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Unit 1 : Introduction to Auditing
Introduction
The Person who conducts the Audit is known as Auditor.
· An Auditor has to be a Qualified Chartered Accountant.
· Therefore, An audit generally means to Check the Accounts.
· Primary Objective of an Auditor is to check the Financial Statement i.e. Profit and Loss A/c & Balance Sheet, NTA, CFS and to Comment on the Financial Statement whether the financial statement are showing true and fair view or not (Proper and Accurate recording of Transactions which has been occurred).

Definition of Auditing
Given By ICAI “Auditing is The Independent Examination of Financial Statement of an Entity, Whether Profit oriented or not, and irrespective of its size or Legal form, and such an Examination is conducted to comment whether the Financial Statement are showing True and Fair view or not.”
True & Fair View
1) Proper Accounting Policies are followed (For eg : Depreciation – SLM or WDV etc. Like for Intangible Asset written off SLM must be used).
2) All the Accounting Standards must be Applied
3) Adequate Disclosures in Notes to Accounts (Like Contingent Liabilities must be shown in notes to accounts).

Features of Auditing
1) Audit is a Systematic and Scientific examination of the Books of Accounts of a Business.
2) Audit is undertaken by an Independent person or Body of Persons (like Firm of Chartered Accountants) who are duly qualified for the job.
3) Audit is a Verification of the results shown by the Profit and Loss Account and the state of affairs as shown by the Balance Sheet.
4) Audit is a Critical review of the System of Accounting and Internal Control (Check whether the Internal Control System is Weak or Strong).
5) Audit is done with the help of Vouchers, Documents, Information and Explanations received from the authorities (i.e. Clients).
6) The Auditor has to Satisfy himself with the Authenticity of the Financial Statements and Report that they exhibit a True and Fair View of the State of Affairs of the Concern.
7) The Auditor has to Inspect, Compare, Check, Review, Scrutinize (critical observation or examination) the Vouchers Supporting the transactions and Examine Correspondence, Minute books of Shareholders, Directors, Memorandum of Association and Articles of Association etc., in order to establish Correctness of the Books of Accounts.

Objectives of Audit
1. Primary / Basic Objective (Sec 143 of Companies Act, 2103)  - True & Fair View of  Financial Statement  (i.e P&L a/c, Bal. Sheet)
2. Secondary / Incidental Objective - Detection of Errors & Frauds

Error
“Error” means An Unintentional Mistake in Financial Information. It is an Inadvertent (involuntary, unintended) or Innocent (bonafide) Mistake in the Books and Records. Error results into misstatement (incorrect statement) of Books of Accounts.
Types of Errors 
A ) Error of Principle : An Error of Principle occurs when the Transactions is not recorded according to the Basic Principles of Accounting.
1) The Debit or Credit is given to the wrong head of account.
2) These errors do not affect the Trial Balance, But they affect the True and Fair View of Accounts.
Thus, due to such errors the Accounts show a misleading picture of the Assets, Liabilities, Profit or Loss of the Concern
Examples of Errors of Principle : Treating Revenue Expenses as Capital Expenditure and Vice Versa.
· Ignoring Prepaid or Outstanding expenses.
· Ignoring Income received in Advance or Income Accrued.
· Over valuation or Under valuation of Stocks etc.
B) Clerical Errors 
1. Errors of Omission:- An Error of Omission occurs when a Transactions is omitted from Books either Wholly or Partly.
· If a transaction is partially omitted, the Trial Balance would not tally and the error can be detected and rectified. 
E.g.:- Goods Sold to Mr. Kapil is recorded only in Sales book i.e. Sales A/c is Credited But Party A/c has not been debited.
· If a transaction is wholly omitted, the Trial Balance would still tally and it would be difficult to detect such error. 
E.g.:- Goods sold to Mr. Mahesh is not recorded in books of Accounts.

2. Errors of commission:- An Error of commission occurs when a Transaction is entered in the Books but Wrongly.
Mathematical errors:- Mathematical error of calculations may occur in Voucher, Books, Ledger, Trial Balance and so on.
· Like, In a Sales Bill, 100 Quantity x ₹ 10 may be calculated as ₹ 10000 instead of ₹ 1000.
· Since the original entry itself is of wrong amount, the Trial Balance will tally.
Casting Errors:- Casting errors i.e. errors in Totaling, Carry-forward etc. may occur in Day Books, Ledgers or the Trial Balance.
· Like, In Sales Register, while Totaling all bills for a month a bill of ₹1000 may be taken as ₹ 10000. Thus the amount posted to Sales Account (₹ 10000) will be more by ₹ 9000 as compared to the amount posted to the Debtors A/c.
· This will lead to difference in Trial Balance and can be detected by checking the casting of the Sales Register.
Posting Errors:- Posting errors occur while posting amounts from Registers (Day Books/Journal) into the Ledgers.
· Like, A Sales Bill of ₹ 1000 on Mr. A may be Posted on the Credit Side instead of Debit Side of Mr. A’s A/c. OR
· A Sales Bill of ₹ 1000 on Mr. A may be Posted to Mr. A’s A/c for ₹ 10000.
· The Error of Posting Wrong amount or of the Posting on the Wrong side of Account will affect Trial Balance and can be detected by checking the posting.
Recording Errors:- Recording errors occur while Recording Transaction into Wrong head of Account.
· Like Sale Transaction Wrongly Recorded in Purchase book
· The Error of Recording on the Wrong side of Account will affect Trial Balance and can be detected by checking the Recording.
3. Compensating Errors : Compensating errors occur when the effect of one error is Compensated by another error.
· Thus, one error cancels the effect of another error and there is no final net effect on the Accounts.
· Like, one Sales Bill No. 50 for ₹ 1000 on Mr. A is posted into Account of Mr. B, And another Sales Bill No. 60 for ₹ 1000 on Mr. B is posted into the Account of Mr. A. The posting error in the first bill is compensated by the posting error in the second bill.
· These errors Cancels each other and do not affect the Trial Balance.
4. Errors of Duplication : Errors of Duplication occur when a Transaction is recorded Twice in the Books of Original Entry.
· The Posting is also done Twice.
· Like, A Sales Bill for ₹ 1000 on A may be Recorded Twice in the Sales Register.
· Such an error would not affect the Trial Balance.

Frauds  
“ Frauds means an Intentional or Deliberate Misrepresentation of Financial Information by Management or Employee.”
- Fraud is a Deliberate and mala fide mistake.
- Which results into misstatement (incorrect statement) of Books of Accounts.
Types of Frauds 
1) Misreporting 
a. Not Recording Transactions:- Transactions may not be recorded at all. For Example:- Goods Sold may not be recorded as sales in sales register. Thus, Such Fraud occurs when an Error of Omission is Intentional.
b. Recording Dummy Transactions:- Dummy or bogus transactions may be recorded. For Example:- Goods sent on Consignment may be shown as Actual Sales in Sales Register. Thus, Such Fraud occurs when an Error of Commission is Intentional.
c. Misapplications of Accounting Policies:- Accounting policies may be applied wrongly. For Example:- Treating Revenue Expenses as Capital Expenditure and Vice Versa. Thus, Such Fraud occurs when an Error of Principle is Intentional.
d. Window Dressing And Secret Reserves:- - Window Dressing:- In Window Dressing, The Accounts are made in such a way as to show a much better condition than the Actual condition. The profits and net worth are Overstated in the Final Accounts. It can be done by:- Overstatement of Assets or Understatement of Liabilities. For Example:- Recording New Fixed Asset purchased in the Books at a Higher Cost. OR Income received in Advance is treated as Income instead of liabilities.
- Secret Reserves:- Secret Reserve means part of profits secretly reserved for future use. Secret Reserve are those reserves which are not shown on the face of the Balance Sheet. Eric Kohler defines Secret Reserve as: “The Amount by which the Net Worth has been deliberately understated – a hidden reserve. Such a condition exists where the Assets are omitted or Undervalued or Where Liabilities are Overstated.” sFor Example:- Omitting to record new Fixed Assets in the Books. OR Receipt from Sale price is treated as a Deposit from Debtor i.e. Capital Receipt.

