consistency in
audit practices.

First Auditor : The anditor appointed by the Board of Directors of the company within
one month of incorporation.

New Audit : Either the first audit of a company or the subsequent audit of the company
by a new auditor. '

Partnership Audit : Audit of a partnership form of business organisation by an
appointed auditor.

Statutory Auditor : An Auditor appointed after the first auditor at an annual general
meeting of the company.

Subsequent Auditor : Auditor appointed after the first auditor at an annual general®
meeting of the company.

. True and Fair View : The auditor reports whether the financial statements represent

fairly the actual financial position of the company as at the end of the accounting
period and the profit or loss for that period.

Statutory Audit : A report presented before the Statutory meeting of a company. It
contains detailed information relating to the formation of the company including shares
allotted receipts and disbursements, directors, etc.

8.12 ANSWERS TO CHECK YOUR PROGRESS

A4 i) False ii) False iii) True iv) False v) True
Bl i ¢ i) b i) a iv) d

9.0 ' OBJECTIVES

' 8.13 TERMINAL'QUESTI(_)NS .

1 Discuss the position of an auditor in a company under the p1 ovisions of the
Companies Act.

2 State the qualifications and disquzl'iiﬁeations of the aunditor for a company.

Explain how an auditor may be (a) appointed, (b) reappointed, and (¢) removed in
-a company. ‘

4 What is the status of the auditor in a company? How can be protect the rights of
- the shareholders of the company?

5 Briefly analyse the powers and duties of compan); auditors.

6 What are the statutory duties of a company auditor? Discuss in detail.

Note: These questidns will help you to understand the unit better. Try to write
answers for them. But do not submit your answers to the University. Thesé
are for your practice only.

UNIT 9 COMPANY AUDIT-I

Structure

9.0'  Objectives
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9.4  Audit of Share Capital .
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9.9  Issue and Redemphon of Preference Shares
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9.14  Share Transfer Audit .
9.15 Presentation and Disclosure of Share Capital
9.16 Let Us Sum Up
9.17 "Key Words
9.18 Answers to Check Your Progress

.9.19 Termmal Questions

o

After studying this unit, you should be able to:

' 2 distinguish between partnership audit and c'omiaény aundit

®  describe the audit procedure of shares 1ssued for cash or for consideration’ other
than'cash

. explain rules for issue of shares at a premium and issue of shares at a discount
descnbe the audit. procedure for calls in arrears and verlfrcat.ion of forfelted shares
explaln audit. of i issue and redemption of preference shares -

‘explam the audit of alteratlon of share capital

list steps involvéd in share transfer audit

_descrlbe the manner -of presentatxon and- dlsclosure of share capltal in ﬁnanctal
statements of the company '

9,1 ‘Jm_TRODUCTIoN R ~

'In' Unit 8 you learnt about the quahﬁcations, appomtment and status of an audltor and |
“also about his rights-and duties. In this unit-you will learn first of all that before the’
commencement of the audit of & company, the, auditq,r ‘must fulﬁl cemun prellmipary

sfeps. Particularly, the auditor must acquaint- hlmseif wigh (i) articles: and memiorandum

+of association to verify the constitution and Jpowers tinder which the company operates,
@) systém °f mternal comrol and (111) otfper rElUvant provisiqgs of the Compames Act, -

15,




e

Company Audit

- 14

8.11 KEY WORDS

Audit Planning : What to do, how to do, who will do and how to do the audit work?

. Audit Report : A report to the members of the company on the accounts and financial

statements stating whether they give a true and fair view of the state of the company’s
affairs for the financial year.

Audltmg Standard : International guidelines to promole umformlty and conblstency in
audit practices. .

First Auditor : The auditor appointed by the Board of Directors of the company within
one month of incorporation.

New Audit : Either the first audit of a company or the subsequent audit of the company
by a new auditor. , '

Partnership Audit : Audit of a partnership form of business organisation by an
appointed auditor.

Statutory Auditor : An Auditor appointed after the first auditor at an annual general
meeting of the company.

Subsequent Auditor : Auditor appointed after the first anditor at an annual general:
meeting of the company.

. True and Fair View : The auditor reports whether the financial statements represent

fairly the actual financial position of the company as at the end of the accounting
period and the profit or loss for that period.

Statutory Audit : A report presented before the Statutory meeting of a company. It
contains detailed information relating to the formation of the company including shares
allotted receipts and disbursements, directors, etc.

8.12 ANSWERS TO CHECK YOUR PROGRESS

A4 i)b False ii) False iii) True iv) False v) True
B1 i) .c i) b i) a’ iv) d

8.13 TERMINAL QUESTIONS -

1 Discuss the position of an auditor in a company under the prov1s1om of the
Companies Act.

2 State the qualifications and disquélifiéaﬁons of the auditor for a company.

,Expl'ain how an auditor may be (a) appointed, (b) reappointed, and (c) removed in
-a company.

4 What is the status of the auditor in a company? How can be protect the rights of
" the shareholders of the company?

5 Briefly analyse the powers and duties of company auditors.

6 What are the statutory duties of a company auditor? Discuss in detail.

Note: These questitins will help you to understand the unit better. Try to write .
answers for them. But do not submit your answers to the University, Thesé

- are for your practice only, ‘ A ,
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o 9.3.3 Role of Company
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94.1 Shares Issued for Cash . :
94.2 Shares Issued for Consi_dcration Other than Cash
9.5  Shares Issued at a Premium

9.6 Shares Issued at a Discount

9.7  Audit of Calls ~
9.7.1 Calls in Aurrears
972 Calls:in Advance: .
9.8  Forfeiture and Reissue of Shares :
9.9  Issue and Redemptxon of Preference Shares
910 Issue of Bonu&. Shares
9.11  Alteration of Share Capital
9.12  Reduction of Share Capital
9.13 ¢ Issue of Share Certificates
9.14  Share Transfer Audit .
9.15 Presentation and Disclosure of Share Capital
9.16 Let Us Sum Up

-

917 Key Words

9.18 Answers to Check Your Progress

.9.19 Terminal Questions

i

9.0 “OB‘JECTIVES_'

\

After studymg th)s unlt you should be able to: ‘
o dlstlngmsh between partnership audit and company audxt

e  describe the audit procefdure of shares issued for cash or for consideration other

than' cash
¢ ' explain rules for issue of shares at a premium and issue of sﬁares 'at a discount
) deSCrlbe the audit procedure for calls in arrears and venflcatlon of forfexted shares
e cxplam audit of issue and rcdemptlon of pre,ference. shares
®  explain the audit of alteranon of share capltal
o list steps involved in shate transfer audlt ‘
. descrlbe the manner ‘of presentation and dlSClOSUI‘B of share capltal in financml
statements - of the company ’
9.1 INTRODUCTION R "f-;f-

i
-

In Unit 8 you learnt about the quahfxcatlons, appomtment and status of an audltor and

‘also about his rights- and duties. In this unit you will learn first of all, that before the'

comiriencement of the aud1t of & cotﬁpany, the audltdr ‘must fulﬁl cextam prelimipary -
sfeps. Partlcularly, the- auchtor must acquaint- hlmscif wlth (1) ‘articles-and” memorandum

~of association ‘to ‘verify the, constitution and ‘powers upder which the company operates,
(ii) systém of i mtemal cdhtrol and (111) otﬁcr Iﬁh‘vant pl‘OVISlO,[\S of the Compames Act,
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1956 (hereinafter referred to as the Act), a.ff'ecting financial sta‘tements, etc.lThen, ¥lou
already know the general principles of audmr}g which are appllcablg normally t? f'lk
types of entities irrespective of their nature, size and fonp. The audit pr(?c'e(?utrles ldel
vouching and verification of assets and liabilities as .appllca_me to all entl.tles ave ud.y
been dealt with in detail in Block 2. However, certain spemﬁg z}spects of SU?h as audit
of share capital, transfer of shares, audit of diVian'dS, d.eprecmtxon aqd reserves that are
peculiar to companies etc., were not covered. In th1§ unit, after covering thg ' |
preliminaries before commencement of the audits of a company we shall primarily fiea
with audit of share capital which is conducted in ordfsr. to ensure that the §hare capital
has been issued in accordance with the relevant provisions of the Compames Act, 1956
and properly recorded in the books of account and duly reflected in the balance sheet of

the company.

9.2 DIFFERENCE BETWEEN PARTNERSHIP AUDIT
AND COMPANY AUDIT

Béfore we take up the preliminaries before commencement of the audit of a company
and the audit of share capital and divisible profits etc. let us understand the difference

between the partnership audit and company audit.

The difference between the two types of audit is as follows:

COMPANY AUDIT PARTNERSHIP AUDIT

1t is not necessary for a firm to get

t is legally compulsory for every :
: limited oon ’ . its accounts audited.

limited company to get its accounts
audited every year.

2 The purpose is to satisfy the information 1t is mainly to avoid differences or
needs of the shareholders of the company  disputes amongst the partners.
on whose behalf audit is conducted.

3 The Act defines the qualifications, The firm may have its own decision
disqualifications, duties, powers 1.n the app'qntme.nt of a‘u.“dxto.r, and
and process of appointment of auditor, in c.letermmmg his qualification,

His statutory powers cannot be limited duties and powers.
or taken away by directors or sharcholders

4  The audit fee for the year must be shown It is not essential for the ﬁrm-
in the Profit and Loss Account of to disclose the amount of audit
the company : fee paid to auditors.

5 The Act guides the auditor in respect The auditor has to refer to the .

of the principles and processes of differenF clauses of the Partnership

accounting to be followed by Deed Wllt}'l .regz‘lrd to .thc. .

the company and the form of reporting responsibility for ma{ntammg'

to be adopted by him. accounts, methods of accounting, ‘
profit-sharing ratio of partners, terms
of borrowing and the type of audit
reporting relevant to the nature of

the assignment

The scope of examination and
objects of audit are to meet the
present to the shareholders a requirements of the terms qf
true and fair View of the state agreement between the auditor
of affairs of the business and the firm.

through the financial staterments

of the company

6 The auditor is to ensure that the
the directors of the company

The responsibility of the auditor is
flexible; he gets clear instructions
from the firm with regard to the
nature and extent of his waork.

7 It is statutory responsibility of -
a specified and definite nature

8 The rentuneration of the auditor
is fixed by the appointing authority
at the annual general meeting.

The remuneration is fixed by the ‘Company Audit-I
the partners of the firm. . °

9 The audit assignment is only for The audit assignment may include
verification of books of account-and preparing books of account '
for and for auditor’s report thereon. as well.

10 The auditor examines that all
transactions of the company
are within the framework of its
Memorandum of Association and
all acts of the directors are duly
authorised under its Articles of
Association.

The auditor refers to the
Partnership Deed for all matters
relating to accounts and the
ability of the partners in
managing the affairs of the firm.

9.3 COMMENCEMENT OF AUDIT

Commencement of audit of a company involves two stages:

1 When a new company comes into existence and the first auditor is app.inted; and

2 When the company is already established, but a new auditor is appointea (i.e. the
“old auditor is substituted by a new auditor) for the subsequent audit of the
company.

In the first case, the auditor of a new company has to be a little more careful in making

himself conversant with the accounting system and the rules and regulations affecting
the company.

In the second case, the new auditor has to follow the professional ethics of obtaining
consent of the retiring auditor before accepting his appointment. Although the company
is old, the auditor is new to that company. He should, therefore, exercise the same care
as would have been necessary in the case of the first audit of the company.

Consideration required at the commencement of a new audit are: .

a)  to ensure that the compﬁny has followed the statutory provisions in regard to
: registration, incorporation, allotment and commencement of business;

b)  to refer to the relevant regulations of the company contained in its articles,
memorandum or prospectus; and. '

c)  to confirm that his appointment is in conformity with the Act and the Articles. -

9.3.1 Letter of Engagement

" Once the appointment has been accepted, it is a normal practice to issue a letter of

engagement to the company specifying the terms and conditions of the assignment. The
auditor should incorporate in the letter the precise scope of work and nature of duties to
be performed by him in the company. A letter of engagement, therefore, is a
confirmation of acceptance of offer made by the company.

The principal contents of a letter of engagement are:

a)  The nature-of the assignment — in the case of a statutory audit, it highlights the
requirements imposed by the Act which cannot be changed either by the company
or auditor and the significance of the audit report;

b) . the way the auditor would normally approach the job, including the assistance and
cooperation which he expects from the company; and

¢) the audit fees to be charged for the purpose.

A copy of the letter of engagement is also sent to the company for signature as an

acknowledgement of agreement as to terms. It is then returned to the auditor for his
records.

17
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By now you must have seen that aud1t is a professional assignment which demand its
owr expertise. Preliminaries before commencement of the audit of a company need the

following approach :
1 Obtain a clearance from the previous auditor of the company whether there is-any
professional reason why the audit should not be accepted — this beinga .

professional etiquette.
2 Ensure that the appointment is in conformity with the provisions of the Act.
3 Consult the Articles and Memorandum of Association with special reference to
the clauses affecting accounts and audit. ’
4 Outline the nature and scope of work and duties and the time of completion of
audit report. ‘

5  Examine the system of accounting followed by the company and point out the
weaknesses, if any. '
6 Get a list of hbooks maintained in the company, persons responsible for
maintaining them and their specimen signatures.
‘ 7 Collect a list of officers of the company with their powers, duties and specimen
signatures.

8 -Familiarise with the technical knowledge about the company.

9 - Enquire dbout the system of internal control in practice and evaluate its

. .effectiveness..

10 - Ask for a copy of the audited balance sheet and auditor’s report of the company

" for the previous year. -

11  Advise the company to complete the accounting records, balance the books
_ prepare the final accounts, arrange the vouchers serially, and prepare schedules of
different categories of debtors and creditors.

: 12l Identif)‘*tthe events and transactions likely to have a significant effect on the
financial statements of the company.

., 13 Design-the nature and extent.of audit tests appropriate to the company.

Although the exact manner of conducting andit largely depends upon the size and nature

of the company, a systematic approach is essential to achieve the audit objectives.

Moreover, the different aspects of audit work are closely interrelated. Hence, it is useful
to distinguish between the essential phases through ‘which the audit work proceeds and

progresses in the company.

) 9.3.'3 Role of Company .

R ‘At'th'; ﬁtne of commencement of audit, the company must also be ready to extend its
cooperatlon to the auditor. Besides other arrangement, the company’s approach to audit
should be on the following lines: !

1 Keep a correct record. of the day-to-day transactions of the business.

2 Mauntam documentary and other evidences in support of the n:ansactxons in proper
S sequence to facilitate their audit reference. - \ .

‘ 3 Obtam bank statements perxodlcally and reconcile them with the cash records of
the company .

i ."fComplle 2 list of debtors and ereditors of different categories showmg the au.cunt
v'i; ;espect of each

F ecord all important decisions pertaining to financial matters preferably .in the -
form of resolutlons .

, 'accountmg rwords

Arrange all reley{ant communications 1ssued or received by the company. affectmg .

7 Provide necessary informations and explanations wirch may be requ1red by the
auditor in course of his preliminary -evaluation. :

8 Prepare supplementary statements or additional reports relating to significant
transactions as a basis to information to the auditor.

The effectiveness and promptness of audit is virtually a joint responsibility of the
company and its auditor. Their mutual cooperation and understanding, therefore, help the
process of audit.

9.4 AUDIT OF SHARE CAPITAL

The audit of share capital assumes significance particularly in_the first year itself since a
company raises share capital immediately after incorporation and subsequently, in the
later years when it decides to further raise its share capital. Iir the intervening years, the
auditor may perform routine checks to verify authorised, issued and subscribed shate
capital.

An issue of share capital involves three stages, namely, the application stage, the
allotment stage and the call stage. However, a company is also required to comply with
a number of requirements before actually going for public subscription. In this context,
the auditor should:

1 Study the conditions of issue contained in the Memorandum and Articles of
Association, Prospectus or Statement in lieu of Prospectus, and examine whether
all of them have fully been complied with.

2 'Verify that the first allotment had not been made until the amount of minimum
subscription stated in the Prospectus had been subscribed and that until then the
amotnt received was kept deposited in a scheduled bank.

3 Confirm that the brokerage and underwriting cominission had been paid 'only at
the rates authorised by the prospectus or the Articles of Association,

4 Verify that preliminary contracts, if any, for purchase of a property or business,
for creating an organisation for management of the company, etc. had been carried
out strictly according to the terms stated in the prospectus.

5  Ensure that the company intending to offer shares to the public for subscription by
" the,issue of a prospectus had, before such issue, made an application to one or
more recognised stock exchanges for permission for the shares 1ntend1ng to be 50
offered within the stock exchanges or each exchange.

