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\ Nature, Objective & Scope of Audit

NATURE, OBJIECTIVE AND

SCOPE OF AUDIT

ORIGIN OF AUDITING

!
8 Kautilya’s Arthshastra (4th century BC) - Reference to auditing is found where
it talks about fixed accounting year, a process for closure of accounts and audit
|

for the same. Even there are references to misstatements in financial statements

(Fs) due to abuse of power.

\

Auditors used to hear the accounts read out to them to check that employees were

? Origin of word “AUDIT” (Medieval times — 1100 to 1500 AD)
U

not careless and negligent. This lead to use of word audit originating from Latin

word “audire” meaning “to hear”.

Industrial revolution in Europe (Late 18th / Early 19th Century)

X Led to astronomical expansion in volume of trade and consequently demand of

auditors.

\.

Auditor of Government Entities in India (1860)

The first Auditor General of India was appointed in British India in 1860 having

both accounting and auditing functions. Later on, office of Auditor General was

given statutory recognition. Presently, Comptroller and Auditor General of India

(€c&AG) is an independent constitutional authority responsible for auditing govern-
ment receipts and expenditures.

It was established as a statutory body under an Act of Parliament in 1949 for

requlating the profession of Chartered Accountancy in the country.

.
|
!
. J
Institute of Chartered Accountants of India (1949) \7
e I
\

l 2 MEANING AND NATURE OF AUDITING
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B Audit can be of entity that is a

2 Small, medium or large organisation.

and of the assets and liabilities.
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\ Nature, Objective & Scope of Audit

W Auditing reviews the FS which are nothing but a result of the

overall accounting process hence a sound knowledge of accounting

principles is required.

m An auditor should have a good knowledge of business laws and

taxation laws affecting the entity.

Auditor is expected to be familiar with the overall economic

environment of the client in which the business is operating.

LUV | Knowledge of human behaviour as auditor has to interact with

Science people for seeking information and making inguiries.

Statistics Knowledge of statistical sampling for meaningful conclusions.

Auditors uses statistical methods to draw samples in a scientific

manner. It is not possible for an auditor to check each and every
transaction. So, use of statistical methods to draw samples for

conducting audit is made.

Financial Auditor is expected to have knowledge about various financial

‘Management technigues such as working capital management, funds flow, ratio

analysis, capital budgeting etc. These also assist in applying some

audit procedures effectively. Knowledge of financial market is also
expected from auditor.

(VL= alaa > For verification of inventories and other checks. ]7

N\

EDP auditing in itself is developing as a discipline in itself. ]

Good auditor is one who understands the client and his business
functions such as production, cost system, marketing etc.

AB AUDIT HOGA SABSE SCORING | | s WY M
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l ] OBJECTIVES OF AUDIT

a written report as required by SAs.
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\ Nature, Objective & Scope of Audit

S OPE OF AUD

(Scope refers to range or reach of something)

Purpose of an audit

To enhance the degree of confidence of intended users in the FS.
It is achieved by the expression of an opinion by the auditor on ceccee
whether the FS are prepared, in all material respects, in accord-
ance with an applicable financial reporting framework.

fvsers of FS
J I May be shareholders, employees, customers, government and
o \ requlatory authorities, bankers etc.

Applicable financial reporting framework

Framework adopted in the preparation and presentation of the FS,
acceptable in view of the nature of the entity and the objective of
the FS, or that is required by law or requlation.

Example, in case of companies in India, financial reporting frame-
work is provided under Schedule 111 of Companies Act,2013.

A SCOPE OF AUDIT- WHAT IT INCLUDES

Scope of audit of FS:
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\ Nature, Objective & Scope of Audit

A Nature of financial reporting

collusion of employees.

B Nature of Audit procedures

from material misstatements due to frauds or errors.

(EB WHAT IS AN ENGAGEMENT?