2) Misappropriation 
a. Misappropriation of Cash : Cash may be misappropriated, embezzled or stolen out of - a) Cash Received, - b) Cash Paid, - c) Cash Balance.
a. From Cash Received:- Cash Received may be misappropriated by - 
i) Not Recording Cash received:- By not recording cash received at all or recording only part amount as received and pocketing the balance. This is an Intentional error of omission and occurs in case of - Cash sales , Sale of Scrap, Sale of Assets e.g. Furniture
Windfall Gains e.g.:- Recovery of Bad debt, damages received, Discount from Creditors etc.
ii) Teeming and Lading:- By Teeming and Lading i.e. Pocketing the First receipt from Party X and Showing Second receipt from Party Y as received from X, then Showing Third receipt from Party Z as received from Y and so on and using the money meanwhile
b. From Cash Payments:- Cash may be misappropriated out of Cash Payments by Recording dummy or excess payments. Like Salaries or Wages may be shown as paid to dummy employees or Amount paid may be shown as higher than the Actual Payment.
c From Cash Balance:- Cash may be actually Stolen or embezzled out of the Cash in Hand Lying in the Cash Box

b. Misappropriation of Goods :Goods ma y be misappropriated, or stolen out of a) Goods Received, b) Goods Dispatched, c) Stock in hand.
a) From Goods Received:- Goods Received may be misappropriated by Not Recording Goods Received at all or Recording only part quantity as received and misappropriating the balance. This is an Intentional Error of Omission and occurs in case of weak control over Purchases and storage.
b) From Goods Dispatched:- Goods may be misappropriated out of despatches by recording Dummy or Excess Sales.
c) From Stock in Hand:- Goods may be actually Stolen out of the Stock in hand lying in the warehouse.

Concept of Window dressing & Secret Reserve 
Window Dressing :- In Window Dressing, The Accounts are made in such a way as to show a much better condition than the Actual condition. The profits and net worth are Overstated in the Final Accounts. It can be done by:- Overstatement of Assets or Understatement of Liabilities. For Example:- Recording New Fixed Asset purchased in the Books at a Higher Cost. OR Income received in Advance is treated as Income instead of liabilities.
Why Window Dressing is done : 
1.Mislead Investors & Lenders:- A Company want to mislead investors into buying its Shares by showing a better picture of its Net Worth. The Banks may give larger Loans based on the Higher Net worth Shown in the Accounts.
2. The Concern may be taken over by another concern for a higher price.
3. Hide Losses :- In order to able to pay dividends to the Shareholders.
4. Higher Commission :- Done by the Directors themselves so as to earn more Commission based on the Higher Profits shown in the Books of the Company.

Objections against window dressing  
1. No True and Fair View 
2. Shareholders Suffer 
3. Hides Inefficiency of Management 
4. Fraud by Management 
5. It is against Companies Act, 2013 

Secret Reserves : Secret Reserves:- Secret Reserve means part of profits secretly reserved for future use. Secret Reserve are those reserves which are not shown on the face of the Balance Sheet. Eric Kohler defines Secret Reserve as: “The Amount by which the Net Worth has been deliberately understated – a hidden reserve.  Such a condition exists where the Assets are omitted or Undervalued or Where Liabilities are Overstated.” For Example:- Omitting to record new Fixed Assets in the Books. OR Receipt from Sale price is treated as a Deposit from Debtor i.e. Capital Receipt.
Why Secret Reserves are created : 
1. Mislead Competitors
2. Hide Abnormal Profits
3. Fraud.
4. Legally Allowed to Banks

Objections against Secret reserve  
1. No True and Fair View 
2. Shareholders Suffer 
3. Undue Benefit to Management
4. Fraud by Management 
5. No Check on Assets
6. No Insurance Claim 
7. Against Companies Act, 2013 

Auditors Duties Regarding Frauds (including window dressing & secret reserve)
1) Disclose in Audit Report- To report whether the accounts give a true and fair view.
2.) Report to Central Government:- An offense involving fraud (amount of fraud 1 crore or more) is being or has been committed against the company by officers or employees of the company.
3) Check Articles of Association:- He should study the Articles of Association of the company to verify the provision regarding reserves contained therein.
4) Verify Income:- He should verify whether all the income has been properly brought in, recorded and reported in the books.
5) Verify Assets and Liabilities
6) Verify Provisions:- He should examine whether the provisions of any liability is lower or higher than the amount considered reasonable and necessary in the opinion of the directors. The Excess Provisions, if any, should be treated and disclosed as a reserve.
7) Verify Closing Stock:- He should verify the value of the Closing Stock. He should see that there is no change in the basis of valuation of the Closing Stock. If there is any such change, its effect on the profit for the year should be disclosed.
8) Disclose change in method of Accounting:- like method of charging depreciation. 
9) Prevent Omission of Assets and Liabilities
10) Disclose Bad Debts

Auditors responsibility for Frauds & Errors 
The ICAI has laid down the responsibility of an Auditor for Errors and Frauds in SA (Standards on Auditing) 240 (The Auditor’s Responsibility Relating to Fraud in an Audit of Financial Statements) as follows :- 
1. Basic Responsibility of Management :- Management is basically responsible for prevention and detection of errors and frauds & to establish a good accounting and internal control system to prevent and detect errors and frauds.
2. Incidental Objective of Audit:- The Auditor should plan and perform audit in such a way as to ensure that the Accounts are free from major error and frauds.
3. Possibility of Non-detection:- Due to inherent limitations of Auditing, it is possible that some errors or frauds may remain undetected. This does not imply that the Auditor has failed in his duty. So long as the Auditor has taken reasonable care and followed the basic principles of Auditing, the Auditor is not to be held responsible for any error or fraud remaining undiscovered.
4. When Circumstances indicate Error or Fraud:- When circumstances indicate existence of errors or frauds, the Auditor should take additional steps to detect them and to ensure that the Final Accounts are free from Errors and Frauds.
5. Report to Central Government:- an offense involving fraud (amount of fraud 1 crore or more) is being or has been committed against the company by officers or employees of the company.
6. CARO (Companies Auditor Report Order) 2016:- In the case of a Company, its Auditor is required, under Companies Auditor Report Order (CARO) 2016, to report whether any fraud on or by the company has been noticed or reported during the year; if so, the nature and the amount involved is to be indicated.

Advantages of Auditing 
1. Assurance of True and Fair Accounts
2. True and Fair Balance Sheet 
3. True and Fair Profit and Loss Account
4. Tally with Books
5. As per Law:- Schedule VI of the Companies Act, 2013
6. As per Standard Accounting and Auditing Practices
7. Disclose All Material Facts
8. Detection and Prevention of Errors and Frauds
9. Moral Check on Employees
10. Advice on System, Taxation, Finance
11. Facilitates Comparison
12. Evidence in court
13. Listing of Shares

Inherent Limitations of Auditing 
1. An Auditor cannot check each and every transactions.
2. Audit evidence is not conclusive in nature:- Like confirmation by a debtor is not a conclusive evidence that the amount will be collected.
3. An Auditor cannot be expected to discover deeply laid frauds.
4. Audit cannot assure the user of accounts about the future profitability, Prospects or the efficiency of the management. 
5. An Auditor has to rely upon experts:- Auditor may have to rely on experts in related fields such as Lawyers, engineers, Valuers etc. for estimating contingent liabilities, Valuation of Fixed Assets etc.
6) An Auditor is supposed to be but may not be Independent.
7) No Absolute certainty:- Auditor’s work involves exercise of judgment. much of the evidence available to the Auditor can enable him to draw only reasonable conclusions there from.
8) Misstatements may remain undiscovered