6 Conflrm that the guidelines issued by the Securltles and Exchange Board of Indla
(SEBI) had been duly followed.

Having taken the above steps, the auditor may specifically examine .
i)  shares issued for cash and

ii)  shares issued for consideration other than cash, if any,

9.4.1 Shares Issued for Cash

As stated earlier, there are three stages in the issue of shares for cash viz., appllcatlon
stage, allotment stage and calls stage. Each stage has its own peculiarities and involves
the following steps for their andit.

Application Stage

i)  Check entries in the Application and Allotment Sheets with the ongmal
- applications;

ii)  Check entries in the Apphcatxon and the Allotment sheets as regards depos1ts of

money, recelvcd w1th the apphcatlons, with those in the Cash Book;

“iif) Check that the application money was deppsited in a scheduled bank il the grant

‘of the *Certificate to- Commence Business’.

Company Audit-I
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. V)

%/ouch amounts refunded to the unsuccessful applicants with copies of Letters of

iv) |
Regret; , j
Check the totals columns in the Applicatioh and Allotment Sheets and confirm the
journal entries, i

vi) Examine that the issue is within the limits authorised by the Memorandum and
Articles of Association.

Allotment Stage

i)  Examine Director's Minutes Book to verify approval of allotments.
ii) Compare copies of letters of allotment with entries in the Application and
Allotment Book. '

iiiy Trace entries in the Cash book and’the Application and Allotment Sheets for the
verification of amounts collected on allotment.

' iv) "Check totals of amounts payable on allotment and verify the journal entries.

v)  Examine whether relevant requirements of Reserve Bank of India have been
complied with in case of allotment to non-residents.

vi)  Verify that the amount of the shares allotted do not gxceed the authorised or
nominal capital of the company.

vii) Check that the return of allotment have been filed with the Registrar of
Companies.

Calls Stage
i)  Examine the Director’s resolution making the call.
ii) Vouch amounts received with the counterfoils of receipts.

iii) Verify the journal entry, debiting the Call Account and crediting Share Capital
with totals of the amounts due. _ .

iv) Compare the application and allotment books with the thedule of calls in arrears
showing the difference between calls due and calls received.

y)  Check the calls received in advance either in the cash book or through the journal
are transferred to a separate account. :

9.4.2 Shares Issued for Consideration other than Cash

Shares may also be. issued for consideration other than cash. Such instances may arise
where a company issues shares to vendors of business against purchasc consideration; to
promoters who have borne preliminary expenses, to underwriters ageinst settlement of

under-writing commission, etc. The audit procedure followed in this regard involves the -

following:

1 ‘Examine the contract under which shares have been allotted for consideration other

 than cash, In case of purchase of property or business, the contract will show th.e
amount of purchase consideration. In case shates have been issued as relpuxxoraUOn
to underwriters for services rendered by them, the auditor should ascertain the
terms and conditions of payment from the contract with them, Where shares haYe
been issued to promoters, the contract with them should be examined to ascertaln;
the nature of consideration.

2 Examine the prospectus for details as to the amount payable to vendors,
* ‘underwriters and promoters, and the mode of payment.

3 Refer to Board of Directors’ Minutes Book and check whether the resolution was

passed by the directors for allotment of shares to vendors, underwriters, promoters, §

et
4  Check the-journal entries concerning the issue of shares for consideration other
-than cash.’ :

[ —

S Verify that a copy of the contract as required by Section 75(9)(b) of the Act has
been filed with the Registrar of Companies within one month of the date of
allotment and, in the absence thereof, a memorandum in writing stating particulars
of the contract has been filed.

9.5 SHARES ISSUED AT A PREMIUM

Where a’company has issued shares at a premium, whether for cash or otherwise,

. Section 78 of the Act prescribes that a sum equal to the amount of the premium
“collected should be transferred to the Share Premium Account. As per Section 78 of the
Act the auditor must also ensure that the amount of premium is utilised only for the
specific purposes such as (a) issuing fully-paid bonus shares, to members of the
company; (b) writing off the preliminary expenses or the commission paid or discount
allowed on any issue of shares or debentures of the company, or (c) providing for the
prerhium payable on the redemption of any redeemable preference shares or any
debentures of the company.

9.6 SHARES ISSUED AT A DISCOUNT

A company may issue shares at a discount as per the following conditions specified in
section 79 of the Act: : -

1 The issue should be authorised by an ordinary resolution of the company and
sanctioned by the Company Law Board.,

2 The maximum rate of discount should not exceed 10% unless the Company Law
Board is of opinion that a higher rate of discount may be allowed under the
special circumstances of the case. '

3 The:shares must be issued within two months of the sanction by the Company
Law Board but not earlier than one year after the date of commencement of
business.

4 The shares should be of a class already issued by the company.

It is the duty of the auditor to confirm that all the aforementioned conditions had been
complied with by the company at the time the allotment was made. Normally, it is
advisable to write-off the amount of such discount over a period 5 to 10 years. The

- . - amount of discount, until written off, should be shown separately in the Balance Sheet

under the head “Miscellaneous Expenditure not written off”.

9.7 AUDIT OF CALLS

You have learnt about the audit procedure for calls stage under section 9.3.1. In this
regard, the auditor should also examine compliance with the provisions of the Articles
of Association, and inspect Director’s Minute Book, to ensure that the resolution states
the time and place of payment, and see that the calls were madé on a uniform basis as
regards all shares falling under the same class. Then he may proceed at audit the calls
in arrears and calls in advance.

9.71 Calls in Arrears

'.I'he sum of money still due from shareholders on account of calls made by the conipany
is known as calls-in-arrears, Audit procedure in this regard is as under: '
1 _ Verify calls-in-arrears from the share register. '

2 Verify the interest adjustment in case the Articles provide for.a charge of interest

on calls-in-arrears. . CL - T,

3 See that the amount of calls in arrears is properly shown on the liabilities side of -

the Balance sheet by deduting it from the amount of called-up capitc! -

Company Audit-I
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' A comp;my may,

4  Ensure that the amount of calls due from directors should be separately shown in

the Balance sheet.

-9.7.2~ .'(",‘allév in advance

t from any
thotised by its Articles of Association, accep
i amovm uncalled on any shares held by him as calls-

the whole or a part of the
Trc:clil\):nce However the amount ¢ r*»-:e\\ed cannot be treated as part of the capital for
1 ]

urpeses of any- .yoting rights. But according to Section 93 of the Act, a comcllmny e \,,
?f;l?) Tuthorised by its ‘Articles, pay dividend in proportion to the amoug: paid up v
each share where a larger amount is paid up on some shares than on others.

hareholders ..

‘ its right under Section 93, the s

the company does not exercise i

;Z}er;aid calls ﬁnadvance shall be entitled to receive interest at tli’_et ra;etpres;rlrsl;cﬁr;% i
terest is chargeable against profits but in

the Articles of Association. Such in D B o
it can be paid out of capital. 5i Y, |

are not available for the purpose, 1 oo i ake

long with interest accrue y vl
ding up, repayment of calls in advance a ° '
B’r‘::edegncg ovepr return of capital. Audit procedure in respect of calls in advardc can be

summarised as under |
1 Check the amount of calls in advance with entries in the Share Register and the

Cash Book.

” 2 Ensure that calls in advance are shown separately in the Balance Sheet, and not

shown as part of capital.

3 See that the shareholders concerned are paid interest on calls in advance at tge ?te
specified in the Articles provided the Articles do not permit payment of dividen

in respect thereof, . '

" Check Your Progress A

1 State whether the followmg statements are True or False.

i) - In view of the utility of auditing, it is essential for every form of busmess

- organisation to get its accountslarxd1ted

iy Ifa company is passing through a financial crisis, it need not get 1ts

‘ accounts audited for a few years. :

iii)
- of the company.

iv) Audit of a company is voluntary and informal

v) The statutory powers of a company auditor can be limited by an agreement |
b»fween the auditors and dlrectors of the company.

2 Nare the three stages. involved in issue of share capital for 2asi.

An andited balance sheet presents a trug and fair view of the state of affairs '

\

5. Which of the following statements are correct?

1) In a fresh issue of share capital, the auditor must examine prehrmnary
contracts.

ii)  SEBI guidelines for issue of share capital have o impact on the audit
procedures. »

iii) Share can be issued agéinst cash only

iv) Share premium can be utilised for writing off losses incurred by the
company.

V) A company may issue shares at a discount thhm six months of sanction
given by company law Board.

98 FORFEITURE AND REISSUE OF SHARES

| S,

You know that the question of forfeiture of shares arises in case sorrre shareholders fail
to pay the amount due on calls. The Board may exercise its power to forfeit share only

in the best interests of the company. Audit procedure to be followed in this regard is as
under:

1 Examine whether the Articles of Association permit the forfeiture of shares

2 Ascertain compliance with the procedural requirements contained in the articles of '

dssociation.

Examine Board’s resolution relating to forfeiture.

b4 Venfy the amount of call or installment of calls whlch was outstandmg respect of .-

each of the share forfeited

5 Verify the entries recorded in the books of account consequent upon forfenture of
shares to confirm that the premium, if any, received on the issue’ of shares has not
been transferred to the Shares Forfelted Account. -

Reissue of Forfeited Shares

Reissue of forfeited shares is a logical consequence after forfeiture of shares, In case a'
company decides not to reissue the forfeited shares, such forfeited shares would be the *

property of the company and this would amount to reduction of share capital. The.
companies therefore, usually decide to reissue the forfeited shares. The reissue of
forfeited shares can be made at any price provided that the total of the sum paid by the
former shareholder together with the amount paid on reissue and the amount remaining
unpaid on these shares is not less than the face value. The aud1t of reissue of such
shares mvolve the following:

1 Ascertam that the Board of D,lrectors has the authority under the Articles to re~
* issue forfeited shares, :

Refer to the resolution of the Board of Directors, reallotting the forfeited shares

3 ‘Examine whether forfeited share had been reissued for an amount not less than the

amount which remained. unpaid on those share. -

4 Ensure that the amount orlglnally pald—up in respect of forfeued shares has been "
‘added to the share capital in case of reissue of forfeited shares.

5 Verify that the capital profit if any, on reissue of forfeited shares has been duly
transferred to capital reserve.

9, 9 ISSUE AND REDEMPTION OF PREFERENCE

SHARES

© Audit procedure to be followed in respeet of issue of preference share is as under:

1 Examine whether the Articles of ASSOClatlon duthorise the company to issue
. redeemable preference shares, IS

Compnny Audit-I
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Section 80(5A) prohibits any company to issue any preference share which are
irredeemable or redeemable after the expiry of a period of 20 years from the date
of the issue, '

3 Check whether the terms of redemption or conversion are stated in the balance
sheet together with the earliest date of redemption or conversion.

4 Vouch receipt of moneys on the issue of preference shares.

Redemption of Preference Shares

In case of preference shares redeemed during the year, the audit procedure is as under:

1 Examine whether the redemption is in accordance with the relevant requirements
of the Companies Act, 1956 and the terms of issue. '

2 Verify the payment made to preference shareholders on redemption with reference
to bank statement and receipts issued by the shareholders. -

3 Confirm that the requirements of Section 80 of the Act as stated below have been
complied with

) that the shares redeemed were fully paid up;

ii)  that the shares were redeemed out of profit, otherwise available for

distri_b_u_tion as dividend, or out of proceeds of a fresh issue made for purpose
of redemption;

iii) that the premium, if any, on redemption was provided for either out of the
Share Premium Account or out of divisible profits of the company; and

iv) that if the shares were redeemed out of profits, otherwise available for

dividend, an amount equal to nominal amount of shares redeemed has been
. transferred to the Capital Redemption Reserve Account,

.

9.10 ISSUE OF BONUS SHARES

A company, subject to certain conditions, may decide to capitalise its undistributed

profits or reserves by issue of fully paid-up bonus shares. Audit procedure in this regard:
is as under:

1 Ascertain whether the articles of association permit capitalisation of profits.

2 'Inspect resolution passed by the board of directors and shareholders authorising. the '

. 1issue of bonus shares.

3 Confirm that all statutory requirements relevant to the issue of shares have been
complied with, '

4 Ensure that SEBI Guidelines in respect of listed companies relating to issue of
bonus shares have been complied with,

5  Examine the sources from which bonus shares have been issued ie. general
reserves, capital redemption reserve, share premium account, etc. It may be noted
that bonus shares cannot be issued out of revaluation reserve. ‘

9.11 ALTERATION OF SHARE CAPITAL

Section 94 of the Act empowers a company having share capital to alter its share capita
by passing an ordinary resolution’ without confirmation of the Court. Alteration of share
capital may involve (i) increase of share capital by issuing new shares; (ii) consolidate
and divide share capital into shares of larger amount; (iii) convert fully-paid up shares
into stock or vice versa; (iv)- sub-divide its shares. into smaller amount or (v) cancel its

share ‘capital not called up. Whatever the form the audit procedure to be followed is as

under: - o

2 Check comp]iaﬁce with relevant legal prg&visi'ons of the Compaﬁies Act, 1956 e.g.”

i i Company Audit-I
|~ Verify that the alteration of capital is authorised by the Articles.

2 Inspect the minutes of the shareholders meeting authorising the alteration.

3 Obtain allotment lists containing details of the new holdings of share or stock by
each member and verify the same with the entries.

4 Inspect the directors’ resolution with regard to allotment, consolidation, conversion
or sub-division passed pursuant to the resolution of the members.

5 Examine the cancelled share certificates, if any, and tally the same with the
counterfoils of new certificates issued;

6§  See that the procedure, prescribed by the Articles in this regard, has been
complied with;
7 Verify that the share capital account is correctly shown-in the Balance Sheet;

8 Ensure that the necessary intimation has been sent to the Registrar of Companies.

9  Ensure that each alteration made should be noted in every copy of the .
Memorandum and Articles of Association issued subsequent to date of the

alteration.

912 REDUCTION OF SHARE CAPITAL

Section 100 of the Act deals with the reduction of sh_are capital and you know t;at it
‘Jays down quite a cumbersome procedure to be followed for the purpose. IFS audit

therefore has to be conducted very garefully which may involve the following .

1 Verify Shareholders’ Minutes suok that the necessary special resolution has been
passed. ' .

2 Confirm that the Articles of Association authorise reduction of share capital.

3 Bxamine the order of the Court confirming the reduction a{ld ensure tl.mt cop’ics of
the court order and the relevant minutes have been filed with the Registrar of
Companies. _

4 Inspect the Registrar’s Certificate in this regard

5 Vouch the journal entries recorded to reduce the”capital and to write down the

assets by reference to the resolution of shareholders and other documentary
evidence, and also ensure that the requirements of Part I of Schedule VI, to the Act

have been complied with,

6 Confirm that the reduction in value of assets has been properly disclosed in the
Balance Sheet,

7  Verify the adjustment made in the members’ accounts in the Register of Members

and confirm that either the paid up amount shown on the old share certificates have
been duly altered or new certificates have been issued after canceling the old, ones..

8  Confirm that the words ““and reduced”, if required by the order of the Court, have
been added to the name of the company in the Balance Sheet.

9  Verify that the Memorandum of Association of the company has been suitably
altered,

9.13 ISSUE OF SHARE CERTIFICATES

Every company, within three months after the allotment and withir} two months'a'f,ter the
application for registration of the transfer, must have ready for delivery the csartlflcatcs
of all shares, debentures and the debenture stock, allotted or transferred. Audit procedure
in this regard is as under; ' '

1 Check share certificate certifying that the allottee is the holder of the specified

number of shares in the company. S ' 25
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2 Verify entries in the Register of members with the counterfoils of the share
certificates.

3 Ensure that all the books and documents concerning the issue of share certificates
are properly maintained and preserved and certificates surrendered to the company
are duly defaced by the word “cancelled”.

Issue of Share Warrants

A public company limited by shares may convert its fully-paid up shares into share
warrant if the following conditions are satisfied:

a)  the shares are fully paid up.

b) the Articles authorise the issue of share warrants,

¢) prior approval of the Central Government has been obtained.

d)  the share watrants are issued'under the common seal of the company.

A share warrant entitles the bearer to the shares specified therein, and it may be
transferred merely by delivery of possession. The company may provide for payment of

" the future dividends on the share warrants, by attaching coupons for the dividend with

-
the warrant itself. Dividend is then payable to the bearer of the coupon., Every-share
warrant, in fact, is a negotiable instrument,

Examine the Articles to ensure that the issue of share warrant is duly authorised thereig,

| Check Your Progress B

1 Preference shares can be redeemed only when follbwing conditions are satisfied,

......................................................................................................

.....................................................

......................................................................................................