-
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\ Audit of Items of FS

AUDIT OF ITEMS OF FINANCIAL
STATEMENTS

It refers to the representations by management, explicit D or therwise,

INTRODUCTION ASSERTION: that are embodied in the FSS, as used by the auditor to consider the

. . . different types of potential misstatements that may occur.
Companies prepare their FSs in T

0s

DEFINITION OF

accordance with the framework Y

of generally accepted accounting In preparing FSs, company’s

principles (Indian GAAP), management makes various implicit or Building with carrying amount of 50 lakh, asserts:

also commonly referred to as explicit claims (i.e. assertions) regarding:|| | e  The building exists as at the period end

accounting standards (AS). 4 completeness; (existence assertion);

Each FS purports to present 4 cut-off; o Cor.npa.ny X owns 'a\nd controls it (Rights and

something as a whole in addition 4 existence/ occurrence; el

ot omponedeus For * 3 vastor/ mesenrt ]| SR s s remen

n rights and obligations; an H

examplte,tan |ncomf”s:stemer;;c 1 pgD § e All buildings owned and controlled by

E;J(r);:;:ﬁc())nz’r’e:%r; pursc:;etssutos of Assets, Liabili.ties, Equity, Income, Company X are includ.ed in CA of 50 lakh
- o, Expenses and Disclosures (Completeness assertion).

present “financial position”.

A FS audit comprises the
examination of an entity’s FSs Income statement ASSERTIONS MAY BE

and accompanying disclosures captions comprising BROADLY CLASSIFIED INTO BS captions
by an independent auditor and revenue and expense THE FOLLOWING TYPES: comprising ALE
attesting the truth and fairness of balances

preparation and presentation of
the FSs and related disclosures.

Auditor’s opinion is typically
directed to these overall
representations. Occurrence Transactions have occurred and relate to the entity.

Assertions Explanation

— ool <SS All transactions have been recognized in the FS + none omitted.
But to formulate an opinion

on the overall truth of these
statements he has first to inquire
into the truth of many specific
assertions that makes up each of
these statements.

e All I&E are reported in correct accounting period.
e Cut-off is a separate assertion as substantive procedures to verify it are
typically different from assertion of completeness

MUY o Transactions recorded accurately + appropriate amounts.

e No errors in preparing documents or ledger postings.
e The figures and explanations are not misstated.

e Transactions and events have been:

e Classified and presented fairly in the FSs.

Appropriately segregated or disaggregated.

Disclosures are complete and accurate.

Significant judgement and qualitative assessments disclosures are more
susceptible to MM.

Out of his individual judgements
of these specific assertions he

then arrives at a judgement on
the FS as a whole.

P&D (P&D)

This chapter covers AUDIT

PROCEDURES TO VERIFY THE ‘ = ® No material information is omitted, distorted or misleading + is relevant
VARIOUS ASSERTIONS appearing | | L. ' I and easy to understand.
in the FSs.

Audit Procedure

( Sales \

Sales recorded only for goods ordered by valid customers and
despatched & invoiced in the period.

( Employee Benefit Expense - EBE

Incurred for personnel employed by entity during
- . Occurrence

the period. No cost of any unauthorized personnel.

EBE of all personnel - fully accounted. Completeness All genuine sales recorded.

Expense recognized related to current period only Cut-off Sales to include despatch of goods made at the year end as well.

Sales recorded correctly as per invoice, discounts properly
adjusted.

EBE calculated accurately. Deductions of TDS etc

Measurement
correctly accounted for.

As per Schedule 3 - Other than finance company - Revenue from
operations to disclose separately in notes revenue from (a) Sale of
products; (b) Sale of services; (ba) Grants or donations (Section 8
companies only) , (c) Other operating revenue less excise duty

AB AUDIT HOGA SABSE SCORING [ =W~ T B | 5.1
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As per Schedule 3 disclose in EBE separately
(i) salaries and wages, (i) contribution to PF etc,
(iii) ESOP, ESPP expenses (iv) staff welfare expenses




CHAPTER § /

o BALANCE SHEET CAPTIONS COMPRISING ASSET - LIABILITY - EQUITY (ALE)

Explanation Assertions Example: Inventory balance
ALE exist as at period end. Existence Inventory actually existed as at the period end.
All inventory held is recorded in FS + Inventory with 3
All ALE are recognized Completeness. party included + Inventory held as 3" party(Consignee)
not included

No balance of next year included. All location stock
of current period recorded

Recognised at lower of Cost or NRV (AS-2) + Acceptable
Valuation valuation FIFO, etc + Unallocable costs not added to
cost of inventory

Reported in appropriate period.

Recorded at appropriate amount with no
overstatement or understatement.

Entity has ownership and legal title to assets and
liabilities recognized represent entity’s obligations to
repayment as at a given date.