Principles of Audit  
[SA (Standards on Auditing) 200:- Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with Standards on Auditing]
1. Integrity, objectivity and Independence:- The Auditor should be Honest and Sincere in his Audit work. He must be fair and objective. He should also be Independent.
2. Confidentiality:- The Auditor should keep the information obtained during Audit, Confidential. He should not disclose such information to any third party. He should, it is said, keep his eyes and ears open but his mouth shut.
3. Skill and Competence:- The Auditor should have adequate training, experience and competence in Auditing. He should have a Professional Qualification(C.A.) and Practical experience. He should be aware of recent development in the field of Auditing.
4) Materiality:- Information is Material if its Misstatement could influence economic decisions of the user. Material matters are important for the True and Fair View.
5) Work Performed by Others:- The Auditor should carefully direct, supervise and review the work of his Assistants.
· He should satisfy himself that work done by an Internal Auditor is reliable.
· He should satisfy himself that work done by an Expert (Lawyer, Valuer, etc.) is reliable.
6) Documentation:- The Auditor should document matters which are important in providing evidence that the Audit was carried out in accordance with the basic principles.
7) Planning:- The Auditor should plan his work to enable him to conduct an effective Audit in an efficient and timely manner. The Audit plans should be based on a Knowledge of the Client’s business.
8) Audit Evidence:- The Auditor should obtain sufficient and Appropriate Audit evidence to enable him to draw reasonable conclusions.
9) Accounting System and Controls:- Management is responsible for maintaining an Adequate Accounting System and Controls. The Auditor should reasonably assure himself that the Accounting system is adequate and that all the Accounting Information which should be recorded has in fact been recorded.
10) Audit Conclusion:- The Auditor should review and assess the conclusions drawn from the Audit Evidence obtained and from his knowledge of business of the entity as the basis for the expression of his opinion on the financial information.
11) Audit Report:- The Audit Report should contain a clear written expression of opinion on the financial information.
· An Unqualified opinion indicates the Auditor’s Satisfaction in all material respects.
· When a qualified (not complete or absolute) opinion, adverse opinion or a disclaimer of opinion is to be given or reservation of opinion on any matter is to be made, the Audit report should state the reasons thereof.

Types of Audit 
1. Statutory Audit (Compulsory) 
E.g Audit of Companies, Insurance Co, Banks, Co-op society
2. Non Statutory Audit (Voluntary) 
Eg Audit of Sole trader, Partnership

Conduct of Audit 
Audits can be classified on the basis of the method or approach (conduct) into :-
· Continuous Audit
· Final Audit / Annual Audit
· Interim Audit
· Balance Sheet Audit

Concurrent Audit :- An Audit or Verification of transactions or activities of an organization concurrently (happen at the same time) as the transactions/activity takes place. It is generally performed for Banks (RBI gives guidelines for conduct of Concurrent audit)

Continuous Audit : 
Continuous Audit means An Audit at Regular Intervals throughout the Accounting year. Continuous Audit is necessary where the Volume of transactions is very large. Continuous Audit is necessary where the system of Internal Control or Internal Check is weak.
Advantages of Continuous Audit 
1. Quick Preparation of Final Accounts
2. Early Dividend to Shareholders
3. Up-to-date Accounts for Banks / Investors
4. Check on Employees
5. Prevent Errors and Frauds
6. Familiarity with Client’s Business
7. Thorough Audit
8. Utilization of Audit staff
Disadvantages of continuous Audit 
1. Expensive 
2. Audit in Installments
3. Errors and Frauds in Books already checked
4. Disrupts Accounts work
5. Undue Reliance on Auditors

Final  Or Annual Audit
Final or Annual Audit means An Audit taken up after the end of the Accounting year. Spicer and Pegler define it as :- “ An Audit which is not commenced until after the end of the Financial year and then Carried on until completed.” Generally majority of Audits are in the nature of Final or Annual Audits.
Advantages Of Final Or Annual Audit
1. Inexpensive
2. Audit at a Stretch 
3. Less Errors and Frauds
4. Does not Disrupt Accounts work
Disadvantages Of Final Or Annual Audit
1. Delay in Final Accounts
2. Late Dividends to Shareholders
3. Stale Accounts for Banks/Investors
4. No Moral Check on Employees
5. No Familiarity with Client’s Business
6. Sample Check
7. Uneven Work-load for Audit Staff

Interim Audit
Interim Audit is An Audit conducted in between the Annual Audits. For example:- An Audit of Accounts prepared for the period of Six months from 1st April to 30th September, would be Interim Audit.
Advantages Of Interim Audit
1. Quarterly Results
2. Interim Dividends to Shareholders
3. Quick Preparation of Final Accounts
4. Up-to-date Accounts for Banks/Investors
5. Check on Employees 
6. Prevent Errors and Frauds
7. Thorough Final Audit
8. Utilization of Audit Staff
Disadvantages Of Interim Audit
1. Expensive
2. Audit in Installments
3. Errors and Frauds in Books Already Checked
4. Disrupts Accounts work

Balance Sheet Audit
Balance Sheet Audit involves an in-depth examination of the various items in the Balance Sheet and Profit and Loss Account. The Original entries and Vouchers are examined only to the extent necessary. Balance Sheet Audits are conducted in case of very large organization, Banks etc. 
Advantages Of Balance Sheet Audit
1. No Change in accounts
2. No interruptions
3. No loose links.
4. Less Time and Cost
5. Comparison
 6. Analysis
7. Decisions
Disadvantages Of Balance Sheet Audit
1. No Check on Employee.
2. No Review of Internal Controls
3. Post-mortem.
4. Programming Errors
5. Ignores events after Balance Sheet
6. Ignores causes of change
7. No Information about Profit/Loss

Types Of Opinion :
1. Unqualified opinion
2. Qualified opinion
3. Disclaimer of opinion
4. Adverse Opinion














Unit II Audit Planning, Procedure & Documentation
Audit Planning (SA 300) 
Audit planning is a vital area of the audit primarily conducted at the beginning of audit process to ensure that appropriate attention is devoted to important areas, potential problems are promptly identified, work is completed expeditiously and work is properly coordinated.
1. Meaning :- The Auditor should plan his work to enable him to conduct an effective audit in an efficient and timely manner.
2. Basis :- Plans should be primarily based on knowledge of the Client’s business.
3. Coverage :- Acquiring knowledge of client’s accounting systems, policies and internal control procedures.
4. Revision :- Plans should be developed and revised as necessary during the course of the audit.
5. Overall Plan and Programme
6. Benefits:- Adequate Audit Planning helps to –
· ensure that appropriate attention is devoted to important areas of the audit;
· ensure that Potential problems are promptly identified;
· utilize the assistants properly;
· Complete the work as per required Standards.
· Co-ordinate the work done by other auditors and experts.
7. Responsibility:- Though the auditor may discuss his overall plan with the client, the overall audit plan and the audit programme remain his responsibility.
8. Factors:- In planning his audit, the auditor will consider factors such as – 
· Knowledge of the Client’s business,
· His previous experience with the client etc.
9. Knowledge of Client’s Business:- The Auditor can obtain knowledge of the client’s business from the following sources of information.
· The Client’s Annual Reports,
· Minutes of meetings of Shareholders, Board of Directors and Important committees,
· Discussions with Client,
· The Internal Financial Management reports for current and previous periods, including budgets, if any
· Visits to the Client’s Premises and Plant facilities.
10. Previous Year’s Matters:- The auditor should pay particular attention to previous year’s matters recorded in audit file that required special consideration for their effect on the work in the current year.
11. Discussion with Clients:- It will help the auditor to judge –
i) Complexity of Audit:-
· Changes in management, Organizational structure and activities of the client,
· New or closed premises and Plant facilities.
· Significant matters arising from previous year’s financial statements, etc.
ii) Environment in which the entity operates:-
· Current Government Legislation, Rules, Regulations and directives affecting the client,
· Current Business Developments affecting the client, etc.
12. Overall Audit Plan / Approach:- The Following matters help the Auditor in Developing the overall Audit Plan:-
· The terms of his engagement and any Statutory Responsibilities,
· The Accounting Policies adopted by the client and changes in those policies,
· The Identification of Significant Audit areas,
· The Setting of Materiality Levels (like where major amounts are involved) for Audit purposes.
· The Degree of reliance he expects to be able to place on Accounting system and Internal Control.
· The Involvement of Experts, etc.