3 Which of the following statements are True and False.
1) A company can issue irredeemable preference shares.
ii) Bonus share can be issued out of share premium. ,

iii) The issuing company has to specify the amougt of minimum subscription in
the prospectus for every public issue of shares,

iv) A company can issue bonus shares out of reserves created on revaluation of
fixed assets. |

v)  Shares cannot be forfeited unless the article of association so provide.

vi) Profit on reissue of forfeited shares is required to be transferred to capital’
reserve. _

vii) Capital redemption reserve is created on redemption of debentures.

viii) Capital redemption reserve can be utilised only for issuing fully paid-up
bonus shares. ' ‘

ix) A company can utilise share premium account for providing for premium
payable on redemption of its debentures.

B

9.14 SHARE TRANSFER AUDIT

. Normally, audit of transfer of share is beyond the scope of independent financial audit.

Bat, it is quite common that an auditor may be given a specific assignment to audit the
transfer of shares to ensure that such transfers are being carried out properly. The audit
procedure to be followed is as under: ‘

1 Ascertain and evaluate internal control system relating to share transfers with
particular reference to segregation of duties, maintenance of records, etc.

2 Ascertain whether notices were sent in every case to the transferors and, in case of
joint-holders, to each of the holders and the objections, if any, raised by them
were taken into consideration before the transfers were registered.

3 Verify that in case of partly paid shares, where the application for registration was
made by the transferor, a notice has becn sent to the transferee and the transfer
registered only if the transfree does not make any objection within two weeks
from service of notice on him.

4 Scrutinise transfer deeds to ensure the following:
1) It is in the prescribed form.

ii) It bears stamp or other endorsement of the prescribed authority showing the
date on which it was presented to such authority.

iif) It has been delivered to the company within the time-limits laid down in this
belalf,

iv) It is accompanied by the related share certificates.

v)  Any correction, erasure, overwriting, or crossing out, is properly
authenticated,

vi) Number of shares io be transferred is correctly stated in figures and in
words.

vii) Amount of consideration is correctly stated in figures and in words,

viit) Particulars such as folio no., name of the transferor etc. as stated in the
transfer deed tally with those in the register of members.

ix) Transferor’s signature on the transfer deed tally with his specimen signature
as per the company’s records.

x)  If it is signed on behalf of a minor or #lunatic, it is accompanied by a -
certified copy of the relevant court order for the sale of shares,

xi) If it is signed by an individual against whom insolvency proceedings are
pending, it is duly certified and countersigned by the official assignee.

xif) If it is signed by or on behalf of a company against which the liquidation
proceedings are pending, it is certified and counter-signed by the liquidator.

xiii) Transferor’s signature are duly witnessed.
xiv) It contains the requisite particulars of the transferee.
xv) If it is duly signed by the transferee.

5  Verify by reference to the Minutes Book of the Board of Directors that all the
transfers recorded in the Transfers Journal have been approved by the Board.

6 Check the postings of distinctive numbers of shares transferred and the name of
transferors and transférees into the Register of Members from the Share Transfer
-Journal. "

"7 Verify the particulars entered on counterfoils of shares certificate issued to

transferees in pjsuance of the transfers registered by reference to Directors’

Minute Book. )

8  Verify that every duplicate Shares Certificate in lieu of the one lost or destroyed
has been issued under the consent of the Board and on the conditions prescribed

by the Board as regards production of evidence or execution of a Bond o
Indemnity. '

Company Audit-1
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9 i ' |
In cases where share certificates have been issued in replacement of old

f ) ) ‘ i L |

and also whether such a fact was entered on the stub of the counterfoil

10 Confirm that in the above mentioned two cases (8 & 9), the word

punched or stamped in bold letters across the face of the share cer papcate’ was

preed o tificate.

then Blg; dt :;tl dthtcl: forms of share c;rtiﬁcates are printed only under the authority of

e Bo at a persor?,.appomted by the Board, is in custody of all th o
ed stock of Share Certificates, as well as, the blocks and other equipineit

employed for their printing and that th i i
oo an el rinting o e person appointed is respdnsible for

11

12 i
. ll(l)c:,ic‘;c;r:icxIedthe amount of transfer fees collected with total number of transf;
ged and verify that the amounts of transfer fees have been accounted fo?.~rS

13 Confi i istrati
onfirm that, in case where the registration of transfer had been refused. the

notice of refusal was sent to the transferor and the transferee wi

two months (Section 111), {hin 2 period of

t(:;:sfllTxlrlTsxsfgit [;f ao c:111t1?any has refused'to register the transfer of, or the
[onsmissio WIiChp tl:z lon of law, the right to any shares within two months from
oo dofiy oy ich the instrument of .transfer or the intimation of such transmission -
e oacrec 10 e o;npany, a notice of tl}e refusal has been sent to the
2 tho onee o ansteror or the person giving intimation of such transmission

, glving reasons for such refusal.

Transmission of Shares

Sometime shares are transferred to another

person by operation of law on ac¢ount of

death or insolvency of a shareholder. The auditor should :

i)

if)

iii)

iv)

ensure that the procedure prescribed b

followed. y.the Articles in this regard has been stfictly

confirm that the documents testifyin

_ t i .
have been properly verified. g the authority of the legal representative

ascertain
pecertain v»;hethc?r the' order of the Court and other relevant documents have also
y examined in the case of transmission of shares on insolvency

examine the relevant minutes of the meetings of the Board of Directors

£

9.15 PRESENTATION AND DISCLOSURE OF4 SHARE

-

'CAPITAL

A . .
As per the established audit procedure, the auditor is also required to verify whether

1

. 1

quired to be seen by auditor .

Authorised share capital should be shown separately statiﬁg the class of shares the; ’
, :

number of shares and the face value of each share

f}llr’:lrléasr;)suﬁebréur?liez of Sh?}res issued and subscribed, and the face value of each
g stated together with the amount called-up per sh i

. . ar )

showing the issued and the subscribed capital, a distinctiznphas beengglgegain

b . v .
_ between the various classes of capital i.e., ordinary share capital and preference

~ of the subscribed capital.

share capital, and if there are differe 5f T
. o 2nt classes of p
particulars should also be given. preference shares, their

Sﬁothlfj ‘cz;se of rgdeemable preference shares, the terms of redemption or convérsion
uld also be stated, together with the earliest date of redemption or conversion.

Ertl‘ c:lnse the company unde¥ audit is a subsidiary of another company, the rumber
¢ ‘shares hgld.by the»‘h'o_ld‘mg company as well as by the ultimate hc;lding
ompany and its subsidiaries should be separately stated in giving the lﬁarticulars

5 The number of shares allotted as fully paid-up pursuant to a contract, without
payments being received in cash, and the number of shares allotied as fully paid-
up bonus shares should also be stated. The source from which bonus shares are

issued should also be specified.

6 If any calls are unpaid, the amount involved should be clearly stated,
distinguishing between the calls unpaid by directors and those unpaid by others.

"7 The amount originally paid-up on forfeited shares, not yet reissued, should be

shown separately.

8 If there are any options on unlisted share capital, the particulars of the same
should be given. For example, if the foreign collaborators of a company are
entitled to subscribe to a specified percentage of any further issue of share capital,

the same should be stated.

9 The amount of share capital included in the total of the balance sheet is the
amount of share capital called-up, minus calls unpaid plus the amount originally
paid-up on forfeited shares.

'9.16 LET US SUM UP

The audit of a company differs from the audit of a partnership in various ways and
involves many preliminaries. The auditor has to (a) make sure that his appointment is in
order, (b) obtain a letter of engagement, and (c) acquaint himself with articles and
memorandum of association, the scope of work, the system of accounting and internal
control, etc. For the whole audit assignment he must follow the normal procedure of
audit, the relevant statutory provisions and the guidelines of auditing standards.

Audit of share capital assumes significance‘at the time of incorporation of the company
as well as subsequently when fresh share capital is issued.

Audit of share capital should be conducted at three stages viz, application stage,
allotment stage and call stage. The auditor must ensure that in case of shares issued for
cash, cash has actually been received. In case of shares issued for consideration other
than cash the relevant contract may be examined. If the shares had been issued at a
premium or at a discount, the auditor should examine compliance with all legal
requirements and proper disclosure in the financial statements. The audit of cails on
shares requires examination of calls-in-arrears and calls received in advance. In case
some shareholders fail to pay money due on calls, companies may be forced to forfeit
shares and reissue the same. :

- sRedemption of preference shares can be made either out of fresh issue of shares or out
of profits..An equivalent amount should be transferred to capital redemption reserve
account in case these are redeemed out of distributable profits. If bonus shares have

" been issued, the auditor is required to check compliance with all statutory and other
procedural requirements in this regard.

A company may after its share capital in various ways. The auditor has to ensure that

necessary procedure has been
in all the relevant documents and records.

Finally, audit of share transfers does not form part of normal audit work but companies
get audited transfer of shares on a regular basis to ensure accuracy of the share

transfers.

followed for the purpose and alterations are duly reflected

9.17 KEY WORDS

Authorised Share Capital: The nupber and par value, of each class of shares that an
enterprise may issue in accordance with its instrument of incorporation. This is
sometimes. referred to as nominal share capital. s

. Bonus Shazes: Shares allotted by capitalisation of the reserves or swplus of a corporate

enterprise.
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Call: A demand pursuant to terms of issue to pay a part or whole of the balance
remaining payable on shares or debentures after allotment. »

Called-up Share Capital: The part of the subscribed share capital which shareholders
have been required to pay.

Capital Redemption Reserve: A reserve created for the redemption of preference
shares out of its distributable profits. ’

Forfeited Share: A share to which title is lost by a member on account of non-payment
of call money or default in fulfilling any engagement between members or expulsion of
members where the articles specifically provide therefor.

Issued Share Capital; That portion of the authorised share capital which has actually
been offered for subscription. This includes any bonus shares allotted by the corporate
enterprise.

Paid-up Share Capital: That part of the subscribed share capital for which
consideration in cash or otherwise has been received. This includes bonus shares allotted
by the corporate enterprise,

Preliminary Expenses: Expenses relating to the formation of an enterprise. These
include legal, accounting and share issue expenses incurred for formatlon of the
enterprise.

Reduction of Share Capltal The extinguishment or reduction of shareholders’ 11ab111ty
on in respect of the subscribed share capital .

Share Capital: Aggregate amount of money paid or credited as paid on the shares and/
or stocks of a corporate enterprise.

Share Issued for Consideration other than Cash: The shares issued to vendors as
consideration for the assets acquired from them.

Subscribed Share Capital: That portion of the issued share capital which has actually
been subscribed and allotted. This includes any bonus shares allotted by the corporate
enterprise, -

Unissued Share Capital: That portion of the authonsed share capital for which shares
have not been offered for subscription.

* What is the procedure followed by a company while making an issue of bonus
shares? What are the duties of an auditor in respect thereof?

" What are the objects of Share Transfer Audit? Set out a programme for
conducting Share Transfer Audit.

During the year under audit you find that the company has redeemed its
redeemable preference share capital. How would you verify this?

How will you examine the following items while auditing the accounts ofa
limited company?

i)  Redemption of preference Shares,

ii)  Forfeiture of Shares.

State the procedures an auditor should follow to verify the issue of share capital
for (a) cash and (b) considerations other than cash.

' Note: These questions will help you to understand the unit better. Try to write

answers for them. But do not subrmt your answers to the University. These
-are for your practice only. ‘

9.18 ANSWERS TO CHECK YOUR PROGRESS

A 1 (i) False * (ii) False (iii)  True - (v) True v) False
5 (@) is correct '
B 3 (i) False @ii) True (iii) True  (iv) False (v) True

(vi) True (vii) False (viii) True  (ix) True

9.19 TERMINAL QUESTIONS

—t

Distinguish between audit of a firm and the. audit of a limited company.
2 Discuss the preliminaries before commencement of the audit of a company

State briefly the procedure for checking the share capital of a newly started
company in the first year of its existence,

4 What are the duties of an auditor of a company in regard to:-

i) - Issue of shares at a premium,
i) Issue of shares at a discount - .

ili)  Forfeiture of shares.

Company Audit-T
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UNIT 10 COMPANY AUDIT-I

Structure

10.0  Objectives

10.1 Meaning of Profit

10.2 Divisible Profits and Dividends

10.3 Provisions of the Companies Act, 1956 for Dividends
10.3.1 Sources of Dividends
10.3.2 Procedural/Legal Requirements
10.3.3 Significant Legal Cases
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109 Key Words

10.10 Answers to Check Your Progress

10.11 Terminal Questions

10.0 OBJECTIVES

After studying this unit, you should be able to:

® Explain the meaning of profit

e  define divisible profits and dividends

e list different sources from which dividends can be declared
o

describe the procedural/legal requirements regarding payments of dividends

state auditor’s duties regarding dividends

® desFl'ibe the provisions of the act regarding depreciation and enumerate auditor's
duties in this regard '

@ State auditor’s duties in relation to reserves.

10.1 MEANING OF PROFIT

Different authorities have defined the term ‘profit’ in different ways. The economists
ascertain profits by comparing the market values of its net assets at two accounting
fiates‘ They treat the increase or decrease in the net worth as the profit/loss for the
intervening period. Accountants, on the other hand, view profit differently. According to
them, profit can be computed as above provided business is going to be liquidated. In
fact, bu§incss entity is regarded as going concern which is one of the fundamental
accounting assumptions underlining the preparation of financial statements. Therefore
the accountant does not look at realisable value of assets as the basis for computing ,
profit. Moreover, it is very difficult to measure objectively the market price of business

assets especially the fixed assets. For an accountant, profit is the difference between the

revenue and -the expenses of an accounting period. In this context, the judgement in the
case of Spanish Prospecting Co. Ltd. (1911) is noteworthy

“..\. if 'the total assets of the business at two dates be compared, the increase which
tht?y'show at the later date as compared with the earlier date (due allowances, of course
being made for any capital introduction into or taken out of the business in the ’
mean)while) represents, in strictness, the profits of the business during the period in
question. The strict meaning of “profit’ is rarely observed in drawing up the accounts of
firms and companies .... Certain assumptions have become so customary in drawing up

Balance Sheets and Profit and Loss Account that it may almost be said to require Company Audit-Il

special circumstances to induce parties to depart therefrom. For instance, it is usual to

exclude gains and losses arising from causes not directly connected with the business of

the company ..... The value assigned to trade building and plant is usually fixed

according to arbitrary rule, by which they are originally taken at their actual cost and

are assumed to have depreciated by a certain percentage each year, though it cannot be

pretended that any such calculation necessarily gives their true value either in use or

exchange .... It is better to underrate than to overrate the profits since it is impossible

for you to see all tiie risks to which a business may be exposed in future .... But though ;
there is a wide field for variation of practice in these estimation of profits, this liberty :
ceases at once when the rights of third parties ‘intervene .... In the absence of certain
stipulation to the contrary, ‘profits’, in cases where the rights of third parties come in,
mean actual profits and they must be calculated as clearly as possible, in accordance
with the definition to which I have referred”.

You may also note from the above that accounting policies play a very. significant role |
in determination of true profits. You must have noticed that there are different
accounting policies in vogue which may be followed by different enterprises. For g
instances, depreciation on fixed assets may be charged on straight line method or

written-down value method. Depending upon the accounting policy followed by an
entity, the figure of profit would also vary. Similarly, inventories are valued at cost or |
net realisable whichever is lower. The cost may be adopted by different accountants
based on LIFO, FIFO, or specific identification method, etc. Each entity may adopt i
different estimate for writing off deferred revenue expenditure. Provision for bad and : /|
doubtful debts would depend upon the judgement of the management of the enterprise. i
Thus there can be no single magical figure of profit which would be arrived at under all ' .

circumstances.

In any case, it is necessary that profits are determined according to the generally
accepted accounting principles as also having regard to the legal norms wherever
applicable. Any overstatement of profit would result in payment of dividend out of |
capital consequently leading to reduction of capital and as such would be ultravires and
void. The understatement of profit, on the other hand, affects the stakeholders interests

and leads to creation of secret reserves which is prohibited under the Act.