Entity owns the inventory, invoices made in its name.
Verify consignment stocksw

e Properly classified, described and disclosed. e Refer Schedule 3 requiring inventory classification

e  Significant judgement and qualitative assessments as RM, WIP, FG, Stock-in-trade, Stores & Spares,
disclosures are have more RoM Loose Tools, Others.

e [nformation not materially distorted, omitted P&D
or misleading e  Separate disclosure for goods in transit.

e  Balances appropriately segregated & disaggregated

e As per applicable FRFW e  Mode of valuation disclosed

Share capital — P&D assertion
Reconciliation of the no. of shares outstanding at beginning & end is to be disclosed in notes.
- Means part of authorized

€) BscarTiON
-
capital offered by the co.

| A\ SHARECAPITAL
ered by t 3 .
for subscription & lncluqes \ (i) Meaning and Legal Provisions
s_hares allotted for considera e Amount in excess of the nominal
tion other than cash. ‘
)

Issued Capital

(a)

Shares issued at Premium

Means such capital as
authorized by MOA of
a co. to be the max.
amt. of share capital.

Meaning
and Legal
Provisions

Authorized Capital
value of the shares

e Section 52 - Company shall
transfer the amount received

Assertions Explanation

To establish existence of share capital by it as securities premium to
Completeness  Equity balances have been recognized in the FS or not? securities premium account &
Valuation Equity balances have been valued appropriately state the means in which the
" \udit Procedure amo.unt in the account can be
-_—pmp-PPN applied

e Tally the period-end
share capital with PY
audited FS

e |n case therein no
change, obtain a WR
from CS

e In case there is any
change:

» Verify paid up
capital < authorised
SC from MOA
» Obtain certified
copies of resolutions
passed to increase
authorised SC.

e Fresh issue made in CY, check: Apolicati
» Compliance of Companies Act 2013 for - Return of Allotment,

Minimum Subscription, Minimum application money to be (a) Tovyzf\rds fully paid bonus shares
collected, maintenance of separate Bank account, payment of (b) Writing off the preliminary
underwriting commission as per Sec 40 etc. expenses
No shares issued at Discount (Sec. 53) (c) Writing off the expenses or
Shares issued for cash or other than cash. commission paid or discount
(Eg: Promoters / Underwriter for their services) allowed of shares or debentures
Compliance with SEBI Regulations and Guidelines. (d) For premium payable on the
Verify copies of forms filed with MCA: Form SH-7, Alteration redemption of PSC or Deb.
of share capital, PAS 3 Return of allotment (e)
Forms with RBI - Form FCGPR - In case of FDI by NR «  For Specified companies u/s 133 only
shareholder

Verify number of securities issued with issue price a,e and c (equity only) s allowed

In case there increase in authorized capital: @ Audit procedure

» Verify the fee and stamp duty payable to MCA calculated e Verify whether premium
» Obtain a copy of the receipt in support transferred to a “securities
premium account”
e Whether application is only for
\_the purposes mentioned J

Purchase of its own shares u/s 68

Refer Sch — Il disclosures given at the end of the chapter notes.

FAST / CA INTER AUDIT - BY CA ST
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Audit of Items of FS

(i)

c) Debt resolution plan, if an
\( ) p ),

Shares issued at Discount

Section 53

e Company shall not issue
shares at a discount

e Except in the case of an issue
of sweat equity shares given
under section 54

e May be issued to creditors at
discount to convert is debt
under a statutory resolution
or restructuring plan.

* Any share issued at
discounted price shall be void

e Where company fails to

comply the provisions

penalty equal to amount

raised or ¥ 5 lakh, whichever

is less & refund all monies

with interest at the rate of

12% p.a.

Audit procedure

(a) Whether any movement in
SC during the year

(b) Verify that Company has not
issued any of its shares at a
discount by seeing minutes,
share issued price.

(i)

@ Audit procedure

e Whether provisions of CA13
K complied

| A\ SHARE CAPITAL

Issue of Sweat Equity Shares

Meaning and Legal Provisions

Section 54

“Sweat Equity Shares” means equity
shares issued by the company to
employees or directors at a discount
or for consideration other than cash
for providing know-how or making
available right in the nature of
intellectual property rights or value
additions, by whatever name called.

Verify that class of shares already

issued &

» Issue is authorized by a special
resolution

» Resolution specifies number of
shares, current market price,
consideration

» Issued in accordance with the
regulations made by the SEBI

» Pari-passu rights, limitations &
restrictions with other ESH.