Audit Programme
Audit Programme is an Outline of how the Audit is to be Conducted by the Audit Staff, - Who is to do what work and within what time. It is a Time Table of what work is to be done by whom, how and when. Prof. Meigs defines an Audit Programme as “ A detailed plan of the Audit work to be performed, Specifying the procedures to followed in Verification of each item in the Financial Statements, and giving the estimated time period.”
Contents Of The Audit Programme : 
The auditor should prepare a written Audit programme before commencing the Audit containing the following details:- 
1. Client and Accounting Year:- the heading of the Audit Programme contains the Name of the Client and the Accounting year in respect of which the Audit is to be conducted.
2. Audit Procedures:- It lays down the specific Audit Procedures to be followed step by step viz. 
a) Evaluation of the Internal Control,
b) Vouching of transactions in books such as Sales, Purchase, Cash, Bank, Journal etc.
c) Verification and Valuation of Assets and Liabilities, etc.
3) Distribution of Audit Work:- It specifies the Allocation and Distribution of Audit work among Senior Auditor, Junior Auditors and Assistants so that each one knows what work is to be done by whom.
4) Time Table:- The Audit Programme gives the schedule of Audit work. It contains the Time Table for each job. It shows the time expected to be taken and the actual time taken for carrying out each Audit Procedure described above.

Types Of Audit Programme
A) Fixed Audit Programme :- A Fixed Audit Programme is Fixed once and for all in the beginning and must be followed strictly throughout the Audit.
B) Flexible Audit Programme:- A Flexible Audit Programme is reviewed constantly as the Audit goes on. A Flexible Audit Programme is suitably modified in the light of Actual Audit work.
ADVANTAGES OF AUDIT PROGRAMME
1) Guidance to Assistants
2) No Omission or Repetition of Work
3) Checklist of Audit Procedures
4) Direction to Assistants
5) Delegation (giving) and Supervision of Work
6) Allocation and Responsibility of Work
7) Evidence in Court
8) Timely Completion of Audit
9) Flexible Audit Programme
DISADVANTAGES OF AUDIT PROGRAMME
1) Mechanical Work
2) ‘Work To Rule’ 
3) Defense Against Deficiencies
4) Insufficient Evidence In Court
5) Rigid Time Table.
6) Fixed Audit Programme

Audit Evidence [SA 500]
Audit Evidence means all of the Information used by the Auditor in arriving at the conclusions on which Auditor’s opinion is based. Auditor needs to obtain evidence in respect of the following Basic matters:- 
I. Internal Controls,
II. Transactions during the year,
III. Balances of Assets and Liabilities at the end of year. 
Such Evidence must be Sufficient, Relevant and Reliable

I. Evidence About Internal Control
1. Existence
2. Effective
3. Operative

II. Evidence About Transactions During The Year
1. Occurrence
2. Complete.
3. Amount
4. Disclosure

III. Evidence About Year-End Balances Of Assets & Liabilities
1. Existence
2. Rights and Obligations
3. Valuation
4. Disclosure

Essential Of Good Audit Evidence
1. Sufficient Evidence:- Sufficient evidence means Adequate evidence in terms of its quantity or extent. Audit evidence need not be obtained by 100% checking. Sufficient evidence can be obtained even by test checking.
2. Relevant Evidence:- Audit Evidence must be relevant to the matter being checked. Thus, If Transactions in stock book for receipt and issue are being checked, relevant evidence would be Goods Received Notes, Delivery Challans etc.
3) Reliable Evidence:- No evidence can be 100% reliable or conclusive. It is said that audit evidence is normally persuasive (convincing or substantial) rather than conclusive in nature. Auditor must see whether the evidence obtained is reliable or not. Reliability of Audit evidence depends upon:- a) Its Source:- whether the evidence is Internal (e.g. Pay Rolls prepared by the concern itself) or External (e.g. Confirmation by Debtors); AND b) Its Nature:- whether the evidence is Verbal (e.g. Explanations from client’s staff), Visual (e.g. Physical Verification of stock) or Documentary (e.g. Supporting documents such as bills attached to vouchers).

Audit Procedures
Audit Procedures means the ‘Steps’ taken to obtain Audit Evidence.
Audit Procedures can be classified basically into:-
· Compliance Procedures (regarding ‘Internal Controls’)
· Substantive Procedures (regarding ‘Transactions & Balances of Assets and Liabilities’)

1) Compliance Procedures : Compliance Procedures are The Steps taken to obtain evidence regarding the Internal Controls, viz. that the Internal Control exist, that they are effective, and that they were actually in operation during the accounting year.

2) Substantive Procedure : Substantive Procedures are the steps taken by the Auditor to obtain Evidence regarding (Accounts):-
- The Transactions during the year AND
- The Balances of the Assets and Liabilities as at the year end.
Evidence obtained from Compliance Procedures determines the Nature, timing and extent of the Substantive Procedure.
Following are the main Substantive Procedures used in an Audit :-
· Vouching
· Posting Checking
· Casting Checking
· Ledger Scrutiny
· Verification
· Grouping and Disclosure

Audit Techniques (Methods) 
Audit Techniques means the Methods used to obtain Audit Evidence. Audit Techniques are of the Following Types:-
· Inspection:- Examining records, documents or tangible assets
· Observation:- Observing a procedure being performed by others
· Inquiry:- Seeking information from employees of the client & from outsiders
· Confirmations:- A formal inquiry from outsiders like from debtors, suppliers
· Computations:- Checking of arithmetical accuracy
· Analytical Review:- Study of various accounting ratios & comparison of figures of current year with those of past to ascertain unusual differences.

Audit Working Papers
Audit Working Papers means A Record of 
1) The Audit Plan
2) The Audit Procedures performed and
3) The Conclusions drawn from the Evidence obtained.
 Audit Working Papers is the Link between the Client’s records (Auditee) and the Auditor’s Report.  ICAI also states that “Working Papers are the Property of the Auditor”.  Retention period of Audit Working Paper or Audit Documentation is 7 years (as per SA 230 – Standard on Auditing on ‘Documentation’).  - The Lien is the right of one person to satisfy a claim against another by holding others property as security. Statutory auditor has a right of lien on working papers 
Main function / Importance of audit working papers
1) Main Function:- The main function of Audit Working Papers, according to SA 230 is to provide:- 
- A sufficient and Appropriate Record of the Basis for the Auditor’s report and
- Evidence that the Audit was planned and performed in accordance with the Standards on Auditing and applicable legal and regulatory requirements.
2) Plan and Perform:- Working papers help the Audit team to Plan and Perform the Audit:-
- Devote proper attention to the important areas of the Audit.
- Handle the problems which arise during the Audit.
- Take steps to complete the work in time.
- Co-ordinate with other Auditors (Branch or Joint) and Experts.
3) Direct, Supervise and Review:- Working Papers help the Senior Auditor to Direct, Supervise and Review the Audit work.
4) Record Evidence
5) Inspection:- Working papers enable external inspection under any laws, rules etc. (e.g. by Registrar of Companies).
6) Accountability:- Working papers pinpoint the responsibility of the work done by each member.
7) Prove in Courts:- Working papers provide evidence in Courts of Law of the Audit work done in case a suit for negligence is filed against the Auditor.