10.2 DIVISIBLE PROFITS AND DIVIDENDS

You may note that the term “divisible profits” has not been defined anywhere in the
Act. First of all it is necessary to ascertain correct profits by following generally
accepted accounting principles. Then, it is not necessary that entire profits be distributed
amongst owners of the enterprise and thus consumed. In fact a part of profits must be
retained by the enterprise to finance its growth and diversification. In case of companies,
the Act also imposes certain restrictions on the extent to- which profits can be distributed
amongst its members. Accordingly, the part of the profits of a company which can be
legally distributed to its members is known as ‘divisible profits’, and that part of
divisible profits which is actually distributed is known as ‘dividend’. In practice, the
generally accepted principles of accountancy, the relevant provisions of the Companies
Act, 1956 and the various judicial pronouncements in different court cases are the
guiding factors in determining divisible profits. Let us discuss these factors in the
following paragraphs. :

103 PROVISIONS OF THE COMPANIES ACT, 1956
FOR DIVIDENDS -

Section 205 of the Act enumerates the sources from which dividends can be paid. It

makes it compulsory for a company to provide for depreciation before declaring divi-

dends. A company may also be asked to transfer some part of its profit to reserves if its

intends to pay dividend exceeding certain limit. It also lays down the procedure for

declaration and payment of dividends including the manner of dealing with any unpaid

or unclaimed dividends. In this the context, it is equally important that leading judicial

pronouncements on the issue are given due attention, .13
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According to Section 205(1) of the Act, dividend can be declared or paid by a company ‘A. dividend may be declared by a company out of the undistributed profits of past years.
for any financial year only out of the following three sources , ‘In such a case also, the company has to provide for depreciation in case the same has

not been provided earlier and set off losses of past years to the extent attributable to

1 its profit for that year, arrived at after providing deprecratlon as per Section
. depreciation, in the same fpanner as in the case of a distribution out of current profits.

205(2); or
) Besides, the company has to also comply with the relevant rules viz., [Companies
2 its profits for any previous financial year or years, after provxdmg depreciation as «(Declaration of Dividend out of Reserves) Rules, 1975). These rules allow a company to
per the second provision o Section 205(1); or | utilise its profits earned by it in past years and transferred to reserves, for paymg

3 money provided by the Central Government or a State Government for the leldcnds subject to certain restrictions as below.

payment of dividends in pursuance of a guarantee thercof. A a) The rate of dividend should not exceed the average rate of dividend for the
immediately preceding five years. This is subject to a further condition that the
rate of dividend should not exceed ten per cent of the paid-up capital of the

Dividend out of Current Year Profits : - ; ' company.
b)  The total amount to be drawn from the reserves should not exceed ten per cent of
paid-up capital and free reserves of the company.

Let us now discuss each source briefly alongwith conditions attached thereto:

A company has to comply with the following while paymg dividends out of the profi its
of the current year:

The amount drawn from reserves should be utilised, in the first instance, to set off
the losses incurred in the current year, if any. Only the amount remaining after
such set off can be utilised for paying dividend.

a)  Provision for depreciation: The profit for year would be arrived at only after ©)
providing depreciation both for the current year and for any past years. ‘ ‘

b)  Set-off in case of past losses: Where a company has incurred a loss in any i
previous year(s), it should be set off against is pl‘OfltS of the current year or of d)  The balance of reserves after such withdrawal should not be less than fifteen per

: any previous year: : cent of the paid-up capital of the company.
1). the amount of loss for the previous year(s), or ‘ : For the purpose of the above requirements, the term ‘reserves’ does not include any .
reserves created on revaluation of fixed assets as well as any capital reserves. It is also

ii)  the amount of deprecxatlon provided for such previous year(s), wmch ever is :
important to note that the above conditions apply only where dividend is declared out of

lower.
For example: a company incurred losses v for the car 1994-95 and i995 ‘reserves’. Thus, a company can declare dividend out of the balance of profit for past
the details given below: Y an 96 as per g years which has not been transferred to any reserve (i.e., balance shown in the balance
‘ ' sheet under the head ‘Surplus’ ) without complying with the above conditions..
Year Amount of Loss after Provision for |
~charging depreciation depreciation Dividend out of Moneys Provided by the Central or a State Government.
' Rs. Rs. The central government or a state government may, in some cases guarantee the

1994-95 - o ’ ' ’ ‘, payment of a certain rate of dividend to induce investors to make investment in

25,000 _ 40,000 . companies where the returns are uncertain or where the gestation period is quite long.
1995-96 55,000 . ' 45 ,000 ' Where any money is provided by a government in pursuance of any such guarantee
givén by it, the money can be utilised for the payment of dividend.

During 1996-97, the company earned profit of Rs.1,25,000 and wished to declare

oo dividends. In such a situation, the company shall have to set off Rs. 70,000 .
(Rs. 105,000 for the year 1994-95 and Rs. 45,000 for the year 1995-96) against -~ 1032 Procedural/Legal Requirements

th t : ,

bee g:ogsso%%c&rfnf g;egoc')l‘ }llzeregc())rgoz)l;e distributable amount in 1996-97 would 3‘ The procedure for declaration and payment of dividends is governed by Sections 205- -

s 207 of the Act and the provisions contained in the Articles of Association. Regulations

85-94 of Table A of Schedule I to the Act, deal with various aspects of dividends. It

¢) . Transfer of Profits to Reserves: A company must retain adequate funds to
may be noted that a company can prescribe different rules. These rules can be

finance its growth. Therefore, the law requires that a company must transfer

prescribed amount out of its current profits to reserves in case it intends to declare summarised as follows:

g;rpzi ;ilzg(::lgfin:xi:g i? l\r,lfluljgzﬂ;n ;Sng::lrds l;phlc;;]);tral eilc(;‘:;v:r o;hetrse Sh?lt l:e 310 1 Authority for declaring dividend: Regulatxon 85 of Tahle A prov;des that “the

reserves in accordance with such rules as may be malzle by. thi Cenltralp(r}?oirerﬁme;t company in goneral meeling may declare d1v1dends but no dividend shall exceed
the amount recommended by the Board”.

l
in this behalf. As at present, the relevant rules are as follows ‘ N |
; ' ¢ ivi i : i ividends is onl
Rate of divid d . E 2 Dividend payable in cash only: Accordmg t.o_ Section 205(3),. d“f‘ only
W (as perccntalgeegf Pzggf)uos?a ital) Amount to betransfen-gd to the reserves payable in cash. However, there is no prohibition as to capitalisation of profits or
' p p cap reserves by means of issue of bonus shares or paying up any amount, which is for

i) Exceeding 10% but not the time being unpaid, in réspect of any shares held by members of the company.

I
|
" exceedi : , ' orofi ‘
xceeding 12-5% . Not less than 2.5%. of current profits ! 3 Time Limit for payment of dividend: The djvidends declared by a company are
' i -requiredto be paid within forty-two days of such declaration. For this purpose, it
; is sufficient if the cheque or warrant in respect of the dividend payable i$ posted
! within the prescribed period of forty-two days.

Unpaid dividend to be transferred to a special dividend accdunt: Under
, : ' . ‘ . Section 205A(a), the company has heen given 410 days time from the date of
iv Excc di 0 ‘ ] 1
) eding 2 % ‘ Not lesg than 10% of cumrent profits . declaration of dividend within' which it must pay dividend or post dividend
: warrants to all shareholders entitled to the payment of dividend. However, if the ,

i) - Exceeding 12.5% but, not , ' . o
exceeding 15% : - Not less than 5% of current profits

iii) Bxceeding 15% but not L | -
exceeding 20% _ - Not less. than 7.5% of current profits ‘

wy
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company does not comply with this, it is required under Section 205A(1) to
transfer the entire amount of unpaid dividend to a special account in any schedule
bank to be called Unpaid Dividend Account of Company Ltd. or (Private) Ltd.
Such transfer should be effected within 7 days of the expiry of the 410-day period.

5 Transfer of Unpaid or Unclaimed Dividend to Central Government: Section
205A(5) provides that where (i) any unpaid or unclaimed dividend has been
transferred by a company (o a special bank account, and (ii) any amount
transferred to such account is not paid or claimed within a period of three years
from the date of the transfer, the amount remaining unpaid or unclaimed should be
transferred to the general revenue account of the central government. Upon such
transfer, any person who claims to be entitled to any amount of dividend so
transferred, has to make an application to the central government for payment.

6 Dividends not to be paid except to registered shareholders, or to their order
or to their bankers: Under Section 206 of the Act, dividend in respect of any ,
share shall be paid by a company-(i) to a registered holder of such share, or to his
order, or to his banker; or (ii) in the case of a share warrant issued in respect of
the share in pursuance of Section 114, to the bearer of such warrant or to his
bankers.

7 Right to dividend, rights and bonus shares to be held in abeyance, pending
registration (Section 206A): According (o the new Section 206A inserted by the
Companies (Amendment) Act, 1988, if any instrument of transfer has been
delivered to any company for registration, and the transfer of such shares has not
been registercd by the company, then the company will be required to (i) to
transfer the dividend in respect of such shares to the Unpaid Dividend Account
(S:ction 205A), and the amount of the dividend will not be paid to the transferee
as specified in the instrument of transfer unless the registered holder of such
shares authorises the company in writing to do so, and (ii) keep in abeyance any
offer of rights shares Section 81(1)(A) or any issue of fully-paid bonus shares
Section 205(3) in respect of such shares.

8 Right to dividend: The right of claiming dividend arises only after the declaration -
of dividend in the company’s general meeting. It is only after this that dividend
becomes a debt. Dividend once declared in this way cannot be revoked, unless it
is done so with the consent of the shareholders.

9 No dividend for past years: Dividend cannot be declared for past years in reépect
of which the accounts have already been closed in a previous annual general
meeting. It is also beyond the powers of the company to declare a further dividend .
after declaration of dividend at the annual general rneetmg

10 Prohibition on declaration of dividend in case of failure to redeem prefereénce
shares: Section 205(10B) prohibits a company, which fails to comply with the
requirements of Section 80 A relating to redemption of any preference shares
issued by it, from declaring any dividend on its cqu1ty shares so long as the
failure continues,

10.3.3 Significant Legal Cases

Lee v. Neuchatel Asphalte Co. Ltd. (1889): The suit was filed by a shareholder
seeking to restrain the directors of the company from distribution of dividend to the
preference shareholders without providing for depreciation of the company's property.
The Articles of the company specifically stated that the directors were not bound to set
apart funds for renewal of replacement of any lease of mine, or for any other property
or concession of the company. However, the directors were from time to time providing
large amounts for writing off assets, though in the year to which the case related, they
had not made any such provision, It was held in this case was “a company, empowered
to do so by its Articles of Association may distribute dividends without making good |
the depre(natlon of wasting asscts”, From the auditor’s point of view, an important pomt
made in the Judgement is as follows:

If a company is formed to acquire or work any property of a wasting nature, e.g., a
mine, quarry or patent, the capital expend in acquiring the propeity may be regarded as
a sunk and gone, and any excess of money obtained by working the mine over the cost

of working it, may be divided among the shareholders; and this is true, although some
portion of the property itself is sold and, in one sense, the capital is thereby
diminished”. _

Verner v. General and Commercial Investments Trust Ltd. (1894): The company
had made substantial investment of its capitai and proceeds of the issue of debentures in

securities of other concerns. The investments fell steeply, without any foreseeable
prospect of early recovery. In the year to which the case related, the company proposed

. to pay a dividend without providing for the loss in the value of its investments, The

company was allowed to do so. It was decided that a company may pay dividends if it
is'solvent and is acting within its Articles even though the capital of the company is not

_intact.

Wilmer v. McNamara & Co. Ltd. (1895): The company proposed to pay dividend to
its preference shareholders without providing for depreciation in respect of plant,
goodwill, leases, étc., though in earlier years it had duly done so. An ordinary
shareholder moved the Court to stop the company from giving effect to this. However,
the court refused to intervene, applying the principle laid down in Lee v. Neuchatel
Asphalte Co. it was decided that a company cannot be restrained declaring a dividend
out of current profits for the reason that no provision has been made for depreciation of

fixed assets.

Crabtree, Thomas v. Crabtree (1910): A trust was created for the benefit of the
testator's wife. The trustees had, before ascertaining the profits of the business under
trhst, provided depreciation on the machinery employed therein. The beneficiary brought
an action prayinig for disallowance of depreciation. The Court dismissed the case,
holding that depreciation had been propetly provided. The judgement held that normal
charges in respect of depreciation of fixed assets ought properly to be made prior to the
ascertainment of profits for distribution,

Ammonia Soda Co. v. Arfhm Chamberlain (1918): The Profit and Loss Account of
: the-company showed a loss owing mainly to the debits on account of depreciation, plant

. and machinery, mortgage and debenture interest, and directors’ fees. Upon a boring

.madc by the company to reach water, a hitherto unknown bed of rocksalt was
discovered which, in the directors’ opinion, was a reasonable enough ground to write up
the value of company’s property. The appreciation made in the value of land was used
_to write off losses disclosed by the Profit and Loss Account and in a subsequent year, a
dividend was declared on preference shares out of the profits made. A suit was brought
against thé directors to make them liable for paying dividend out of capital. The Court

. rejected the plea holding that revaluation of properly was bonafide and no material

information had been held back from the shareholders.

Held that, a company may write up its assets as a result of a bonafide revaluation, and
may divide current profits without first writing off prior losses. There is no rule of law
which forbids a company from setting off an appreciation in the value of its capital
assets, as ascertained by a bonafide valuation against losses on revenue; and the
dividend in this case was not in fact paid out of capital, but out of current profits.

Check Your Progress A
1 Define divisible profits.

......................................................................................................
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......................................................................................................

2 List sources of dividends.

......................................................................................................
......................................................................................................

.......,,,,._,,,.....,,,..,.....,...,........... .......................................................

3 State Vhether the followmg statemcnts are True or Palse.

i)  Dividend for a year can be paid only out of proflts of that year..
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i) In determining the amount of profits for a year out of which dividend can be
paid, it is necessary to provide depreciation on fixed assets

iit)y  Before declaring dividend, it is necessary for 2 company to set off the entire
: amount of loss incurred by it in previous years.

iv) A company is required to transfer a certain percentage of its profits to
reserves before declaring dividend, irrespective of the rate of dividend.

V) There is some restriction on the amount of dividends which can be declared
out of reserves.

10.4 DISTRIBUTION OF CAPITAL PROFIT

Profits earned-during normal course of the business can be distributed as dividends
under Section 205 of the Act. Some profits do not arise in the normal course of
business. Capital profits fall in that category. The capital profits arise on account of
profits made on the sale of fixed assets/long term investments or on account of their
revaluation. The question arises whether such profits can be distributed as dividends or
not. The Act, however, has not specifically dealt with the issue. In this context,
decisions in the following two leading cases may help in formulating some general

conclusions,

Lubbock v, the British Bank of South America Ltd (1891): In January 1891, the
British Bank of South America sold its branches in Brazil and repurchased them
sometimes later al a profit of $2,05,000. The directors wanted to credit the Profit and
Loss Account@with this sum and to pay dividend to the sharcholders A shareholder
brought about this fuendly aclion to test and ensure the legality of this action of the
directors. The acuon was brought just to elicit the opinion of the Court because the
Articles of Association of the British Bank were silent on the point w1th regard to the
calculation of divisible profits,

The court gave its opinion in favour of the directors and held that the dividends can be
paid out of realised capital profits provided that:

1 the Articles of the company permit; and

2 a surplus is left after deducting the paid up capltal and liabilities out of the sale
proceeds, representing profit. .

Foster v. The New Trinidad Lake Asphalt Co. Ltd. (1901): Company was formed to
take over the assets of another business. The assets so taken over included promissory
notes which, at that time, were estimated to be valueless. However, after a few years, it
realised those promissory notes in full and credited the amount to Profit and Loss
Account. The company proposed to use these ‘profits for the payment of dividend. A
shareholder brought about an action to restrain the company from using these profits as
capital profits since they had arisen by realisation of those Promissory Notes which had
been taken over by the company at the time of its formation and then considered
valueless.

It was held that these capital profits cannot be distributed as dividend without having
regard to the results shown by the accounts of the company as a whole. This would,
therefore, require the revaluation of all the assets and liabilities of the company. Byrne
J, in the course of his judgement restraining the distribution of dividends observed:

“If T rightly appreciate the true effect of the decisions, the question of what proﬁts is
available for dividend depends upon the result of the whole account — fairly taken for
the year, capital as well as profit and loss, and although dividends may be paid out of

" earned profits, in proper cases. Although there has been a depreciation of capital, T do

not think that a realised accretion to the estimated value of one item of the capital assets
can be deemed to be profit divisible amongst the shareholders, without reference to the '
result of the whole account fairly taken®.

On the basis of the above court decisions we come to the conclusion that the capital
profits may be distributed as dividends provided the following conditions are satisfied:

1 - The Artxcles of Association should permit distribution of capital proflts as
' dividend:. *: .

Such profit which is sought to be distributed should have actually been realised.
Unrealised capital profits, e.g., those arising on a revaluation of fixed assets,
cannot be distributed as dividends. However, if the assets so revalued are
subsequently sold, the amount realised over and above the original cost of such
assets is a capital profit available for distzibution as dividend, provided the other
conditions are satisfied.

g

3 The capital profit should remain after a proper valuation has been fairly taken of
the whole of the assets and liabilities. In other words, any fall or deficiency in the
value of other assets or appreciation in the amount of liabilities should be
deducted from the amount of capital profits to ascertain the amount which can
properly be regarded as distributable as dividend.