J

Audit procedure

Refer Sch

Meaning

Reserves

Amounts appropriated
out of profits not intended
to meet any liability,
contingency, commitment
or diminution

Amounts charged against
revenue to provide for:

Renewal or diminution

in assets

Known liability

Disputed claim

Y

Provisions are amounts set aside |
to meet specific/ identified
liabilities or diminution in
recoverable value of assets.
Reserves represent amounts
appropriated out of profits, held
for equalizing the dividends or
for financing the expansion or
for generally strengthening the

company.

Difference between
Reserves and
Provisions

Revenue Reserves

» Represent profits available for distribution

Reserves segregated
as Revenue or Capital

» Used to :

distribute : finance : augment:strengthen

profit in lean busingss working : financial
years, extension,: capital or: position.

» N
Li

Capital Reserve

ot regarded as free for distribution.
mited use permitted.

» Revenue profit appropriated for asset
replacement reserve also in nature of
capital reserve.

» Capital Reserve is created from capital
profits as well (earned through sale of
capital assets like PPE, investments).

» Uses:

Generally for writing down fictitious as-
sets or losses or issuing bonus shares if it
is realized and AOA permits.

Securities premium or Capital Redemp-

tion Reserve use restricted as u/s 52&55. )

Q)

Reduction of Capital

Meaning and Legal Provisions

o Company may reduce capital by reduction in unpaid
capital or cancellation of lost capital or paying off
excess paid up capital as per Section 66 of the Act

¢ S.66 (6) - Buy-back of own securities u/s 68 will
not attract S.66 reduction of capital provisions.

Audit procedure

Section 66, Compliance to be checked:
o Verify that the special resolution passed after
convening the meeting properly with advance notice

Verify whether AOA authorizes reduction

Verify there is no default in repayment of deposit on

its interest

Examine the order of the Tribunal confirming the

reduction & filling it with ROC

Inspect the Registrar’s Certificate on reduction of

capital

Vouch the accounting entries to write down assets
as per resolution of SH and presentation as per S Il
Confirm revaluation of assets properly disclosed

Verify the adjustment made in the members’ a/cin
RoM and share certificates amended to new issued
Confirm that the words “and reduced” have been

added

Verify that MOA has been suitably amended
t Check Tribunal terms compliance

J

(d)

¢

Assertions
A 7

_

v v
(i) (ii) (iii)

v
(iv)

4 Existence b 4Complet- b 4 vluation N 4 Presenta- M

Establish the NS Reserves and tion and
existenceof F&S Surplus balances  Disclosure
R &S at aances — havebeen  pafor sch|
o have been s
period-end. recognised  4ppropriately.
Tally the opening < Audit For addition/
balance with PY. procedure utilization CY:
v v
Profit and Loss balance . . Other Equity
e Trace the movement as disclosed in Understand
statement of changes in equity & SPL. | | the ynder-
* Foradjustment related to dividend lying reason
payment verify the resolution passed for the
* If dividends declared after the BS ARG
date should not recognize as a
liability, only disclosed v

¢ Confirmed that

Share Premium

e Withdrawal could
be done only for
limited purposes

i e Verify

company has issued : BOD
shares in excess of : resolution
nominal value i passed

AB AUDIT HOGA SABSE SCORING | aW- WL W B | 53
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CHAPTER S

<
<

A

Meaning

Borrowings

Monies made available
using external sources like
bank loans, debentures,

public fixed deposits etc.
O

Financial obligations of an
enterprise other than
owners’ funds, and includes
borrowings.

P

Assertion

©)

That all borrowings have been
accounted on timely basis

Audit procedure

Obtain a schedule of
short term & long term
borrowing showing
beginning, ending and
repayments & perform the

claims by Bank/ 3rd Parties

Audit procedure

e Review board min- ‘ ‘
utes for approval of
debt committments.

e Agree details of loans £
recorded :

» Interest Rate, Nature,

All borrowings represent valid‘
new loan, bonds,
Repayment as per

agreement !
» Verify withdrawl not > following:
limits (a) Consider any evidence

of additional debt
through examination
of minutes, contracts,
EC from lenders,
subsequent cash
disbursals, etc.

Test the
summarization &
trace the ending
balances from
schedules to ledger.
Determine if there are
unrecorded liabilities at
year end & transaction is
recorded in correct period
by reviewing transaction
after BS Date

e QObtain bank/lender
confirmation (SA 505)

e Agree details of leases
& hire purchase cred-
itors with agreement

e Examine trust deed
for terms & date of
repayment. Check
compliance to terms
& restrictions, if any.

e Check discharge of s
charge when repaid

e Obtain WR of validity
of claims of lenders
for all ST & LT
borrowings

e Significant transac-
tions that are outside
the normal course of
business
(a) Gain an under-

standing of the
business ratio-

(b)

Direct Confirmation
Procedures to all Banks/
Fl, etc.

e Ascertain that
confirmation asks for
all information like
interest rates, due date,

nale collaterals etc.