Audit Working papers should be divided between –
A. Permanent Audit File – It is useful for Successive Audit for upcoming years; and 
B. Current Audit File – It is useful for current year audit 
A) Contents Of Permanent Audit File : A Permanent Audit File, which is useful in Successive Audits, contains the following details:-
1) Memorandum and Articles of Association of the Company or the Partnership Deed case of a Firm, The Trust Deed in case of a Trust.
2) Study and Evaluation of Internal Control System by way of Questionnaires, flow charts etc.
3) Description of Accounting Policies and System.
4) Copies of Audited Accounts of earlier years.
5) Analysis of Ratios, Trends etc. in earlier years.
6) Letters to management by the Auditor containing observations on earlier Audits.
7) Communication with the previous Auditor and his reply.
8) Notes on Discussions with the client

B) Current Audit File : A Current (Temporary) Audit File contains the following details pertaining to the Audit of the Current Year:-
1) Letter of Appointment for the Current year and its Acceptance.
2) Documents obtained from the client before commencement of Audit. e.g. Organisation Chart, List of Authorised Officers, List of places of Business, List of Books, Internal Control Manual and Internal Auditor’s reports, List of Products, List of Relatives etc.
3) Audit Plan.
4) Audit Programme.
5) Analysis of Transactions and Balances.
6) Evidence of review and supervision of the work of the assistants.
7) Copies of Correspondence with the Joint or Branch Auditors and experts.
8) Extracts of Important Resolutions from Minute Books.
9) Letters of Confirmation from Parties, Banks, Lenders etc.
10) Certificate (representations) from management regarding Closing stock, Verification of Fixed Assets, Value of Current Assets and so on.

Audit Notebook
MEANING:- Audit Note Book (Remembrance Book) is A Part of the Current Audit File (Audit Working Papers). It Contains the ‘notes’ made by the Audit team for recording special points which have been observed during the course of Audit.
Aspects Of Audit Notebook
1) Form
2) Contents:- The Audit Note Book Contains –
- The Audit Programme.
- Analysis of Transactions and Balances.
- A Record of the nature, timing and extent of Auditing Procedures performed (Vouching, Verification etc.), and the results of such procedures i.e. the Points raised (queries), How the points were solved, The explanation or documents obtained while solving the queries and the conclusions drawn.
Evidence that the work performed by Assistants was supervised & reviewed.
3) Identification:- While making any entries in the Audit Note Book, The Audit team should carefully identify the item being checked. 
- For Example:- While recording a Query about a Purchase Invoice, The Audit Note Book should record the Purchase Invoice No. and Date. If Sample testing is done, the details about sample selection should be mentioned in the Audit Note Book.
- If certain matters involving inquiries of specific employees, the Auditor may record the dates of the inquiries and the names and Job designations of the employees.
4) Queries:- The Study on Audit Documentation deals with queries – their recording, replies and discussion between Auditor and the Management.
5) Adjusting Journal Entries:- If the Query is valid, the Auditor must make sure that a Journal entry is passed Adjusting the error identified in the Query.
6) Importance of Audit Notes:- The Audit Note Book provides a Valuable help to the Auditor in picking up the links of work when the concerned assistant is away or the work is stopped temporarily. It is used for recording the various queries raised in the course of work and their disposal.  Audit Notes can be an important defence for the Auditor in a court case for negligence against him.
























Unit 3 : Auditing Techniques And Reading Of A Ledger Account
Test Check 
100% Checking is neither possible nor necessary. Auditor can select only a few sample transactions for vouching. Similarly, he can select only a few items of assets for verification. From an Representative sample, Auditor can form an opinion about the entire class of transactions or balances. Such Test Check enables an Auditor to judge whether the remaining entries are correct or not.
Examples of test checking : Check 25% of Purchase Vouchers.
Check 25% of Postings from Purchase Journal into Creditors Ledger.
Check Totals of 25% of Accounts in Creditors Ledger.
Send Letters of Confirmation to 25% of the Total Creditors.
Thus, if the Auditor is satisfied about 25% of the Purchase Transactions and Creditors Balances, he may Conclude that the remaining 75% of the transactions and Balances are Correct.
Test Checking means To Select and Examine a Representative Sample from a Large number of Similar items. ( Prof. Meigs)
Need / Importance Of Test Checking
1) Full Checking Impossible
2) Full Checking Unnecessary 
Advantages Of Test Checks
1) Test Checking helps to reduce the Cost of Audit.
2) It helps to speed up the Audit work.
3) It helps to decide whether the financial records are reliable and to what extent.
4) It is a Labour Saving Technique.
5) It helps the Auditor to arrive at a conclusion regarding the True and Fair View of the state of affairs of the business.
Drawbacks Of Test Checks
1) Arbitrary Selection:- The items to be checked and the extent of checking are selected on an arbitrary basis. The selection depends upon the Personal Judgement of the Auditor.
2) Ignores Statistical Techniques:- Test checking ignores Statistical techniques of Sampling, random selection, risk assessment etc. Thus, Auditor cannot be confident that he has selected the right sample.
3) Ignores Quality:- An Audit in instruction regarding, say 25% checking of purchase entries, does not indicate how those 25% entries are to be selected. Such instruction deals with how many items are to be selected and not how they are to be selected. Thus, Test Checking emphasizes quantity rather than quality of checking. The Audit Assistant may check only the simple entries or the confirmation letters may be sent only to the parties whose balances are good and so on.
4) Risks:- Risks means the possibility that conclusions based on Test Checks may be different from those based on 100% Checking. Risks are of the following types – 
a) Reliance on Internal Controls:- Auditor may wrongly rely or not rely on the Internal Controls verified on test check basis. Thus, Auditor may rely on the controls when he should not have so relied. Or, he may not rely on the controls, when the controls were actually reliable.
b) Wrong Conclusions:- Auditor may draw wrong conclusions from test checking. Thus, if he vouches 25% of Purchase Transactions, he may conclude that –
· Balance 75% transactions are proper or 
· Balance 75% transactions are not proper
Both these Conclusions may be wrong.
Precautions To Be Taken While Test Checking
Test Checking is an accepted Auditing Procedure which should be adopted for Audit work after taking the following Precautions.
1) Classify Transactions
2) Study of System and Procedures
3) Evaluation of Internal Controls
4) Test Check Plan:- A properly thought-out test check plan should be prepared.
5) No Bias in Selection
6) Avoid Unsuitable Areas
7) Decide Number of Transactions
8) Decide Significance of Errors:- material errors may be properly and thoroughly investigated.

Routine Checking : Routine checking means Checking of Arithmetical accuracy of Books of Original entry and Ledgers with a view to detecting Clerical errors and Simple Frauds. It involves the :-
· Checking of Casting, Sub-casting (totals, sub-totals), Carry-forward, Calculations etc. in subsidiary books,
· Checking of Postings into the Ledgers, Casting of Ledgers account and
· extraction of their balance into the Trial Balance.
Features Of Routine Checking
1) Detailed Checking:- detailed checking of each and every Accounting step- entries in original books, postings into the ledger and preparation of the trial balance. Efforts are made to check the maximum number of transactions / balances.
2) Traditional System:- It is the traditional system of audit also known as ‘Vouch and Post’ Audit.
3) Juniors:- The work is usually done by Junior members of the Auditor’s Staff.
4) Ticks:- Distinctive ‘ticks’ are used in routine checking for different purposes e.g. for Totals, for Posting, etc. Hence ‘Routine Checking’ is also called ‘tick-work’. Auditor also use coloured pencils. Senior Auditor should use green pencils & Junior Audit staff should use blue pencils.
5) Routine Errors / Frauds:- It can reveal routine clerical errors/frauds.
Advantages Of Routine Checking
1) It is the Simplest form of Audit work.
2) Errors and Frauds of simple nature can be very easily detected.
3) The Books of Accounts can be thoroughly checked.
4) It helps in Checking Castings and Postings.
5) Arithmetical accuracy of all the transactions can be confirmed by this method.
6) It offers an opportunity to train the Junior Auditors.
Disadvantages Of Routine Checking
1) It is a Mechanical and boring work.
2) It can detect only simple Arithmetical errors and small frauds.
3) It is Time-consuming and Expensive.
4) It is unnecessary in case of large business using Information Technology.