It should be noted thgt capital receipts such as premium on shares and profits on reissue
of forfeited shares cannot be distirbuted as dividends.

10.5 AUDITOR’S DUTY REGARDING DIVIDENDS

The auditor has to ensure that relevant provisions and procedure of the Companies Act,
1956 has been complied with regarding declaration and payment of dividends. The audit

procedure to be involved the following:

'1. Examine the Memorandum and Articles of Association of the company to ascertain

the dividend rights of the various classes of shares.

2 Verify the rate of dividend and the authority for payment from the Shareholders’
Minute Book.

3 ' Examine whether the procedural requirements relating to declaration of dividends
had been complied with. The auditor examines the minutes of the board meeting at
which the resolution recommending the declaration of dividends have been passed.

-He also examines the minutes of the general meeting at which the dividends have
been declared. ’ ¢

4 Examine whether the dividends declared by the company had been paid within the

prescribed time limit. For this purpose, the auditor examines the dividend registers
showing the date(s) of despatch of cheques or dividend warrants.

5 - Vouch the payment of dividends from the-entries made in the Dividend Account,
Profit and Loss Account, the Cash Book and the shareholders receipts. He will see
that unclaimed dividend is shown in the'Balance Sheet as a current liability and
has been either deposited with a Scheduled Bank or the Government of India
Account with the Reserve Bank, as the case may be.

6 Check the amount of gross dividends payable with reference to the paid-up shate
capital. Reconcile the net dividends payable with the gross dividends payable and
the income-tax deducted at source. Check the gross and net dividends payable to
individual members on a sampling basis.

7 Bxamine statement of unclaimed dividends with reference to the bank statement,

Verify whether the company haS_complied with the requirements of the Act in this
regard,

10.6 PROVISIONS RELATING TO DEPRECIATION

You know that it is essential to provide for depreciation to ascertain a true and fair view

- of the financial position of the enterprise. You have also learnt that in case of
. duvtaiuiion of dividends, the Act requires that a company must provide for depreciation

for the current 'year as well as for the past years for which no depreciation has been

- provided in the prescribed manner to compute thé amount of divisible profits. It was

1a1d in Lee v, Neuchate] Asphalt Co. Ltd, (1889) and Wilmer v. Mc. Namara and Co.
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Ltd, (1895), that depreciation being an essential charge against profits must be provided
for any before declaration of dividends.

10.6.1 Provisions of the Act

The relevant provisions of the Act in this regard which an auditor must observe are
discussed in the following paragraphs.

According to Section 205(10), depreciation shall be provided either
a)  to the extent specified in Section 350; or

b)  in respect of each item of depreciable asset, for such an amount as is arrived at by
dividing 95% of the original cost thereof to the company, by the specified period
in respect of such asset; or

¢) on any other basis approved by the Central Government which has the effect of
writing off by way of depreciation, 95% of the original cost to the company of
cach such depreciable asset on the expiry of the specified period; or

d) as regards any other depreciable asset, for which no rate of depreciation has been
laid down in Schedule XIV of the Act or by the Rules made thereunder, or such
basis as may be approved by the Central Government by any general or particular

order.

Provided that where depreciation is provided for in the manner laid down in clause

(b) or clause (c), then, in the event of the depreciable asset being sold, discarded,
demolished or destroyed, the written down value thereof at the end of the financial year
in which the asset is sold, discarded, demolished or destroyed, shall be written off in
accordance with the proviso to Section 350.

Under Section 205(1)(c), the Central, Government may, if it thinks necesséry to do so in
public interest, exempt any company from the requirement of providing depreciation
before declaring or paying dividend for that year. ‘

Thus, it is clear that a company may follow written down value method or straight line
method, using the rates of depreciation specified in Schedule XIV to the Act. It may be
noted that rates specified in Schedule XIV are the minimum rates and in case the
management is of the opinion that the useful life of asset is likely to be shorter, it may
provide depreciation at higher rates. In case of assets for which a rate has not been
provided in Schedule XIV, depreciation should be provided on a basis approved by the
Central Government by any general order or by a special order in a particular case. You
may also note that as per Schedule XIV depreciation on fixed assets whose actual cost
does not exceed Rs. 5000 should be provided at 100%. '

Apatt from the written down value methods or the straight line method, depreciation can
also be provided on any other basis provided (a) the basis has the approval of the
central government, and (b) by providing depreciation on such basis, 95 percent of the
original cost of the asset should be written off on the expiry of the specified period.

10.6.2 Auditor’s Duty

The auditor has to ensure that the depreciation provided as per the established
accounting principles is adequate and reasonable, by whatever approved method or rate
it may be calculated.. The other duties of an auditor in this regard are as under:

I Examine that depreciation has been provided properly and is adequate since a
tower charge of depreciation would distort true and fair view of financial
statements and a higher. charge would lead to creation of secret reserves

2 Ensure that depreciation is providéd on a consistent basis. The effect of change in
method should be quantified and disclosed. '

3. . See that when a change in method of depreciation is made, depreciation should be
- recalculated in accordance with the new method from the date of the asset coming
into use. The deficiency or surplus of ‘depreciation arising from the change in
method should be taken to the profit and loss account.

' some reserves may not available fordistribution of dividends,

4 Examine that the depreciation is provided on the revalued amount where an asset
has l?cen revalued. The effect of revaluation on the amount of depreciation should
be disclosed separately‘ in the year in which revaluation is carried out.

5 Er}syre Fhat net surplus or deficiency arising out of disposal/sale/discarded/
destruction etc. of asset is disclosed separately.

6 See that the following disclosures have been made in the financial statements:

a)  Total depreciation ‘for the period for each class of assets, as well as the
related accumulated depreciation.

b)  Accounting policy relating to depreciation, i.e.
i) the depreciation methods, followed and

i) tl}e depreciation rates used or the useful lives of the assets, if they are
different from.the rates prescribed by the .statute governing the

enterprise.
Check Your Progress B .
1 State the conditions to be satisfied for distribution of capital profits as dividends.

.................................

.......................................
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...............
................................
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3 State whether the following statements are True or false,
1) Profits on sale of fixed assets can never be distributed as dividends.

ii) Alc;ompany can follow enly the straight line method or the written down
value method for providing depreciation for the purpos F isi
: es
relating to dividends. PP oF provisions

iif) If no rate of depreciation for a particular fixed asset is prescribed in Schedule

X1V to the Companies Act, 1956, depreciation i i i
‘ s y» depreciation 1S not reqt t X
in respect thereof, auired to be provided

iv)  The rates of depreciation laid down in Schedule XIV to the Companies Act
1956 a're.the minimum rates of depreciation. A company can provide ’
depreciation at higher rates in appropriate cases. '

v) ' The divit.iend declared by the shareholders of a company in general meeting
can be higher or lower than the rate recommended by the board of directors

vI) A company cannot declare dividend out of share premium account.

10.7 AUDIT OF RESERVES

:;Eel:lnic;waltlhat a com;;any normall).l C.iOCS not distribute’ the whole amount of profits
camed n y a?countlng year and it is al'ways considered prudent to retain some amount
profit in the form of reserves for meeting the growing capital needs of the compan
and lts.future exigencies. You learnt about the and various types of reserves create% oﬁt
of profits by a company in your first course on accounting viz., ECO-02 Accountancy-I.

Here i it of i i
Here, we shall deal with the audit of reserves which acquires special significance since

i

The dutles "of_ an auditor regarding reserves are as under:
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i y s with t i ited balance
1 Check the opening balance of reserves with the previous years andited
sheet.
1 o ar]? . H
2 Ascertain movement in reserves during the year and refer to Board’s Resolution,
ete.
3 Ensure that reserves do not contain an element of provisions.
4 Examine special reserves with reference to the relevant legal or contractual o
provisions i.e whether the. creation as well as the utilisation of such reserves is in
. 181 =) =3
accordance with the relevant legal or contractual provisions. For example, the

Income-tax Act, earlier required the creation of an Investment Allowance Reserve
under certain circumstances. The auditor has to ensure strict conformyty 10 rules of

the Act in this behalf.

5 Examine other reserves like general reserve or dividend equalisation reserve etc.,
- with reference to the figures in the audited balance sheet for the previous year and

the additions/withdrawals made during the year.

6 Examine that if there is a surplus in the profit and loss account after providing for
proposed allocations to reserves and dividends, it is disclosed separately.

7 Ensure that no secret reserve has been created either by making excess provision,
or under-valuation of assets, or mis-classification of expenditure, between capital

and revenue etc.

Capital Rescrves

i)  Ensure thai capital reserve does not include any amounts rega_rdcd as free for
distribution as dividends. Accordingly, it is shown separately in the Balance Sheet
and not mixed up with any other reserve or general reserve.

ii)  See that it is created out of capital profits only. _Yog may note‘ that in the case of
a company, capital profit, if any, on reissue of forfeited share is shown under
capital reserves.

Check that relevant provisions of the Act, Articles of Association etc.~have been
complied in case of its utilisation

iii)

Capital Redemption Reserve

i)  Examine whether the capital redemption reserve has been created in gccordance
with the provisions of Section 80 of the Companies Act, 1956, and disclosed
separately in the balange sheet. A sum equal to the nominal ar.not.mt of the ‘
preference shares so redeemed has to be transferred from its distributable profits to
a spécial reserve, called the capital redemption reserve account, except to the
extent that a fresh issue of share capital has been made.

ii) Examine whether it has been utilised in accordance with Sect.ion 80 i.e. on{ly for
issuing fully paid-up bonus shares. Compliance with the requirements relating tc
bonus shares should also be examined.

Share Premium

i) - Examine whether the premium is credited to the share premium account which is
disclosed separately in the balance sheet. ,

ii) Check compliance with provision of Section 78 in respect of its utilization as
under:
a) for issuing fully paid-up bonus shares to the members of the company;

b)  for writing off the preliminary expenses of the company;

¢) for writing off the expenses of, or the commission paid or discount allowed
on, any issue of shares or debentures of the company; or

d) for pfoviding for the premium payable on the redemption of any redeemable
preference shares or of any debentures of the company. - |
iii) Ensure that details of utilisation of share premium account during the year, are
© . disclosed in the balance sheet. :

Revaluation Reserve

i)~ See that an increase in the book value of fixed assets consequent to a revaluation
should be credited to revaluation reserve. It may be noted that revaluatien reserve
does not represent a realised gain and is, therefore, not available for distribution as
dividend. Similarly, a company cannot issue bonus shares out of revaluation
reServe, '

ii)  Ensure that accumulated losses and arrears of depreciation should not be adjusted
" against revaluation reserve,

iii)  Ensure that depreciation on revalued assets is charged on the basis of the revalued
figures. However, there is no legal bar if a company transfers an amount equal to
the additional depreciation (i.e., depreciation attributable to increase in the book
value of the fixed assets consequent to revaluation) from the revaluation reserve to
the profit and loss account. However, in such a case, appropriate disclosures
~should be made in the financial statements.

Sinking Fund

i)  Examine the terms and condition with reference to each sinking fund and see that
the same are complied with, For example, in the case of creation of Debentures
Redemption Fund under a trust deed, the auditor should see that all its
requirements are being met.

ii) Ensure that sums are invested in earmarked securities.
iii) ~ See that the sums set aside for the redemption of liabilities, or for acquisition of a

new asset, arc adequate and, for this purpose, auditor should go through the
calculations of the amount to be invested and the rate of yield.

1v)  See that any profit or loss on realisation or redemption of liability or acquisition of
a new asset is carried to the Sinking Fund Account and not to the Profit and Loss
Account.

10.8 LET US SUM UP

It is necessary that profits are determinated on the basis of generally accepted
accounting principles as also the legal norms wherever applicable, The amount of profit
that can be legally distributed as dividends is termed divisible profits Section 205 of the
Companies Act, 1956 lays down necessary provision regarding payment of dividends.

Dividends can either be distributed out of current profits or out of past profits or in
certain cases out of moneys provided by the Central or State Government. A company
must provide for depreciation before declaring any dividend. As per the principles laid
down in leading judgements capital profits can be distributed as dividends provided:
(i) there exists an authority of the Articles of Association. (ii) there have actually been
realised in cash, and (iii) revaluation of all assets and liabilities to write off all capital
losses, The law is also requires that dividends be paid in cash within stipulated time
limits.

Audit procedure to be followed by auditor to vouch dividends would include compliance
with statutory requirements regarding computation of divisible profits, examination of
General Meeting Minutes’ Book, Register of Members, etc. He must ensure that
depreciation has been provided strictly in conformity with the provision of the Act in’
terms of the method followed and the amount provided. He has also to ensure that
necessary amount is duly transferred to reserves if dividends exceed the prescribed limit.

10.9 KEY WORDS

Capital Profit: Profit earned on the sale of fixed assets or long term investments.

Capital Redemption Reserve: A reserve created on redemption.of the redeemable
breference shares of a corporate enterprise out of its profits which would otherwise have
been available for distribution as dividend,
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Capital Reserve: A reserve of a corporate enterprise which is not available for
distribution as dividend.

Cash Profit: The net profit as increased by non-cash costs, such as depreciation,
ammortisation, etc.

Dividend: A distributiQn to shareholders out of company’s profits or reserves available
for this purpose. ‘

Divisible Profits: That part of profits which can be legally distributed as dividend.
Free Reserve: A reserve the utilisation of which is not restricted in any manner.

Sinking Fund: Fund created out of profits for redemption of debentures or replacement
of a fixed asset.

‘Unclaimed Dividend: Dividend which has been declared by a corporate enterprise and &~

warrant or a cheque in respect whereof has been despatched but has not been encashed
by the shareholder concerned.

10.10 ANSWER TO CHECK YOUR PROGRESS

A 3 (i) False (iiy True (i) False (iv) False v) True
B 3 (i) False (ii) False (iii) False (iv) True (v) False
(vi) True

10.11 TERMINAL QUESTIONS

1 What do you. understand by ‘Divisible Profits’? How are such profits determined?

2 ‘What is the duty of a company auditor in relation to its divisible profits?

3 (a) Can a company declare dividend in a year without providing depreciation for
the fixed assets and loss for the year? Discuss.

(b) Cana company pay dividend out of profits prior to incorporation? Explain.

{c) What are the circumstances under which dividend can be declared out of the
profits previous years?

4 Can dividends be paid out of Capital Profits? If so, what are the legal limitations
to such distribution?

5 When can the dividends be paid by a company out of the past accumulated profits -

or reserves?

6 A company may distribute dividend without making good the depreciation on its

- fixed assets. Comment giving legal decisions.

7  What are the provision with regard to unclaimed dividends? What are the duties
of an auditor’s in this regard?

8 State the legal requirements regarding provision for depreciation before declaring
or paying dividend. State the duties of an auditor in relation thereto.”

9  Enumerate the duties of an auditor with regard to audit of reserves.

Note : These questions will help you to understand the unit better. Try to write
answers for them. But do not submit your answers to the University. “These
are for your practice only.
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11.0 OBJECTIVES

After studying this unit, you should be able to :

®  explain the nature and utility of auditor’s report

e  explain its relevance and the purpose for which it is prepared and submitted
e distinguish between a report and a certificate

e  describe the qualities of a good audit report

e  enumerate the major contents of such reports in the context of relevant. statutory
provisions

®  explain the scope nature and scope of MAOCARO
®  explain the significance of true and fair concept

e  differentiate between a clean audit report and a qualified audit report.

11.1 INTRODUCTION

The process of accounting is considered incomplete without an independent verification
and examination of the books of account and the financial statements. The responsibility
for such verification and examination lies with the auditors who conduct such audit and
submit their report. Thus, an audlt assignment begifis with the appointment of auditors
and concludes when the auditors submit their repéit to the company. In this unit you

_ will learn about the nature and 1mportance of such report, its contcnt and form, the

" reporting responsibility and the gmdance decisions in this regarg}

11.2 DEFINITION

. - Auditor’s Report is the means by which the audltors formally communicate the scope
and the results of their audit to the members of the company as well as to the readers
of the’ ﬁnancxal statements on which they are reporting.
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Appointment of auditors in accordance with the provisions of the Companies Act assigns
them a statutory duty and a professional respon51b111ty of submitting their report. The
Act requires the auditors to submit their report on the accounts examined by them
containing their oplmon on specified matters. Examination of ‘books of account as a
process of verification is the major duty required to be performed by the auditors. For
this purpose, the auditors are considered to be the.agents of the shareholders for whom
their report is primarily meant. It is their duty to convey adequate information in respect
of the financial position of the company to its shareholders through their report.