(b) Whether the e Mail the requests to
transactions in- lending institution
volve previously o Send reminders for
unidentified re- non- replies.
lated parties e Compare replies to

requests.

e Prepare reconciliations
e Trace reconciling items

| =W+ WL B | cA INTER AUDIT - BY CA ST
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Valuation

Ascertain that liability is
recorded at the correct
amount

Audit procedure

e Determine
accounting policies
& methods of
recording debt
appropriate
& applied
consistently

e Agree |loan balance
to the loan
agreement

e Recalculate
interest accrual
& discount or
premium

e Check computation
of amortization

e For foreign
currency loans
closing exchange
rate(s) taken as per
AS-11

oy

y

ol |

.-.\

. Disclosure ‘

Refer Sch-l1l|

Presentation: Audit Procedures

Read loan and debt agreements and:

(a) Test compliance with loan covenants
& provisions.

(b) For breach, check whether debt
should be classified as current.

(c) If breach waived by lender, obtain
confirmation from lender.

Examine due dates to classify LT and ST.

Instalments of LT loans due in next 12

months whether correctly disclosed in

FSs

Restrictive covenants in loan

agreements - Review provisions relating

to default and ensure disclosure

Verify loan agreements for Charge

and examine compliance with

statutory requirements of creation

and registration of charges including

disclosure.

If value of the security falls below loan

outstanding, examine loan classified

secured only to the extent of market

value of security.

Examine the hire purchase agreements

for - Purchase of assets, outstanding

amounts, and security.

Borrowings from related parties - AS18 /

Ind AS 24 disclosures

Bills discounted, bills negotiated,

cheques discounted, liabilities whether

correctly reflected / disclosed.

Verify amount borrowed is within

borrowing powers of the company as

per MOA and AOA.

Verify compliance with: $.180

(Restrictions on Powers of Board —

Borrowing related), S.185 (related to

Loans to Directors, etc.) and S.186

(related to Loan and Investment by

company).

Examine purpose of borrowings and its

usage

Deposits - RBI or other authority

directives complied with.



\ Audit of Items of FS

TRADE PAYABLES AND OTHER CURRENT LIABILITIES

M i .
A liability is classified be settled for purpose of settled within not ZY? an |
as current if it in normal . twelve u.ncon ftiona
being traded months right to defer

satisfies any of the
following criteria:

operating cycle

Audit procedure

e Check whether there i h
. The auditor needs Test purchase/ expense For advance received frf)m '
are controls in place to . . vouchers listed in account | |customers/ revenue received in
. . . to satisfy himself of
avoid duplicate entries payable report. advance,

and recording payable as
expense is recognised.

e Ask for a period-end
accounts payable ageing
report.

e Calculate the accounts
payable report total.

e Verify that the total traced to
the general ledger is correct.

¢ Investigate reconciling items,
large JE.

o)

Assertion

Completeness
Audit procedure

settlement

Presentation and

Refer Sch — 111

correct and proper

cut-offs. Need to
perform the following
cut off tests:

e Forthe last 5
invoices received/

recorded the goods
should have been
received/ risk

and rewards of
ownership in goods
should have been
transferred in favour

Direct Confirmation Procedures
Refer Receivables
Contact vendors directly/

independently and ask confirm

balance at end of reporting

period. Seek confirmation for:

(a) all significant account
payable balances and

(b) material suppliers of the
year even if period-end
balance is not significant.

Audit procedure

of the entity;

¢ All good received
prior to the period/
year- end should
have been booked
in the form of

o Select few pur-
chase/ expense
with supportings.

o See if the purchas-
es were recorded
with correct
amounts, correct
vendors & on the
correct dates.

¢ Match purchase/
expense vouchers
to gate entry (in-
ward) register/ log

e See if purchases are
being recorded in the
correct accounting
period.

Obtain the customer-wise listing.
Verify ageing

Enquire from the entity’s
management if any dispute with
the customer.

Verify the underlying
documentation.

Verify if advances have been
adjusted subsequently.

In relation to statutory dues
liability

purchases &
included in trade

Search for unrecorded
liability

\ creditors;

§

e Review all material
expense vouchers
recorded post BS.