Audit Sampling [ SA 530 ] : According to SA 530, “Audit Sampling” means the Application of Audit Procedures to less than 100% of the items within an account balance or class of transactions to enable the Auditor to obtain and evaluate Audit evidence about some characteristics of the items selected in order to form or assist in forming a conclusion concerning the population.
Purpose Of Audit Sampling : While using Sampling methods, The Auditor should:-
· Design and Select Sample,
· Perform Audit Procedures on Sample,
· Evaluate Sample Results to Provide Audit Evidence.
Factors For Designing Audit Sample : While designing an Audit sample, the Auditor should consider:-
1) Audit Objectives
2) Population
3) Audit Evidence

Sampling Risk : 
MEANING:- Sampling Risk arises from the Possibility that the Auditor’s conclusion, based on a Sample, may be different from the Conclusion that would be reached if the entire population were subjected to the same Audit procedure.
The Auditor is faced with Sampling Risk in:-
i) Tests of Control (Internal Control), and
ii) Substantive Procedures.
Sampling Risk
i) Sampling Risks in Tests of Control:- The Auditor faces the following Sampling Risk in tests of control (Internal Control) –
a) Risk of Under Reliance:- The risk that, although the Sample result does not support the Auditor’s assessment of control risk, The Actual Compliance rate (Internal control) would support such an assessment.
b) Risk of Over Reliance:- The risk that, although the sample result supports the Auditor’s Assessment of Control risk, the Actual Compliance rate (Internal Control) would not support such an assessment.

ii) Sampling Risks in Substantive Procedures:- The Auditor faces the following sampling risk in substantive procedures (Transactions & Balances) –
a) Risk of Incorrect Rejections:- The risk that, although the sample result supports the conclusion that a recorded Account balance or class of transactions is materially misstated, in fact it is not materially misstated.
b) Risk of Incorrect Acceptance:- The risk that, although the Sample result supports the conclusion that a recorded Account balance or Class of transactions is not materially mis-stated, in fact it is materially misstated
Effects Of Sampling Risks On Audit:- Following Are The Effects Of Sampling Risks on Audit –
1) The Risk of Over Reliance and the Risk of Incorrect Acceptance:- It affects Audit effectiveness and are more likely to lead to an erroneous opinion on the Financial Statements than either the risk of Under reliance or the risk of incorrect rejection.
2) The Risk of Under Reliance and the Risk of Incorrect Rejections:- It affect Audit efficiency (more time & efforts) as they would ordinarily lead to Additional work being performed by the Auditor, or the entity, which would establish that the initial conclusions were incorrect.

Sampling Risk And Sample Size:- Sample size is affected by the level of Sampling risk the Auditor is willing to accept from the results of the Sample. The Lower the Risk the Auditor is willing to accept, the greater the Sample size will need to be.
Methods Of Selecting Sample Items : The Auditor should select Sample items in such a way that the Sample can be expected to be Representative of the Population. This requires that all items in the population have an opportunity of being selected. While there are a number of selection methods, 3 methods commonly used are:- 
1) Random Selection
i) Simple Random Sampling
ii) Stratified Sampling (form or arrange into a level in a series)
2) Systematic Selection
i) Block Sampling
ii) Cluster Sampling
3) Haphazard Selection

1) Random Selection : This method of selecting Sample ensures that all items in the Population have an Equal chance of selection, for example, by use of random number tables. Random Sampling may be:-
i) Simple Random Sampling (e.g. from table of Random Numbers), or
ii) Stratified Sampling (e.g. debtors categorized – Stratified –agewise)

2) Systematic Selection : This method of Sample selection is also known as Interval Sampling. It involves selecting items using a constant interval between selections. The first interval having a random start. Systematic selection is a Selection method in which the number of Sampling units in the Population is divided by the Sample Size to give a Sampling Interval. For Example:- If Population is 1000 and Sample Size taken 20, then Sampling Interval is 50, and having determined a starting point within the first 50, each 50th Sampling unit thereafter is selected. Systematic selection may be of the following types:-
i) Block Sampling (e.g. selecting 4 Blocks of 50 invoices each in June),
ii) Cluster Sampling (a small close group of similar things and then select sample out of such group)

3) Haphazard Selection :  Haphazard selection may be an acceptable alternative to Random Selection, provided the Auditor attempts to draw a representative sample from the entire Population with no intention to either include or exclude specific units. When the Auditor uses this method, care needs to be taken to guard against making a selection that is biased, for example, towards items which are easily located, as they may not be representative.

Advantages Of Statistical Sampling In Auditing
According to SA 530 (Audit Sampling), Statistical Sampling is preferable to Test Checking (judgement sampling), due to its following Advantages:-
1) Objective:- Statistical sampling is more objective because there is no risk of personal bias in selection of sample items.
2) Scientific:- The qualities of the sample results will match with the whole population because the Sample has been selected in accordance with the mathematically based statistical techniques.
3) Wider Application:- Statistical sampling has wider application in the case of transactions involving Compliance testing, Debtors Confirmation, Payroll checking, Vouching of invoices and Petty Cash Vouchers.
4) Design:- Statistical Sampling assists in the Efficient and Effective Design of the Sample.
5) Right Focus:- Statistical Sampling enables the Auditor to direct Audit efforts towards the items which may contain the greatest monetary error.
6) Appropriate Sample Size:- Statistical Sampling involves use of Mathematical Laws of Probability in deciding the right sample size. The Sample size is objectively determined.
· Statistical Sampling normally results in a smaller sample size.
Time and Money is saved by choosing the right sample size required to achieve a given result
Disadvantages Of Statistical Sampling In Auditing
1) The Technique is not always fully understood so that False Conclusions may be drawn from the results.
2) Time spent in drawing the Sample might better be used for Actual Auditing.
3) Audit Judgement takes second place to precise mathematics.
4) It is inflexible.
5) It is more useful if only one attribute is to be checked. Often several attributes of transactions or documents are tested at the same time, Statistics does not easily handle this.

Internal Control : 
IC includes internal audit , internal check
Purpose Or Objectives Of Internal Control
1) Accounting Controls
Accounting Controls aims to ensure that:-
· All transactions are Duly Authorized.
· All transactions are Properly Recorded.
· All transactions are recorded Promptly as soon as they occur.
· The Accounting Policies adopted by the management in respect of Stock Valuation, Depreciation etc. are Implemented.
· The Assets of the Concern are Safeguarded, the Assets are not used or Sold without proper Authorization and are verified regularly.
· Errors and Frauds are Prevented and Detected.
· The Books of Accounts are Complete and Accurate.
· The Final Accounts are Reliable and Ready in time.

2) Operational or Administrative Control
Operational Controls aim to ensure that the Management Policies in respect of the operations and administration of the Concern are Implemented. This in turn ensures that the Business is conducted in an Orderly and Efficient manner.
Examples of Operational Controls are:- 
· Quality Control,
· Budgetary Control,
· Internal Check,
· Internal Audit,
· Quantitative Controls etc.
· In a Financial Audit, The Auditor studies only those operational controls which affect the Accounts of the Concern.

REVIEW OF INTERNAL CONTROL
1) Why Auditor should Review Internal Controls:- The Auditor’s objective in studying and evaluating Internal Controls is to establish the Reliance he can place thereon in determining the Nature, Timing and extent of his Substantive Audit procedures (checking of transactions & balances).

2) How Auditor should Review Internal Controls:- Auditor should review the Internal Controls in the Following manner:- 
· The Auditor should Acquaint himself with the important features of the business carried on by the concern (discussion with client).
· He should also find out the basis on which the Control and procedures are laid down by the management. He can always obtain this knowledge by having discussion with the various managers of the Organization.
· He should also study the Company’s Procedures, Manuals, Organisation Flow charts to ascertain the character, scope and effectiveness of the Control System.
3) How Auditor Should Obtain Information for Review of Internal Controls:- The Auditor can use one of the following to obtain correct and necessary information –
a) Narrative Record (complete & exhaustive description),
b) Check List,
c) Questionnaire,
d) Flow Chart (gives bird’s eye view of the system).