- 11.3 NEED AND IMPORTANCE

The relevance of auditor’s report is governed by the following major provisions of the
Companies Act:

1 that at every annual general meeting of a company, the Board of Directors of the
company shall lay before the company:

() a Balance Sheet as at the end of the period; and

(b) a Profit and Loss Account for that period (Section 210)

2 that every Balance Sheet of a company shall give a true and fair view of the

state of affairs of a company as at the end of the financial year and every Profit
and Loss Account shall give a true and fair view of the profit or loss of the
-company for the financial year. (Section 211)

3 that the Profit and Loss Account shall be annexed to the Balance Sheet and the
auditor’s report shall be attached thereto. (Section 216)

The members of a company do extend their trust, faith and confidence to the report
submitted by the- auditors who are appointed to check the correctness and the fairness of
the financial statements. In fact, the report offers an opportunity to the auditors to
explain to the entire body of shareholders what they consider significant and relevant
information relating to the financial position of the company for the period under
reporting, It thus serves the following purposes.

1 It substantiates that the contents of the financial statements of the company
represent a true state of affairs of the business.

2 Besides being an instrument of information to the shareholders of the company, it
equally offers an opportunity to bankers, creditors, financial institutions and -
- potential investors of the market to get reliable insight into the financial position
of the company as demonstrated by its profit/loss and assets/liabilities.

3 Duly supported by professional expertise, statutory powers and performance
independence, an auditor’s report is an indicator of fairness of opinion and
credibility of financial statements.

11.4 REPORTING RESPONSIBILITY

The main duties and responsibilitieé of the auditors in respect of the report are:

"1 To-protect and'safegugrd the rights of the shareholders against the misuse of

directors’ powers in ‘managing the assets of -the company;

2 To conduct sufficient examination of accounts $o as to ensure that the
transactions are lega! and regular, with a view to informing the shareholders about
the true financial position of the company; and

3 To disclose in their report any such activity of the management which fnay
jeopardise the interest of the shareholders. of the company who have contributed its
capital. ' ~

In cdurse of repdrting, how the. auditors arrive at their opinion or beliéf, and how they
carry on their duties, depends on their technical competence and professional integrity
and independence. The accounts have to be presented in accordance with the best

principles of the accountancy profession. The auditors, therefore, should bring to the
notice of directors and shareholders alike any deviations from those principles.

Auditor’s Report

11.5 REPORT VS. CERTIFICATE .

An auditor’s report is not a certificate of accuracy of accounts or financial statements. It
would be necessary, therefore, to maintain a clear distinction between a report and a
certificate. This difference can be placed in the following manner:

REPORT CERTIFICATE

1 It is an expreésion of opinion 1 It vouchsafes the truth of
on the financial statements of a the statement..
company.

2 It is based on an examination of 2 It is a guarantee of absolute

relevant records. Audit is only correctness and accuracy.

is only a test, and not a guarantee.

3 It states that the Profit and Loss 3
Account and the Balance Sheet
represent a true and fair view of the
state of affairs of the business.

4  The auditors can not be held 4
responsible for accuracy, because
their report is simply an opinion
on the working results of the
company.

Signing of a wrong certificate
implies corresponding liability.

Auditors are not requited to
certify the accounts.

Check Your Progress~A

1 What is an audit report?

2 In the process of discharging their reporting responsibilities, the auditors are free:

i)  to act as advisers on company’s policy

ii)  to guarantee that the books of the company show the true position of its
affairs and that its Balance Sheet is accurate according to the books,

iii) to be regarded as agents of the members who have appointed them to carry
out certain duties.

iv) to act as a critic of management decmons
V)  to be treated as watch-dogs and not bloodhounds
State which of the above statements is True of False.

-3 State any two points of difference between a report and a certificate.
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'11.7 FORMS AND CONTENTS

11.6 . QUALITIES OF A GOOD REPORT

A good report from the auditors should normally have the following qualities:

l Factual information
Effective presentation

Independent and unbiased approach

2

3

4 Honest identification of weaknesses in control

5 Positive outlook, balanced criticism and logical suggestions
6

Precise, brief and relevant

In other words, an auditor’s report should contain an honest expression of opinion. It
must be based on disinterestedness both in the formulation and expression of opinion. It
should be guided by an independent an unbiased judgement. An objective consideration
of facts should form as the basis of audit opinion. It should be free from any financial
interest in the company or in its management. The report must be unambiguous and
complete. Notes, if any, must accompany the report. Auditors are normally not expected
to interfere into the justification of management policies or operation. They need nas
commment on unfair business practices of the company under audit. The report should
demonstrate an impartial attitude. The reporting concern of the auditors should not
remain confined to the management or to those who have an instant interest in the
business of the company. It should also cover the interest of prospective or potential
shareholders and creditors.

Section 227 of the Companies Act, 1956 (as amended from time to time) defines the

powers and duties of auditors. Clause (2) of this section states as follows:

“The auditor shall make a report to the members of the company on the accounts
examined by him, and on every Balance Sheet and Profit and Loss Account and
on every other document declared by this Act to be part of or annexed to the
Balance Sheet or Profit and Loss Account, which are laid before the company in
general meeting during his tenure of office, and the report shall state whether, in
his opinion and to the best of his information and according to the explanations
given to him, the said accounts give the information required by this Act in the
manner so requ1red ‘and give a true and fair view —

(i) in the case of the Balance Sheet, of the state of the companys’ affairs as at the
end of its financial year; and

(i)  in the case of the Profit and Loss Account, of the profit or loss for its financial
year.

Clause (3) of Section 227 provides that the auditor’s report shall also state —

(a) = whether he has obtained all the information and explanations which to the best of
his knowledge and belief were. necessary for the purposes of his audit;

(b)  whether, in his opinion, proper books of accounts as required by law have been
kept by the company so far as appears from his examination of those books, and
proper returns adequate for the purposes of his audit have been received from,

. branches not visited by him. Whether the report on the accounts of any branch
office audited under Section 220 by a person other than the .company’s auditor has
~ been forwarded to him; and

(c) ~ Whether the company’s Balance Sheet and Profit and Loss Account dealt with by
the report are in agreement with the books of account and returns.

. Befo're the financial statements of a company are circulated to the members of a

company and others, auditors’ and directors’ reports must be attached to the financial
statements of the company.

In view of the above, an auditor’s reporf will usually take the form as per the report
relating to ICICI Ltd. as follows:

AUDITOR’S REPORT

To the members of.

The Industrial Credit and Investment Corporation ofelndia Limited we have audited the
attached Balance Sheet of THE INDUSTRIAL CREDIT AND INVESTMENT
CORPORATIONS OF INDIA LIMITED as at March 31, 1997 and the annexed
Revenue Account for the year ended on that date and report that: =

1 As required by the Manufacturing and Other Companies (Auditor’s Report) Order,
1988 issued by the Company Law Board in terms of Section (4A) of the
Companies Act, 1956, we enclose in the Annexure a statement on the matters
specified in paragraphs 4 and 5 of the said Order to the extent applicable to the

Corporation
2 Further to our comments in the Annexure referred to in 'paragraph (1) above:

(a) we have obtained all the information and explanations which, to the best of
our knowledge and belief, were necessary for the purpose of our audit;

(b) in our opinion, proper books of account as required by law have been kept
by the Corporation so far as appears from our examination of the books;

(c) the report of the Branch Auditors in respect of the two Zonal Offices audited

by. them under Section 228 of the Companies Act, 1956 has been forwarded
to us and has been duly considered. by us in preparing our Report;

(d) the Balance Sheet and Revenue Account dealt with by this report are in
agreement with the books of account of the Corporation;

(e): in our opinion and to the best of our information and according to the
ex'plauatioiTS given to us, the said accounts read with the notes thereon, give
" the information required by the Comanies Act, 1956, in the manner so
requrled and g1ve a true and fair view:

i) in the case of the Balance Sheet of the state of affalrs of the
Corporation as at March 31, 1997; and

ii)  in the case of the Revenue Account, of the profit for the year ended on

that date.
For NM, RAIN & CO.
Chartered Accountants

V.V. NERURKAR
Partner

Mumbai, May 5, 1997

11.8 MAOCARO

In exercise of the powers conferred by Section 227(4A) of the Companies Act, 1956,

. the Central Government issued the MANUFACTURING AND OTHER COMPANIES

(AUDITOR’S REPORT) ORDER, 1988. The Order applies to the auditor’s report of
specific classes of companies. It requires that the report should include a statement on
such matters which have been incorporated in the Order:

11.8.1 Applicability

The MAOCARO applies to every company (including a foreign company) engaged or

- proposed to be engaged in one or more of the lollowing activities:

Auditor’s Repart
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(a) manufacturing, mining or processing;
(b) supplying and rendering services;
(c) trading; and

(d) the business of financing investment, chit fund, nidhi or mutual benefits societies.

11.8.2 Matters to be Included

The auditor’s report on the accounts of a company to which this Order applies should
include a statement on the following matters: :

In the case of a manufacturing, mining or processing company

i) whether the company is maintaining propet records showing full particulars,
including quantitative details and situation of fixed assets; whether these fixed
assets have been physically verified by the management at reasonable intervals:
whether any material discrepancies were noticed on such verification and if so,
whether the same have been properly dealt with in the books of account;

ii)  whether any of the fixed have been revealed during the year? If vso, the basis of
revaluation should be indicated;

iii) whether physical vetlfication has been conducted by the management at reasonable
intervals in respect of finished goods, stores, spare parts and raw materials?

iv) are the procedures of physical verificatiog of stocks followed by the management
reasonable and adequate in relation to the size of the company and the nature of
its business? If not, the inadequacies in such procedures should be reported;

v)  whether any material discrepancies have been noticed on physical verification of
stocks are compared to book records; and if so, whether the same have been
properly dealt with in the books of account?

vi)  whether the auditor, on the basis of his examination of stocks, is satisfied that
such valuation is fair and proper in accordance with the normally accepted
accounting principles? Is the basis of valuation of stocks same as in the preceding
year? If there is any deviation in the basis of valuation, the effect of such
deviation, if material, should be reported;

vii) if the company has taken any loans, secured or unsecured from specified
companies, firms or other parties, whether the rate of inferest and other terms and
conditions of such loans are prima facie prejudicial to the interest of the company;

viii) if the company has granted any loans secured or unsecured, to listed companies,
firms or other parties, whether the rate of interest and other terms and conditions
of such loans are prima facie prejudicial to the interest of the company;

ix) ~ whether the parties to whom the’loans, or advances in the nature of loans, have
been given by the company are repaying the principal amounts as stipulated and
are also regular in payment of the interest and if not whether reasonable steps
have been taken by the company for recovery of the principal and interest;

X) is there an adequate internal control procedure commensurate with the size of the
company and the nature of its business, for the purchase of stores, raw materials,
* including components, plant and machinery, equipment and other assets and for the
sale of goods;

xi) ~whether the transaction of purchase of goods and materials and sale of goods,
materials and services, made in pursuance of stated contracts or arrangements,
have been made at princes which are reasohable having regard to prevailing
market prices for such goods, materials, or: services or'the prices at which
transactions for similar goods or services have been made W1th other parties;

xii) - whether any unserviceable or damaged stores raw matenals, or finished goods, are
determined and whether provisions for the loss, if any, have been made in the
accounts;

xiii) in case the company has accepted deposits from the public, whether the relevant
directives and provisions have been complied with. If not, the nature of

contraventions should be stated;
xiv) is the company maintaining reasonable records for the sale and disposal of
realisable by-products and scraps, where applicable;

xv) whether the company has an internal audit system commensurate with its size and
nature of its business in the case of companies having specified paid-up capital or

turnover,

xvi) where maintenance of cost records has been prescribed by the Central
Government, whether such accounts and records have been made and maintained;

xvii) is the company regular in depositing Provident Fund and Employees’ State
Insurance dues with the appropriate authority and if not, the extent of arrears shall
be indicated by the auditor;

xviii) whether any undisputed amounts payable in respect of income-tax, wcalth-tax,-
sales-tax, customs duty and excise duty were outstanding, as at the last day of the
financial year concerned, for a period of more than six months from the date they
became payable; if so, the amounts of such outstanding dues should be reported;

xix) whether personal expenses have been charged to revenue account; if so, the details
thereof should be reported;

xx) whether the company is a sick industrial company; if so, whether a reference has
been made to the BIFR.

In the case of a service company
i)  all the matters specified in clause (A) to the extent to which they are applicable;
ii)  whether the company has a reasonable system of recording receipts, issues and

consumption of material and stores and allocating materials consumed to the
relative jobs, commensurate with its size and nature of its business;

iiiy whether the company has a rcasonable system of allocating manhours utilised to
the relative jobs, commensurate with its size and nature of its business;

iv) whether there is a reasonable system of authorisation at proper levels, and an
adequate system of internal control commensurate with the size of the company
and the nature of its business, on issue of stores and allocation of stores and

labour to jobs.
In the case of trading company

1) all matters specified in clause (A) to the extent to which they are applicable;

ii) have the damaged goods been determined and if the value of such goods is
significant, has provision been made for the loss?

" In the case of finance, investment, chit fund, nidhi or mutual benefit company

i)  all the matters specified in clause (A) to the extent to which they are applicable;

ii)  whether adequate documents and records are maintained in a case where the
company has granted loans and advances on the basis of security by way of
pledge of shares, debentures and other securities;

iii) whether the provisions of any special statute applicable to chit fund, nidhi or
mutual benefit society have bcen duly complied with; and

iv) if the company is dealing or trading in shares, securities, debentures and other
investments, whether proper records have been maintained of the transactions and
contracts and whether timely entries have been made therein; also whether the
shares, securities, debentures and other investments have been held by the
company in its own name except to the extent of the exemption, if any, granted
under the Companies ACt.

Auditor’s Report
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1.9 RELEVANCE OF ‘IN OUR OPINION’

The words ‘In our opinion’ in auditor’s report show that:

(a) the auditors have examined the records of a company in such a mannér that they
have been able to draw conclusions on the reliability .or otherwise of the records;. .
and :

(b) the auditors have an implied claim about the application of their professional
training, skill and judgement in forming opinions to guide the readers of financial i
statements.

Further, in our opinion indicates to the reader that the auditor is expressing an opinion

and not giving a guarantece. Moreover, the opinion’ carries considerable weight, because

it is the opinion of a competent, mdependent honest and professional expert given after
a careful investigation of the companys’ accounting records and financial statements.

11.10 TRUE AND FAIR CONCEPT ' 4

*True and fair’ does not establish absolute accuracy of every figure in the,accounts.
Some of the figures may be just estimates. ‘True’ indicates association with the facts.
‘Fair’ shows freedom from bias. The auditors are expected to consider the accounts as a
whole and to form an opinion regarding the overall impression Lomeyed by these
accounts.

The minintum legal requirements in respect of disclosure is that the auditor’s report

" - should state whether thé Balance Sheet shows a true and fair view of the state of affairs
¢ of the company as at the end of the financial year and whether the Profit and Loss

1z

1 A Account shows a true and fair view of the profit or loss of the company for the year. In,
" case, however, additional information is relevant to show a true and fair view, the
financial statements should disclose it. .

The: concept of ‘true and fair’ incerporates auditor’s opmron The major purpose is to
state whether the financial statements represent fairly the actual financial paosition as at
.the end of the accounting period and the profit or loss for that period. What is true and
fair is a matter of an auditor’s judgement in the particular circumstances of a case.

Some of the essentil aspects of strue and fair view are:

1 that the Balance Sheet and Profit and Loss Account are drawn up as per, relevant
statutory provisions;

2 that the Balance Sheelj',and Profit and Loss Account are drawn up on generally
accepted ‘accounting principles on a consistent basis;

3 that the information contained in the Balance Sheet and Profit and Loss ‘Account is
neither an over-statement nor an under-statement in respect of the financial
position and the working résults;

4 that the auditors kecp in view not only the position at the end of the accou;.tmg

"perrod but also such post-accountmg period events which are.material in making a

better assessment of the posrtron as at the date of the Balance Sheet; and

5. - ‘that the financial statements convey the qumsrte information clearly. K

L.

11.11 CLEAN VREPOR:T AN‘D QUALIFIED REPORT

—————

When lhe audrtor s report is posrtrve, mcorporatmg therem that the accounts show a true
and falr view" of ‘the state of’ affarrs of the busmess, it is cons1dered to be a clean report.

A quallﬁed opinion in an auditor's report is an opinion subject to’ certam reservatlons

This negative opinion, however must be substantrated by:
(a) . the nature of the quallﬁcatron, and

"(b) the reasons for the qualification,

A qualified rej)ort should not be made unless material issues are involved, or
- disclosures specifically required by law are not disclosed. Any qualification or

reservation .in an auditor’s repart must be followed by the reasons why the auditors were

unable to perform their duties as per the generally accepted procedures and standards.

f' Circumstances which give rise to a qualification of opinion in auditor’s report generally

fall into two categories:

(a) Uncertainty — When there is uncertainty which prevents the auditors from
forming an opinion on a matter; and

(b) Disagreement — When the auditors arc able to form an opinion.on a matter, but
this conflicts with the view given by the financial statements.