Prepare a reasonability with
respect to sales/ purchases etc.
Reasons for variance if any
between O/s liability and amount
paid after BS date

Verify the challans for deposits
made

Analyse the reasons for any
variance

Consider CARO reporting

Valuation

Assess old outstanding liability balances:

e Check that the

(a) Whether the method is used is

consistent and appropriate for the restatement of foreign

currency trade payables

(b)
()
(d)

underlying business environment
for ageing & write back analysis
Obtain the ageing of payable
balances

Obtain the list of vendors with
disputes or litigations

Check that write-backs in the
liability balances approved by senior
management.

Understand manage-
ment’s process to
identify the principal
amount and the
interest due to
MSME and test check
the management pro-
cess to identify such
balances
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CHAPTER S /

J Assertions k
@

Meaning

Existence —>| Establish the existence at the period- end |

Completeness —>| Provisions have been recognized in the FS |

s Recognised when: é Obtain a list of all provisions & compare them with \
Entity has a present obligation as a balances in ledger

e Provisions . f Val
aluation Rt ;
A provision is a liability which can be _>| Provision valued appropriately | |

measured only by using a substantial Presentation and Disclosure—>{ Refer Sch. IlI
degree of estimation.

Audit procedure

result of a past event;
(ii) outflow of resources embodying
economic benefits is probable
(iii) reliable estimate can be made

Inspect the underlying arrangements with customers,

litigations etc.

@ Obtain & evaluate the underlying working & basis for each
of the provisions made
@ Obtain WR that all provision, as required, are recognised

Obtain experts report, calculation workings and verify
underlying assumptions, data.

A contingent liability is:
¢ a possible obligation arises from past events
confirmed only by uncertain future events
not wholly within the control of the entity
¢ a present obligation arises from past
events but is not recognized because:

» it is not probable that an outflow of
economic benefits will be required to
settle the obligation, or

» amount cannot be measured with

As per SA 500- when using the work of a management’s
Expert, audit evidence that the auditor should obtaininclude:

A Evaluate the competence, capabilities and objectivity of

that expert:

sufficient reliability Whether Extent management | [ Auditor’s Knowledge
employed can exercise previous of the
B~ Accounting Treatment of Contingent Liabilities by the entity inﬂuencti or cont;ol experience | | expert’s
over the exper
Likelighood of  \easurement Accounting
Occurring Treatment Obtain an understanding of the work of that expert:
s e e *
Probable Estimable Record and -
> — - — — Disclose Provision Evaluate the Wffmether alny Evaluating the Evaluating
) - e professional or . the nature
- . - work of the ssumptions &
§° Not Estimable —> Disclose C. Liab ST other regulatory me'f)hods of internal or
£ - —_ P requirements apply
= — external data
5 Reasonably Disclose C. Liab. i . i
Q Possible c Evaluate the appropriateness of his work as audit
~— evidence for the relevant assertion
— L
Remote None Relevance and Relevance, completeness
[ ~ reasonableness I and accuracy If

E) Assers

Sales are

ato approved

customers

are regularly

reviewed & m

aged PBD
assessed

TRADE RECEIVABLES

(a)

Meaning

Only bona
Features of @

fide sales 3 : ;
G lead to d System for & segregajnon
E : : of duties
A Receivables

©

These are monies

receivable

A proper
system of
follow up
exists

which are owed to
an organisation by a
customer

Sales are
m recorded

Debts are
collected
promptly
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Audit of Items of FS

\

& Establish the existence at the period end.

e Audit procedure <

© Check whether controls in place to avoid duplicate billings
o Ensure that trace receivables ledger reconciles to general
ledger at year end.
© Ask for ageing report
© Calculate the receivable report total.
© Verify that the total traced to the general ledger is correct.
© Investigate reconciling items.
e If there are journal entries, review the justification for larger
amounts.
© e Journal entries should be fully documented.
See whether realization is recorded invoice wise or not.
e If not, check debtors is adjusted chronologically invoice wise
& on FIFO basis.
e If realization is made on account, verify if the company has
obtained confirmations from debtors.

@ When discrepancies revealed in confirmations received
e  Ask entity to investigate and reconcile.
e  Consider further tests to satisfy correctness of

amount of the trade receivable taken as a whole.