Advantages Of Review Of Internal Controls By Auditor : The Review of Internal Controls will enable the Auditor to know:-
1) Whether Errors and Frauds are likely to be located in the ordinary course of operations of the Business.
2) Whether an Adequate Internal Control System is in use and operating as planned by the management.
3) Whether an Effective Internal Auditing Department is Operating,
4) Whether any Administrative Control has bearing on his work. For Example, If the Control over Worker Recruitment and Enrolment is weak, there is a likelihood of dummy names being included in the Wages Sheet and this is relevant for the Auditor.
5) Whether the Controls Adequately Safeguarded the Assets.
6) How far and how Adequately the Management is discharging its function in so far as correct recording of transactions is concerned.
7) What are the areas where Control is weak and where it is excessive.
8) What would be Appropriate Audit Technique and the Audit Procedure in the given Circumstances.
9) The Extent and the Depth of the examination that he needs to carry out in the different areas of Accounting.
10) Whether some worthwhile suggestions can be given to improve the Control System.

Auditor’s Duties Regarding Review Of Internal Control
1) Responsibility of Management:- Basically, the Management is responsible for establishing and operating the Internal Control System.
2) Auditor’s Duty:- The Auditor’s duty is to Study the System, Check whether the system was actually in operation during the year and evaluate the system to ascertain how much he can rely upon it.
3) Need For Evaluation:- An Auditor needs to evaluate the Internal Control System for the Following reasons –
A) Establish Reliability of Internal Control:- An Auditor has to ascertain whether he can rely upon the Internal Controls, so that he can be sure that –
a) All Transactions are Authorised and Recorded Properly and in time.
b) The Assets of the Concern are Safeguarded and Verified Regularly.
c) The Accounts are Free from Errors and Frauds.
d) The Books of Accounts are Complete and Accurate.
B) Decide What, When, How and How Much to Check:- The Study of Internal Control Helps an Auditor to decide the Nature, timing and extent of Vouching, Verification etc. It helps him to decide what to check, when to check, how to check and how much to check. If the Internal Control are Reliable, he can use Test Checks and Concentrate on only the Important areas of Audit.
4) Steps in Evaluation:- In order to evaluate the system of Internal Control, The Auditor Should take the Following Steps –
a) Understand the System
b) Test Application
c) Evaluate the System
5) Communicate Weakness to Management

Inherent Limitations Of Internal Control
1) Costs
2) Human Error
3) Collusion
4) Misuse
5) Manipulation by Management
6) Unusual Transaction

IC in various transactions : 
Internal Control For Credit Sales 
1) Division of Work
2) Procedures
3) Cross-Check
4) Change in Duties
5) Annual Leave
6) Access to Books
7) Proper Recording
8) Prompt Recording
9) Accounting Policies
10) Safeguarding
11) Errors and Frauds
12) Reconciliation and Confirmation

Internal Control For Debtors
1) Credit Limits:- The Credit Limits for Debtors should be –
a) Fixed on a basis which is clearly laid down
b) Approved by an officer independent of the Sales department
c) Reviewed from time to time.
2) Prompt Recording
3) Prompt Adjustment
4) Age-wise Schedule
5) Statement of Accounts
6) Discounts and Write-offs
7) Reconcile Control Accounts

Internal Control For Purchases
1) Division of Work
2) Procedures
3) Cross-Checking
4) Changes in Duties
5) Annual Leave
6) Access to Books
7) Proper Recording
8) Prompt Recording
9) Accounting Policies
10) Safeguarding
11) Errors and Frauds
12) Reconciliation and Confirmation

Internal Control For Creditors
1) Prompt Recording
2) Prompt Adjustment
3) Age-wise Schedule
4) Statement of Account
5) Discounts and Write-backs
6) Reconcile Control Accounts

Internal Control For Salaries And Wages
1) Division of Work
2) Procedures
3) Cross-Check
4) Change in Duties
5) Annual Leave
6) Access to Books
7) Proper Recording
8) Prompt Recording
9) Accounting Policies
10) Safeguarding:
11) Errors and Frauds

Internal Check
Internal Check is :
· The System of Allocation of Responsibility,
· Division of Work and Methods of Recording Transactions,
· Whereby the Work of an Employee is Checked continuously
· by Correlating it with the work of others.
· An Essential Feature is that No one employee has exclusive control over any transaction.
Features Of Internal Check
1) Internal Check is a Part of the System of Internal Controls.
2) Internal Check is the System of Allocation of Responsibility and Division of Work. 
3) It is the Peculiar (Special) arrangement of Book-Keeping Routine.
4) The Work is divided in such a way that the work of one employee is independently Cross-Checked with the work of other employees. It is a kind of Internal Audit carried out by the staff itself at the very stage of doing the work.
5) The Work is divided in such a way that no employee has exclusive control over any transactions. A single employee deals with only one aspect and not the entire transaction.
6) Internal Check aims to detect and prevent errors and frauds.




Reading Of A Ledger Account

Dr.                                                     Debtors A/C                                                         Cr.
	Date
	Particulars
	Amount
	Date
	Particulars
	Amount

	01/04/20
	To Balance b/d
	10,000
	20/04/20
	By Sales Return
	10,000

	10/04/20
	To Credit Sales
	1,00,000
	10/06/20
	By Cash
	20,000

	
	
	
	10/06/20
	By Discount Allowed
	500

	
	
	
	15/06/20
	By Bills Receivable
	30,000

	
	
	
	25/08/20
	By Bad Debts
	5,000

	
	
	
	30/09/20
	By Balance c/d
	44,500

	
	
	1,10,000
	
	
	1,10,000



Reading Of Debtors A/C
1) Debtor A/c has a Debit Balance of ₹ 10000 on 1/4/2020. it means earlier period Credit Sales amount still recoverable.
2) New Credit Sales have been made by the Company for ₹ 100000 on 10/4/2020. Credit Sales Increases the Debtor balance means Current assets of the Company increased by ₹ 100000.
3) Debtor returned goods of ₹ 10000 on 20/4/2020 which reduces the debtor balance that is why it is to be credited.
4) Debtor paid his part dues of ₹ 20000 on 10/6/2020 which reduces the debtor balance that is why it is to be credited.
5) Discount allowed to debtors for ₹ 500 on 10/6/2020 for early recovery of cash reduces the debtor balance that is why it is to be credited.
6) Bills Accepted by Debtor for ₹ 30000 on 15/6/2020 which reduces the debtor balance that is why it is to be credited.
7) The unrecovered amount from debtor is ₹ 5000 is to be treated as Bad debts which reduces the debtor balance that is why it is to be credited.
8) The Closing Balance of the Debtors A/c at the end of 30/9/2020 is ₹ 44500 which means remaining debtors i.e. amount to be collected from debtors in future which is to be treated as Current Assets of the Company.



Unit 4: Internal Audit .
Internal Audit is 
· A separate component of Internal Control
· Established to determine whether other Internal controls are Well designed and Properly operated.

Features Of Internal Audit
1) Internal Auditing is normally done by the Employees of the concern.
2) It is a Part of the system of Internal Controls.
3) It is a Critical review of other Internal Controls i.e. of -
- Accounting Controls and 
- Operational Controls/ Administrative Controls
4) The Review is done by Normal Auditing Techniques such as Vouching, Verification etc.
5) It is a kind of Continuous Audit

Basic Principles Of Establishing Internal Audit / Basic Principles Governing Internal Audit
1) Integrity, Objectivity and Independence
2) Confidentiality
3) Due Professional Care, Skills and Competence
4) Work Performed by Others.
5) Documentation
6) Planning
7) Audit Evidence
8) Internal Control and Risk Management Systems
9) Reporting

Objectives of Internal Audit
1) Review of Accounting System and Internal Controls :- Management is responsible for establishing a reliable Accounting System and Internal Controls. Management in turn expects the Internal Auditor to review the Accounting System and Internal Controls, Check that they are effective and suggests improvements.
2) Examination of Accounting Controls:- Internal Auditor has to review the Operations of Accounting Controls to see that:-
· All transactions are Duly Authorized.
· All transactions are Properly Recorded.
· All transactions are recorded Promptly as soon as they occur.
· The Accounting Policies adopted by the management in respect of Stock Valuation, Depreciation etc. are Implemented.
· The Assets of the Concern are Safeguarded, the Assets are not used or Sold without proper Authorization and are verified regularly.
· Errors and Frauds are Prevented and Detected.
· The Books of Accounts are Complete and Accurate.
· The Final Accounts are Reliable and Ready in time.
3) Examination of Operational Controls:- Internal Auditor must review the working of Operational Controls to see that the Management Policies in respect of the operations and administration of the Concern are Implemented. This in turn ensures that the Business is conducted in an Orderly and Efficient manner. Examples of Operational Controls are:- 
· Quality Control,
· Budgetary Control,
· Internal Check,
· Internal Audit,
· Quantitative Controls etc.
· The Internal Auditor has to ensure that the resources (assets) of the concern are used efficiently and economically.
4 Physical Verification:- Internal Auditor should Physically Verify the Assets of the concern such as Fixed Assets, Cash, Inventory etc.
5. Verify the accuracy & Authenticity of FS, Accounting Policies, Special Investigations for management.