This means that the auditors may grve a quallﬁed report under the fol]owmg
c1rcumstances

1 When the accounts of the company do not show a true and fair view of the state
of affairs;

2 When the accounts have not been prepared in accordance with the provisions of
" the Companies Act; '

When proper books of account have not been kept;

4 When proper returns have not been received from branches not vrsrted by the
auditors;

5  When the accounts -are not in agreement with the books; or .

6  When the auditors fail to obtain all the information and explanation that are, in
their opinion, necessary for the purposes of their audit.

11.12 . SOME GUIDING DECISIONS

1 Itis the duty of the auditor not to confine himself merely to the task of
ascertaining the arithmetical accuracy of the Balance Sheet, but to see that it
is a true and accurate representation of the company’s affairs.

(Eeeds Estate Building and Investment Co. vs Shephered, 1887)

2 An auditor must be honest — that is, he must not certify what he does nat believe
to be true and he must take reasonable caré and skill before he believes that what
he certifies is true. An auditor-who does not report to the shareholders the fact8 of
the case when the Balance Sheet is not properly drawn . up, is'guilty of

'+ misfeasance. (London and Central Bank, 1895)

3 It is the duty of an auditor to bring to bear on the work he has to perform that
skill, care and caution which a reasonably competent, careful and cautious auditor

: would use, What is réasonable skill, care and caution must depend on the

. particular c1rcumstances of each case. (Kingston Cotton Mill Co. Ltd., 1896)

4 When the reports of the auditors are not commumcated to the sharecholders,
directors are responsible for the lapse. Auditors® duties are discharged when their
. roports are delivered to the company. It is the duty of the directors to Summon the
shareholders’ meeting and to see that the report of the audrtors is read at the
' meeting. (Allen Craig & Co. Ltd,, 1934) :

5. The auditor must come to an audit with an enquiring mind — not suspicious of
dishonesty, but suspecting that somebody may have made a mistake somewhere
and that a check must be made to ensure that there has been none. (Formento
Ltd vs. Selsdon Ltd., 1958)

Check Your Progress B .
1 Enumerate three quahtles of a good- auditor’s report.

..........................
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....................................................................
..................................

.....................................................................................................

2 State two circumstances that give rise to a qualified report.

...........

..........................

3 Fill in the blanks.
i) MOACARO stands for Manufacturing and ..................... Companies
(Auditor’s report) Order, 1988.
ii) The words ‘in our opinion’ indicates that the auditor is expressing an opinjon
and not giving a ........c.oivnninn s :

iii) In the expression ‘true and fair’, ‘true’ indicates facts and ‘fair’ shows
freedom from ........0 ...

iv)  When the auditor's report is not communicated to the sharcholders,
..................... are responsible for the lapse.

v)  An auditor who does not report to the sharcholders the facts of the case
when the balance sheet is not properly drawn up is guilty of

........ Crersler e s

11,13 LET US SUM UP

An auditor’s report is a valuable aid to the company an its sharcholders. The Companies
Act requires the auditor to make his report on the accounts examined by him. The report
is to state whether in his opinion and to the best of his information and according to the
explanations given to him, the said accounts give the information required by the Act in
the specified manner. He reports not merely on the Balance Sheet, but on the accounts
which be is required to examine. He is also required to state whether proper books of
accounts as directed by law have been kept by the company. The books, however,
should be so kept as to give a true and fair view of the state of affairs of the company
and explain its transactions.

An auditor’s report is not a certificate of accuracy of accounts, when the auditors feel
fully satisfied about the accounts and statements being a true representative of the
financial position of the company, they give a clean report. In case they find that owing
to one reason or the other, the financial statements do not show a true and fair view of
the state of affairs of the company, they may qualify their report.

It

T

1114 KEY WORDS

Clean Report : A report which incorporates the satisfaction of the auditors in respect of
statutory requirements relating to books of account, profit and loss account and balance
sheet.

Financial Statement : Profit and Loss Account, Balance Sheet and other documents
forming part of the working results of the company.

Members : The expression ‘members’, ‘shareholder’ and ‘holder of shares’ are inter-
changeable terms in the case of companies having a share capital,

'Qt’laliﬁed Report : When the auditors express an opinion subject to certain reservations,
it is a qualified report.

Report ¢ Expression of opinion on legally specified matters for circulation among the
shareholders and presentation at annual general meeting,

True and Fair : The financial position of the company as truly represented by its
financial statements incorporating the working results of the business,

11.15 ANSWERS TO CHECK YOUR PROGRESS

A2 i) False ii)  False iii) True iv)  False
v) True
B3 i) other ii)  guarantee iii)  bias iv)  directors

v) misfeasance

11.16 TERMINAL QUESTIONS

{  State the matters upon which the auditors must form an opinion while preparing
their report as laid down in the Companies Act.

What do you understand by the concept of ‘true and fair’ in an auditor’s report?
" Discuss the relevance of ‘in our opinion’ in auditor’s report.

Explaiﬁ the areas in respect of which the auditors must express their opinion.

Name the circumstances undetr which a qualified audit report may be necessary.

To what extent the auditor’s report guarantee the accuracy of accounts?

Distinguish between a report and a certificate.

State the need for an auditor’s report.

=S - N B NV S SR A M

What is the importance of an auditor’s report from the point of view of investors?

b
e

Identify the qualities of a good aundit report,

What is MAOCARO? What is its purpose? State the types of companies to which
this order is applicable.

—_—
[

Note : These questions will help you to understand the unit better, Try to write
answers for them. But do not submit your answers to the University. These
are for your practice only.
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AUDIT |
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12.14 Distinctive Features
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12,18 Key Words
12.19 Answers to Check Your Progress
12.20 Terminal Questions -

12.0 OBJECTIVES

After studying this umt you should be able to:

e  explain the nature and pulpose of cost audit and management audlt

e  differentiate between financial audit, cost audit and management audit

®  describe the advantages and limitations of cost audit and management audit
°

specify the relevant statutory provisions governing cost audit

explain the programme, procedure and report relating to cost audit and
management audit .

e  outline the contents of an audit report relating to cost and management audit.

'12.1 INTRODUCTION

It is now fully acknowledged that any form of accounting must be closely followed by
a suitable system of auditing. This is mainly done to verify the credibility of accounts *

" ‘and their reliability as a basis for various business decisions,

Cost accounting is an essential aid to determination of Sellmg prices and maximising the
 profitability of the company. But, the costxng system should also be competent to avmd

consumner exploitation. It is in this persp'ective that a system of cost audit is applied to
verify the correctness and reliability of cost accounting records. ‘

Management audit, on the other hand, is a process of examining the performance and

- evaluating the efficiency. It identifies the areas of weakness of internal contro! and

suggests measures for improvement of efficiency.

In this unit, we shall learn about the nature, scope and conduct of cost and management '

audits including the relevant stafutory provisions and the reporting requirements.

12.2 MEANING OF COST AUDIT

We have seen earlier that audit is a process of verification and examination. It is often
stated that auditing begins where accounting ends, because accounting records form as

‘the basis of verification. Audit exercise is conducted in order to ensure whether the

corresponding accounts give a true and fair view of the state of affairs or not.

When the concept of audit is applied to cost accounting'records; it means a more
specific and specialised activity. Cost audit is defined as “the verification of cost records
and accounts and a check on the adherence to the prescribed cost accounting procedures
and the continuing relevance of such procedures”.

Main Functions of Costhudit

On interpretating the above definition, we may outline the following four main functions

_of cost audit;

1 Verification as a process of audit;

Examination of the correctness of cost records and accounts;

wN

Analysis whether the prescribed procedures of cost accounting have been properly
followed or not; and

4 Evaluatlon that the prescribed procedures of cost accounting continues to be

relevant to the organisation under audit. This involves an assessment of: (a)
adequacy of cost accounting systems, records and procedures, (b) their correct
maintenance; (c) their proper compllatlon in the form of cost statements, and
(d) adherence of the prescribed accounting procedures

123 FORMS OF COST AUDIT '

Cost audit is conducted in addition to the aundit of financial accounts by the statutory
auditors appointed by the company. It normally addresses itself to two major aspects.of

_ a business: protective and constructive, known as Propriety Audit and Efficiency Audit

rgspectively.

12.3.1 Propriety Audit

‘From the protective point of view, cost audit:

1 detects errors,

2 verifies that the cost accounts are maintained correctly in accordance with o
generally accepted cost accounting principles adopted in the industry, and

3 ensures that the prescribed system of cost accounting is properly carried out.

12.3.2. Efficiency Audit

From the canstructive point aof view, cost audit examines:

1 the adequacy: and effectlveness of existing procedures in respect of managenal
decmons

2 - the possibilities of drawing Voptirnum results thro{xgb the projecte;i expenditure;

Cost and Management Audit
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3 the opportunities of a more profitable investment of money in another area; and

4 the rate of return on capital employed.

12.4 OBJECTIVES OF COST AUDIT

The main objectives of cost audit are as follows:
1 to serve as an effective tool of control;

2 to safeguard the interest of the members of the company, consumers of its product
and the Government;

-3 to verify the accuracy of costing data;

4 to satisfy that the principles of cost accounting have been properly adapted and
applied; ' ;
5 - to assist the process of decision-making on the basis of cost considerations;

6 to offer suggestions for a more efficient organisation of the costing operations;

7 to ensure that the suitable system of costing hns been maintained in accordance
with the needs and characteristics of the industry and the supporting procedures
help the attainment of the goals of the organisation;

8 to examine whether the cost stalements give a true and fair view of the cost
information;

9 to help ascertainment of quotations for future contracts based on correct cost
estimates;

10 to look into the cost practices as an effective aid to pricing decisions; and
11 to act as a moral check on the employees associated with cost accounts.

Cost audit, thus, is a valuable tool of verification of cost information and its control,

12.5 DIFFERENCE BETWEEN FINANCIAL AUDIT
AND COST AUDIT

The major areas of difference between financial audit and cost audit are as follows:

FINANCIAL AUDIT COST AUDIT

1 Compulsory for every company Applicable to certain categories of
registered under the Companies Act.  companies only.

2 Auditor’s Report covers financial Scope of reporting remains confined
_statements like the Profit and Loss to cost aceounting records only.
Account and Balance Sheet.

3 Vouching is the primary The enquiry is primarily to find out
technique of audit exercise. if the expenses really contribute to

' production.

4 Takes into account actual Cost records based on estimates need
transactions of receipts and . to be verified.
payments. 4

5 Includes valuation of assets and . Only the adequacy of stock is judged. ;
liabilities. : o ‘

6 Protcc;s the interest of the  Protects the interest of the management

shareholders. and consumers.

7 Concentrates upon books - ’ Looks into the utilisation of labour,
of account ‘ - material and other items of cost.

W 00 ~J N th YN

§ Itis a regular annual audit. It may be for a particular year only. Cost and Management Audit
9, Helps ascertainment of Suggests methods to reduce wastage
correct profit or loss. and increase profits.
10  Auditors are appointed by the Appointed by the Board of Directors of
shareholders of the company. the company.
11  FExamines transactions which have It is a forward-looking approach,

previously taken place.

A financial audit, therefore, covers a wider field. Cost audit is in respect of a particular
and specified activity of the company. : _

12.6 ADVANTAGES OF COST AUDIT

Let us now discuss the advantages and importance of cost audit from the viewpoints of -
(a) the management, ‘

(b) the shareholders,

(¢) the society, and

(d) the Government,

12.6.1 Cost Audit and Management

Cost audit:

—_

guides managerial decisions through relevant cost data;

assists regulation of level of production;

detects and prevents errors and frauds;

checks wastage and minimises cost;

fixes accountability for poor performance;

helps in improving procedures and their efficiency;

compares actual cost with estimated cost and analyses causes of variance;
evaluates comparative profitability of different units;

extends moral influence on staff; and

—
(=]

ensures application of proper principles of costing.

12.6.2 Cost Audit and Shareholders

Cost audit ensures;

1 a system of accounting for expenses;

2 a'method of proper utilisation of resources;
3 an efficient process of production; and
4

an adequate return to investors

12.6.3 Cost Audit and Society

Cost audit aids: .
1 ascertainment of true cost and fair selling price;

2 determination of level of industrial efficiency and its contribution to economic
development; and

3 adoption of a proper standard of living due to fixed price-level. 9

1
i




Auditor’s Report and Cost Audit 12,64 Cost Audit and Government

‘ 3+ How to Appoint Cost Auditor? : Cost and Management Audit
Cost audit is a tool of: ,
) ' ) ) . ) A cost auditor-is to be appointed by the Board of Directors of the company with !
1 tariff policy on different industrial units; the previous approval 6f the Government.
2 subsidy decisions in respect of industrial operations; . ' 4 Is Cost Audit an Additional Audit?
3 'regulated prices and profits; ' ' A cost auditor is separate from a financial auditor. A cost audit is in addition to
4  controlled industrial sickness; audit conducted by an auditor under section 224 of the Act.
5  enforcement of fair trade practices; : " Check Your Progress A
6  finding out future project costs; 1 What is Cost Audit?
7 guidance to proposed levy of taxes and duties;
8 improved efficiency of industrial operations; and ’ o
9 quicker settlement Of industrial disputes' PR L R
Thus, cost audit.is an useful form of expertise which confributes to effectiveness of T VRPN
operations involved in the production of goods or services. It has both internal and e e
external advantages. . : ' ‘ . S
2 State three objectives of Cost Audit

..............................................................................

12.7 LIMITATIONS OF COST AUDIT

Cost audit also has its limitations. These are @s TOIIOWS: et et re i er e e e ire ettt ae e re e atanans s

1 Cost audit is an undue interference in the internal operations of the management.

..................................
.....................................................................

3

2 Cost records serve as an important instrument of facing market competition and
the relevant information must be treated as trade secrets.
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3 Cost audit is a verification of accounts of estimated figures only which are
invariably different from &tual expenses.

4  Itis a pretty time-consuming exercise. Verification spreads over the entire fields of
activity and deals with numerous items of production process ranging from the
first purchase of raw materials to the last sale of finished product.

5  Cost audit may take much time to complete and its reports may be out-dated. 4 . State whether the followiﬁg statements are True or False :

“They may be mere history when they come up for consideration. -~
' i From the protective point of view cos i
Despite such 11m1tat10ns, cost audit is a recogmsed technique of control and 1ndustr1a1 ) P p t audit detects errors.

- efficiency. Its importance and scope of appllcatlon therefore, have been continuously - ii)  From the constructive point of view cost audit prevents errors.

growing. . o ' iii) Cost auditor is not a tool of verification of cost information.

«iv)  Cost audit fixes accountability for poor performance.

12.8 STATUTORY PROVISIONS : | ‘_ V) Cost audit is a superfluous exercise.

/ vi)  Cost auditor is appointed by the Board of Directors.

In respect of cost audit, the major provisions of section 233 B of the Compames Act .. PN )
1956 (as amended) are as follows: vii) Cost audit is an external audit.

| When Cost Audit is Required? ' vili) Cost audit is a regular annual audit.

The Central Government may, if it feels necessary, may direct by an order that an

audit of cost (records kept by as under section 209 (1) (d) company shall be _ 129 COST AUDIT PROGRAMME

conducted in such manner as may be specified in the order by an auditor. It may
be noted that the cost audit is in addition’ to statutory financial audit.

2 Who can Conduct Cost Audit?

A Cost Audit Programme is a coordination of:
(a) . the work to be done,:

“The auditor for this purpose shall be a cost accountant within the meaning of the , BY  ite dictribugis .
Cost and Works Accountant Act, 1959. If the Central Government is of opinion () its distribution among the audit staff, and
that sufficient number of cost accountants are not available for conducting the () the time-frame to complete the assignment.

audit of cost accounts of the companies generally, the Government may allow for Th
specified period that duly qualified chaitered accountants may also con du ot the e Companies Act, however, has not laid down any specific method of cost audit. The
cost audit. ' only provision is that under the directed circumstances, the cost auditor is required to

20 ‘ : __ o Co . o submit his report to the Central Government with a copy to the company under audit.
But a'cost audit programme must have a systematic plan of action so that itis - _ 21
: concluded within the time schedule and at minimum cost. i : -
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The cost audit programme includes the following verifications:
1 Whether the policies followed by the company in its interest?
2 Whether the cost accounts maintained by the company in order?

3 Whether the management has been efficient enough to generate adequate profit to
the company or to control its cost of production?