@ Additional tests where no reply is received on direct
confirmation request
Where no reply is received, auditor should perform additional
testing, include:

Agreeing the Agreeing cus- Preparing a detailed Prepare
balance to tomer’s remit- analysis of the a final
cash received ance advice or identifiable trans- summary

actions to check if
real (examination
in depth)

balance with
underlying
invoice

subsequently

e Direct Confirmation Procedures

A significant and important audit activity is to contact customers
directly & ask to confirm the amounts of unpaid accounts receivable-
e Auditor to employ with the consent of entity

¢ |f management request the auditor to not to seek direct
confirmation, auditor to consider valid grounds for such request
and reconsider NTE of AP.

e The trade receivables may be requested to confirm the balances
either:

(a) asat the date of the balance sheet
(b) any other selected date. Decide in consultation with entity.

¢ The form of confirmation may be either positive or negative, or
blank (preferred).

o If the negative rather than positive form of confirmation is used,
the number of requests sent and the extent of the other auditing
procedures to be performed should normally be greater

e Method of selection of trade receivables should not be disclosed to
the company

¢ Undelivered letters should return to auditor not client.

e Maintain strict control to ensure correctness & proper dispatch of
letters

¢ May mail the letters directly or share list with entity and control /
oversee dispatch

e Auditor should also consider what further tests he can carry out in
order to satisfy himself as to the correctness of the amount of trade
receivables taken as a whole

e Check that receivables for other than sales or services are not
included in the list

e Ensure related party receivables are collectable, properly
authorized, reasonable & done at arm’s length price

e Trend analysis:

(a) See if there are any unusual trends. ]

(b) Measure the average collection period. ]

(c) Inquiries about reasons for changes in trends.]

> (LT3 S EGEESD Audit Procedures
—> Satisfy himself of correct and proper cut-offs.

For the invoices issued closer to the reporting
date (last 5 days)

The goods should have been dispatched & not
lying with the Company & included in closing stock

All good dispatched prior to the period/ year-end
have been invoiced and included in debtors

No goods dispatched after the year- end have trends

been invoiced & included in debtors for the period

under audit cheque

~P Test invoices listed in receivable report:

Select few invoices See billed with correct
compare them to amounts, correct
supporting documentation customers & correct dates

f‘} Match invoices to shipping/ dispatch log:

Forthose i Seeifsalesare :Examination of
items in the | being recorded :invoices issued sub-
shipping/ © in the correct ‘sequent to the peri-
dispatch log : accounting period: 0d being audited

f.} Assess bill and hold sales:

® Where the company billing customers for sales
despite still retaining the goods on-site

® Examine supporting documentation

p-} Review receiving log:

If company has recorded an inordinately
large amount of customer returns after
audit period indicating dummy sales

Study the system of giving discounts
and check the following:

® Company policy/ general industry
® Realization of cheque or receipt of

® Verify that the cheque has been
realized within a reasonable time

Review credit memos:

Properly authorized
Issued in the correct eriod

Circumstances of their issuance
Issued after the period

Any deduction has been made against a
bill, check the reason & correspondence
for the same

»([HAEITEERD  Audit Procedures

Assess the allowance for doubtful
accounts:
e Review the process followed

e Method used in the last year &
is appropriate for the underlying
business environment

C

Obtain the ageing report of
accounts receivable and both Dr/
Cr Balances

N
Obtain the list of debtors under
litigation
Scrutinize the analysis
and identify those debts
? Assess bad debt write-offs
Check that write-offs approved

which appear doubtful
T member

by an appropriate & authorised

Y

(WA'ZIIEL: ) Presentation and Disclosure

Refer Sch. - I
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CHAPTER § /

(1) Cashin hand

(2) Stamps in hand
(3) Balances with bank

Cash & Cash
Equivalents includes:

—
EX -

CASH & CASH EQUIVALENTS

| o
) Ensure that Cash and cash equivalent balances
I [Existence)‘ Establish the existence as at the period end ‘ I Valuatlon) have been valued appropriately including correct
forex rate for foreign currency balances.
I Completenessﬂ Cash and C.E. balances have been ) )
recognized in the FS or not? I Presentation and Disclosure ) Refer Sch -1l
. A7 v 7 v
s ‘_ Surprise Check: _‘ Checking of Rough Cash ‘ Direct Confirmation ‘\ Verification of BRS: _‘
,»Cash Verification \ Book: : Procedures: » Understanding process & frequency of making
without giving /# Auditor should test # Contact banks/ BRS verification of BRS includes:
notice entries from the rough financial institutions » Tallying the balance as per books and bank book
2 |»0n the last day but cash book with those in directly »~ Checking of all material reconciling items
kes | also again sometimes| || the cash book \# Done for all account o Verify cheques issued have subsequently

after close of the \» Temporary advances balances at year end been cleared by bank

year
»All cash balances
should be checked
simultaneously
,»Cashier to be
present while cash is