Evaluation Of Internal Audit By Statutory Auditor
1) Same Audit Techniques:- Despite the differences between the Internal Audit and the External or Statutory Audit, Internal Audit is quite useful to the Statutory Auditor. The Techniques of Auditing used by both are the same. Both Audits cover the same area of work.

2) Evaluation:- SA 610 (Using the work of Internal Auditors) recommends that External Auditor should study and Evaluate the Internal Auditing. Evaluation Involves –
a) General evaluation of the Internal Audit Department as such and 
b) Evaluation of the Specific Internal Audit Work done by the Internal Audit Department.
3) General Evaluation:- This involves the following aspects –
a) Organizational Status:- The External Auditor should ascertain the Organizational status of the Internal Auditor, i.e. –
- Whether Internal Auditor reports to the Directors or to any Lower Level of Management.
- Whether any restrictions are imposed by the management on the work of Internal Auditor.
- Whether the Internal Auditor is free to communicate fully with the External Auditor.
b) Scope of Work and Follow-up :- The External Auditor should ascertain the scope of work given to the Internal Auditor. He should find out to what extent the management accepts and acts on the reports and recommendations of the Internal Auditor.
c) Qualified Staff:- The External Auditor should ascertain whether the Internal Audit Staff is competent i.e. Qualified and Experienced.
4) Evaluation of Specific Internal Audit Work:- The External Auditor should study the Copies of all Internal Audit reports. He should carefully study the reports to – 
- Check the Scope of Work and the Internal Audit Programme.
- Check that work was planned, supervised and reviewed properly.
- check that Sufficient Evidence was obtained.
5) Co-ordination:- The External Auditor and the Internal Auditor should work in a coordinated manner. They should regularly meet during the year. The Internal Audit work should be planned in consultation with the external Auditor.
6) Reliability and Sample Checking:- Such evaluation helps the External Auditor to judge the reliability of Internal Audit Work. It helps him to decide the extent of sample checking to be done in statutory audit. It helps him to decide what to check, when and how much.
7) Responsibility:- The Statutory Auditor is entirely responsible for his Audit work. His responsibility is in no way reduced because he has relied upon the Internal Audit.
8) Statutory Requirements:- Statutory Auditor has to report under the Companies Act (CARO 2016). In case of specified companies, whether the Company has an Internal Audit system commensurate with its size and nature of business.

Usefulness Of Internal Audit
1) Use for Management:- According to Standard on Internal Audit (SIA) 220 (Conducting overall Internal Audit Planning ) by the ICAI, Internal Audit helps the management in the following ways – 
a) Understand and Assess the risks and the Internal Controls.
b) Identifying areas for systems improvement and strengthening Controls.
c) Ensuring optimum utilization of the resources of the entity, for example, human resources, physical resources, etc.
d) Ensuring Proper and timely Identification of Liabilities, including Contingent Liabilities of the entity.
e) Ensuring Compliance with Internal and External guidelines and policies of the entity as well as the applicable Statutory and Regulatory Requirements. 
f) Safeguarding the Assets of the entity.
g) Reviewing and ensuring Adequacy, Relevance, Reliability and Timeliness of Management Information System. (MIS)
2) Use for Statutory Auditor:- While the External Auditor has Sole Responsibility for his report, much of the work of the Internal Audit function may be useful to him in his examination of the Financial Information. Much of the work of the Internal Auditor may be useful to the External Auditor in determining the nature, timing and extent of his procedures.

Internal Audit Of Companies
1) Compulsory Internal Audit:- As per section 138 of the Companies Act, 2013, Following class of companies [prescribed in Rule 13 of Companies (Accounts) Rules, 2014] shall be required to Appoint an Internal Auditor or a Firm of Internal Auditors –
a) Every Listed Company;
b) Every Unlisted Public Company , Having – 
i) Outstanding Deposits of ₹ 25 Crores or more at any point of time during the preceding financial year; OR
ii) Paid up Share Capital of ₹ 50 Crores or more during the preceding financial year; OR
iii) Outstanding Loans or Borrowings from Banks or Public Financial Institutions
Exceeding ₹ 100 Crores or more at any point of time during the preceding financial year; OR
iv) Turnover of ₹ 200 Crores or more during the preceding financial year.

c) Every Private Company, Having – 
i) Outstanding Loans or Borrowings from Banks or Public Financial Institutions Exceeding ₹ 100 Crores or more at any point of time during the preceding financial year; OR
ii) Turnover of ₹ 200 Crores or more during the preceding financial year.

· It is Provided that an existing company covered under any of the above criteria (a, b, c) shall Comply with the requirements within 6 months (to Appoint Internal Auditor) of commencement of such section.
2) Who Can be Appointed as Internal Auditor:- As per section 138, the Internal Auditor Shall either be a – 
- Chartered Accountant (CA),
- Cost Accountant (CWA),
- Other Professional as may be decided by the Board to conduct Internal Audit of the functions and activities of the Companies.
The Internal Auditor may or may not be an Employee of the Company.

Internal Audit & Statutory Audit

	Points
	Internal Audit
	Statutory Audit

	Appointment
	Internal auditor is appointed by the management.
	Statutory auditor is appointed by the company in AGM.

	Qualification
	No qualification is prescribed.
	Qualifications are prescribed by law.

	Status
	Internal auditor may/may not be an employee of the company.
	Statutory auditor is an outside expert.

	Objectives
	The object is to find out frauds and errors
	The object is to report whether financial statements are true and fair.

	Period
	It is continuous
	It is normally periodical or annual.

	Responsibility
	Internal auditor is responsible to the management.
	Statutory auditor is responsible to the shareholders.

	Report
	There is no prescribed format for report of internal auditor. It depends upon requirements of management.
	Statutory audit report has to be in prescribed format given by the law.

	Remuneration
	It is fixed by the management.
	It is fixed by the shareholders.

	Removal
	Internal auditor can be removed by the management
	Statutory auditor can be removed by shareholders and not by the management.

	Attending the meeting
	Internal auditor has no right to attend the meeting of shareholders.
	Statutory auditor has a right to attend the meeting of shareholders.

	Scope
	It is decided by the management.
	It is decided by the law.



Internal Audit , Internal Check & Internal Control

	Points
	Internal Audit
	Internal Check
	Internal Control

	Meaning
	Internal Audit is a review of the operations and records, sometimes continuously undertaken, within a business by specially designed staff.
	It is an arrangement of duties in such a way that work of one employee is checked by work of another employee.
	It is a plan of the organization to safeguard its assets, check accuracy and reliability of its accounting data.

	Object
	Its object is to determine whether other controls are working properly.
	Its object is to prevent errors and frauds.
	To ensure operational efficiency

	Relation
	It is a part of Internal control.
	It is a part of Internal control
	It includes Internal audit and Internal check.

	Implementation
	It is done by internal auditor.
	It is automatic and continuous.
	It includes implementation of internal checks and internal audit.

	Time
	Internal audit is done after the work is complete.
	It is done during the work.
	It is done during the work.

	Errors & Frauds
	It may detect errors and frauds.
	It helps in prevention of errors and frauds.
	It helps in prevents & detects of errors and frauds.