4 Whether his audit opinion is going to be based on facts duly supported by proper
examination of relative records?

Besides, the cost audit programme should also take note of:

(a) audit methodology to be applied, (b) audit notes prepared, (c) questionnaires issued,
(d) querries made, (e) replies received, (f) explanations collected, (g) additional
information required, (h) discussions held, (i) follow-up measures needed, etc.

12.10 COMMENCEMENT CONSIDERATIONS

Before the cost auditor actually begins his work, his attention should be directed towards
the following:

1 Nature and size of business;

2 Method of recording receipts and issuc of materials;

3 Maintenance of stores records, including supplies to different departments, units,
jobs or contracts;

4 Process of éhecking the quality and valué of materials received and rssued;
5  Measures to prevent losses, wastage or shortage of goods;

6  Types of product, their installed capacity and actual output; and

7  Organisation structure and levels of delegation of authority.

The system of stores control also needs proper examination before the commencement
of cost audit. This helps identification of the strengths and weaknesses of the system
which governs the subsequent audit approach. Cost audit, therefore, does not follow any
standard pattern, It has to adapt itself to specific situations,

12,10.1 Points for Special Attention

Points which need special attention in course of cost audit are as follows:
1 Date of first commencement of commercial production;

2 cost accounting system in existence and its adequacy to determine correctly the
cost of production;

3 Cost of major raw materials consumed both in terms of quantity and value;

'4  Incentive schemes with particular references to its contribution towards increasing
productivity and its effect on cost of production;

5 method of depreciation adopted by the company;

6  Reasons for any significant variations in the expenditure incurred against overheads
as compared with the previous two years; and

"7-"  Any abnormal features affecting production during the year, eg. strike, lock-out,

plant'brcak-d_own, power-cut, accident etc..

12.10.2 Cost Audit Pianning

However, Plannmg and execution of cost audit are guided by the followmg
consrderatlons

1 Objects of the assrgnment of cost audlt

2 Quality’ of costing system in use in the orgamsatron, ‘

3 Strength of internal control mechanism .Jdopted by the management, Cost and Management Audit
4 Size of the transactions involved in production, and
5 Type of managerial decisions and their relevance,

The Companies Act has not prescribed any specific method to conduct cost audit. It has
not given any such procedure which may be followed by the auditors. The Central
Government, however, may issue instructions regarding the points to be covered by the
cost auditor while notifying his appointment. The auditor is then expected to follow such
instructions.

12.11 COST AUDIT REPORT

The Cost Audit (Report) Rules, 1968 (as amended from time to time) incorporate the
following major provisions;

1 Submission of Report: Every cost auditor who conducts an audit of the cost
accounting records of the company is to make a report to the central Government
in the prescribed form and according to the prescribed procedure, and at the same

- time" will forward a copy of the report to the company.

2 Powers and Duties of Cost Auditor: The company and its every officer shall
make available to the cost auditor such cost accounting records, cost statements
and other books and papers that would be required for conducting the cost audit,
and shall render necessary assistance to the cost auditor so as to enable within the
specified time limit.

3 Time Limit for Report: The cost auditor shall send his report to the Central
Government and to the company within 180 days from the end of the company’s .
financial year to which the cost audit report relates.

The form prescribed for Cost Audit Report is as follows.

COST AUDIT REPORT

I’'we .. P . having been appointed as auditor (s) under section 233-B
of the Compames Act, 1956 of M/S. .oivvreiviiiniiiiinn, e Ltd.,
have examined the books of accounts and other relevant records for the year ended
..... teersesreenean.. relating to maintained by the company and report subject to my/our
comments under the heading “Auditor’s observations and conclusions contained in the
Annexute to this Report”.

(@) I/We have obtained all the information and explanations which to the best of my/

+ our knowledge and belief were necessary for the purposes of this audit;

(b) proper cost accounting records have been kept by the company;

(¢) proper returns adequate for the purpose of my/our cost audit have been received

for branches not visited by me/us;

(d) the said books and records give the information required by the Act in the manner
so required; and

(e) in my/our opinion the company’s cost accounting records have been properly kept
so as to give a true and fair view of the cost of production, processing,
manufacturing or mining activities as the case may be, and marketing of the

product under reference.

" The matters contained in the Annexure to this Report form part of this report which is

also subject to my/our observations made therein.

Dated thiS ..v.vvvvvereeenss day of «..oovviiiiiiinn 19 i, A v

Cost Auditor(s)
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Additional Infofmation

The cost audit report includes annexures in respect of the following information about -
the company:

General particulars about the company,

Cost accounting system existing in the company,

Financial position, eg. capital empldyed, net worth, profit, etc.,
Production capacity and actual output,

Process of manufacture,

Raw materials’ cost and' quantity,

Quantity and cost of power and fuel consumed,

Wages and salaries paid,

W o0 ~1 & W B W D =

Stores and spare parts per unit of output,

—_
(]

Rate and method of depreciation,

—_
—

Overheads,

—
[\

Royalty or technical aid payments,
13 Sales, and -
14  Abnormal non-recurring costs.

The cost audit report further gives relevant observations and conclusions of the auditor ,
in respect of budgetary control system, scope and performance of internal audit, etc. and
may make suggestions for improvements in performance of various activities.

" If, as a result of the examination of the books of account the auditor desires to give a o

qualified report, he should indicate the extent to which he has to qualify the report and
the reasons thercof. !

12.12 MEANING AND OBJECTIVES OF
 MANAGEMENT AUDIT

We have learnt about the nature and characteristics of financial audit and cost audit. Let
us now discuss .a relatively new concept of auditing viz., management audit. You know
management is a combination of functions. It is a responsibility. It includes not only

formulation of policies but also their execution.

Management Audit is a process of examination and evaluationi of the performance of
managerial functions. It also covers the organisational structures of a company. It
involves a critical review of policies, processes, procedures and operations which form
part of the internal control system. It analyses the effectiveness in the utilisation of
different resources. Management audit, thus is an appraisal of both policies and actions.

According to Leonard, “management audit is a comprehensive and constructive
examination of an organisational ‘structure of a company, institution or branch of
Government, and components thereof such as a division or department, and its plans and
objectives, its means of operations and its use of human and physical facilities”,

Management audit, in effect, investigates into-the soundness of management and its
efficiericy of operations. It is an assessment of the systems which are being used in an
organisation. It identifies arcas of weakness in internal control and suggests measures to
improve performance. ' ‘

Objectives
* The main objectives of management audit are as follows: -

1+ to promote organisational efficiency;

2 to enhance operational profitability;,

3 to encourage an effective involvement and participation of staff in attaining the
goals of the management;

4 to discover deficicncies or irregularities in the system and suggest appropriate
measures for best possible results;

5 to assist the achievement of targets fixed by the management;

6 to help development of harmonious relationships both within and outside the
organisation; and

7 to facilitate performance evaluation of resource inputs.

12.13 IMPORTANCE OF MANAGEMENT AUDIT
LIMITATIONS

You have learnt that management audit involves:

(a) Identification of arcas of weakness, points of inefficiency and ineffectiveness of
policies;

(by Verification of factors of production, cost components, centralisation and
decentralisation of administration, system of business operations, defects of
organisational structurc, quality of finished products, causes of sickness, and such
other areas of management; and

(c) Submission of an improved approach to working based on better productivity and
management control.

" Thus, management audit is a valuable aid to achievements such as:

I Reduction in wastage and cost of production;

2 Effective translation of policies into action;

3 Improved profitability;

4 Optimum utilisation of resources;

5 Performance evaluation of various activities; and

6 Review of actual results rather than procedures.

Limitations

Management audit, however, has also some demerits. The limitations often indicated in
this regard are:

1 that management audit discourages initiative and dynamism;
2 that it tries to find undue faults in the working of the system;

3 that it fails to serve any material purpose; that it is an unnecessary interference in
- the system of administration; )

4 that it is an unnecessary interference in the system of administration;
5 that it involves additional cost; and
6 that its recommendations may be ideological and difficult to implement.

These criticisms. of management audit are, hoWever, not considered to be valid. If such
audit is conducted with independence and objectivity, its report is useful not only to
management but also to its employees, customers and the Government.

12.14 DISTINCTIVE FEATURES

Let us now distinguish between Financial Audit, Cost Audit and Management Audit.
The main areas of difference between these three concepts are as follows:

Cost and Management Audit
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1

Scope

(a) Financial Audit is an effort to ensure a true and fair view of the state of
affairs of a company represented through its Profit and Loss Account and
Balance Sheet for the period. . -

(b) Cost Audit ensures that the cost accounting system followed in the
organisation serves as a true basis of ascertainment of cost of production.

(¢) Management Audit examines the efficiency of almost every area of operatio
within the organisation.

Approach

(a) Financial Audit is a process of verification of past records of accounting
relating to a previous year.

(b) Cost Audit takes into view the current system of cost computation,

(c) Management Audit mainly applies its attention to future planning and
performance.

Object .
(a) Financial Audit aims at detection and prevention of errors and frauds,

(b) cost Audit examines the reliability of the systems which produce cost
information.

(c) Management Audit is an attempt to assess efficiency and suggest its further

improvement,

Technique

(a) Financial Audit uses the techniques of vouching, Verification and valuation
for the purpose of forming an opinion.

(b) Cost Audit examines the records of materials, labour and other expenses as
components of total cost of operation

(¢) Management Audit determines the adequacy of procedureé and control
adopted by the organisation.

Status
(a) Financial Audit is a statutory audit.
(b) Cost Audit is an audit of cost ascertainment and control.

(¢) Management Audit is a policy audit and efficiency audit, but not a statutory
obligation, - ‘

F;'equency 4 ’

(2) Financial Audit is conducted regularly every year.

(b) Cost Audit is conducted as per the instructions issued by the Central
Government. : ;

(c) Ménagemcnt Audit is conducted as per the needs and desires of the
company.

Method

-(a) Financial Audit is a verification of transactions recorded in the books of

account,

(b) Cost Audit evaluates economy and output.

) Management Audit examines systems, policies, performance and organisation

to identify weaknesses and suggest-remedy.
Responsibility

(a) Financial Audit reports about the actual state of affairs pertaining to financial
position as on a particular date.

(b). - Cost Audit confines itself to cost implications of operations.

10

11

(c) Management Audit is concerned with the performance profitability of the
organisation.

Task
(a) Financial Adit begins where the work of accountancy ends.

(b) Cost Audit covers both the record of actual expenses incurred as well as the
estimated cost of materials, labour and other items.

(¢) Management Audit begins where the work of financial audit ends.
Appointment
(a) Financial Audit is conducted by a qualified Chartered Accountant.

(b) Cost Audit is conducted by a qualified chartered or cost accountant with the
prior approval of the Central Government.

(c) Management Audit may be conducted by any independent expert or
consultant.

Emphasis

(a) Financial Audit is interested in the accuracy of operational results rather than

in their adequacy.
(b) * Cost Audit checks the correctness of costing system and techniques.

{¢) Management Audit is an appraisal of activities, identification of possible
areas of inefficiency and measures to improve. future performance.

R R Y. T 7 T N

12.15 PRELIMINARY CONSIDERATIONS AND AUDIT

PROGRAMME

Before the commencement of a management audit, it may be useful to have the
following considerations:

1

—_— =
— o

Review the objectives and goals of the organisation in order to assess the
possibilities of getting the desired results through them;

Observe the exercise of authority and find out if it crosses the prescribed limits;
Check the effectiveness and reliability of the channels of communication;

Verify the credibility of the sources of information;

Bxamine the efficiency and economy of utilisation of resources;

Ascertain the steps taken to safeguard assets;

Identify the suitability of policies, plans and procedures;

Judge the adequacy cf internal control systems and their compliance;
Compare standard performance ‘and actual performance;

Study the relevant documents, seek explanation and supplement statements;
Collect information relating to: ' |

(a) adequacy of organisational structure,

(b) SUitability of plans and targets,

(c) . gaps between pl:qposals and performance,

. accountz‘lbih‘ty and responsibility,

(e) - obstacles in smobthriess of operations,

() causes of variance bctweén results, and

@ level of compliance of prescribed procedufeé.

Cost and Maalagemgni Audii
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12.16

A management Audit Programme as a proposed schedule of operations should cover the
following major areas of examination to be covered under a management audit
programme are as follows:

adeQuacy of organisation and its structure;
effectiveness of plans and objectives;
enforcement of policies and procedures;

~ soundness of systems and methods;
suitability of techniques of control;
efficiency of operations in maximisation of output;
usefulness of plant and equipment;

utilisation of manpower towards productivity;

O 00 N1 O B

cooperation between workers and management; and
10  compliance of relevant rules and regulations.

Besides, the main steps before audit are to establish a clear picture about the unit
through the following questions:

1 Are the plans adequate to achieve the objectives?

2 Are the branches of management at least at par with other similar organisations in
the field? '

3 Are the systems of control efficient?
4 Are the protective methods suitable?
5 Are the policies and procedures being followed faithfully?

A preliminary approach to audit helps the auditor to correlate information, summarise
observations, draw. conclusions and offer suggestions for efficiency of operations.

MANAGEMENT AUDIT REPORT

Though there is no prescribed form of management audit report, it should normally

“incorporate the opinion of the auditor on the following matters:

1 Whether the rate of return on capital subscribed by the shareholders adequate and
reasonable;

2 Is the current rate of return on investment satisfactory when compared to that of
the last year?

3 In comparison to the operating costs of other similar units, what is the position in
the organisation under audit?

4 Is the existing plant and equipment capable of giving optimum production? '

5 Is the level of relationship between the management and staff and workers happy
and harmonious? .

Moreover, a good report on management audit should be —

(a) based on facts, correct statements guided by right information;
(b) . compact, concise and clear;

(c) critical but poli_fe;

) constructive and specific;

(e) . practical and positive in suggestions;

- ()  true assessment of operations;'and o

(g) . contribution to further efficiency in the organisation,

A management audit report, therefore, should be an aid to future control and
performance effectiveness.

Check Your Progress B

1 Define Management Audit.

............................................................................................
......................................................................................................
......................................................................................................

......................................................................................................

..........................................................................................

......................................................................................................

3 Fill in the blanks.

i) Management audit investigates into the soundness of management and its
efficiency of

..........................................

ii) Management audit tries to find .........ccoeennnnnn. in the working of the
system. '

iii) -Management audit is not a .............couevneis ceerienins obligation.

iv). Management audit begins where the work of ...... e erreraieaans . audit
ends.

v)  Management audit reports acts as a ............ NP ... to future and

petformance effectiveness.

12.17 SUMMARY

Cost and management audits are supplementary forms of audit. These are conducted in
the required circumstances in addition to the normal financial audit under the provisions
of the Companies Act. .

A cost audit is an examination of cost records and cost accounts 50 as to determine their
reliability in managerial decisions. A management audit is an evaluation of the
organisation, its policies, its performance, its efficiency and the prospects of its
improved profitability. :

These two forms of audit, therefore, are much relevant to the needs of internal control
and operational audit. When areas of weakness are identified and appropriate action is
taken to remove such weaknesses, the entire system becomes more efficient, policies
more practicable, assets more safe and records more dependable. All this contribute not
only to credibility of accounts, but also to productivity of operations.

Both cost audit and management audit now receive wider recognition and increasing
adaptation in modern organisation of a developing nature.

-

12.22 KEY WORDS

Cost Audii : Verification of cost records and examination of cost accounting procedures,

Efficiency Audit : Cost audit addressed to the constructive aspect of a business. -

Cost and Management Audit
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Auditor’s Report and Cost Audit  Internal Control : The entire system of controls, financial and otherwise, established by

the management in order to carry on the business of the enterprise in an orderly and
efficient manner. '

Management Audit : A process of examination and evaluation of the performance of
managerial functions in an organisation.

Propriety Audit : Cost audit addressed to the protective aspect of a business,

12.19 ANSWERS TO CHECK YOUR PROGRESS

A4 (i) True, (ii) False, (iii) False, (iv) True,
(v) False, (vi) True (vii) True (viii) False
B 3 (i) Operations (ii) Faults (iii) Statutory (iv) Financial

(v) Control

12.20 TERMINAL QUESTIONS

1 What is Cost Audit? What are its objectives?
_Differentiate between financial audit and cost audit.

State the advantages and limitations of cost audit.

Enumerate the points that need special attention in course of cost audit.

What are the various points that should be incorporated in a cost audit report?

- N O A N

What do you understand by management audit? How does it help management in
improvement of its effectiveness.

~3

Distinguish between financial audit and management audit.

8 What are the major areas of examination involved in management audit?

Note: These questions will help you to understand the unit better. Try to write
answers for them. But do not submit your answers to the University. These
are for your practice only.
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