=

paid to the employees
are initialled by a
responsible official &
debited to appropriate
accounts if included in
C&CE as slips, chits or

,» Company should be asked
to investigate and reconcile
the discrepancies
Emphasize for confirmation
of 100% of bank account

In remote situations

e For all cases where cheques have become
stale same should not appear in the BRS
»~ Checking of all material reconciling items
included under “cheques de-posited but not
credited by bank”
e Verify if the balances were credited by bank

being counted 1.0.U. were no reply is received, subsequently
= \ auditor should perform o Seek explanations from the man-agreement &
1 SeneTty RN ‘ additional testing regarding o Verify of 'Fhe revenue recognition related to
\ : L the balances like down such parties
Y Y loading online statement, »~ Checking of all material reconciling items
== | | Perform a cash sensitivity Analyse the or sending team member included under “amounts/ charges debited/
n analysis by compiling a trends, see to Bank Branch for credited by bank but not accounted for”
summary of cash receipts variations, seek confirmation e Auditor should insist the management to
& payments explanations. record adjustments
e Auditor should qualify his opinion

B Assertions

Existence Establish year end balance

Audit procedures

| Review client’s plan for performing inventory count Compute inventory turn-
Y over ratio

v
Ensure consigned |Appropriate supervisionffPersonally perform test b)» Perform vertical analysis
goods segregated | those performing count l§ counts to verify counts C.

Compare budgetary
Test counts by auditor should include:

Completeness

l a.

Meaning

Inventories are a
form of current
asset held for sale
in the ordinary
course of business
or in the process
of production for
such sale or for
consumption in
the production of
goods or service
for sale or in the
form of materials
or supplies to
be consumed in
the production
process or in
the rendering of
services.

expectations

Observing employees
Observing there is supervision
All items are properly tagged .
Proper amounts are shown on tags
Tags and summary are controlled &
reconciled & discrepencces agreed
with client .
Reconciliation of test counts with
tags .
Staying alert at all times
Establishing cut off, review last 5-10
shipping documents .
Ensuring exclusion of third party
stock

¢ Ensuring accounting of all stock
sheets

Investigating any significant
differences between the physical
stock and stock records. Ask
client to sign all stock sheets.
Inventory count should be
undertaken at end of period

If client uses perpetual system,
inventory may be counted at
interim dates

Confirm or investigate public
warehouse inventory, job worker
stock.

Examine non-financial
information

Perform purchase &
sales cut-off tests. Trace
shipping docs to books

Verify the clerical &
arithmetical accuracy

Reconcile physical inventory
with perpetual records.

- - ——)
Reconcile physical counts with
general ledger control totals. )

Verify our stock with 3™ party1
& 3" party stock with us )

CA INTER AUDIT - BY CA ST
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Audit of Items of FS

Rights: Entity has valid ownership rights

Audit procedures

Valuation : As per GAAP

8

Vouch recorded purchases
to PO, GRN, Payments,

etc. Vouch Sales,

Purchase, Receivables.

Evaluate consigned goods

1

Determine existence of

collateral agreements

enquire into basis of
standards
Test check cost prices

Follow up valuation of all

damaged stock

Audit procedures

Raw materials and consumables

Ascertain elements of cost
If standard costs are used,

Presentation and Disclosure

Refer Sch — Il

J

Review consignment
agreements

Review material purchase
commitment agreements

Examine invoices for

evidence of ownership

<o
~of
~of
~of
o

Obtain confirmation
from 3rd party on their

letterhead with declaration

of stock held on behalf

%
|

Work in progress

o Ascertain the method used

to determine stage of
completion

o Ascertain elements of cost

included

¢ |f overheads are included,

ascertain the basis

e Ensure material costs

exclude any abnormal
waste

Finished goods and goods for resale

Enquire into what costs are included

Ensure that the overheads included have been
determined based on normal costs and appear
reasonable

Ensure that inventories are valued at NR if they
are likely to fetch a value lower than their cost
Follow up for items that are obsolete,

damaged, slow moving

Follow up any inventories which were noted as
being damaged or obsolete J

J

J
;
4
|

Compare recorded costs with replacement costs
Examine vendor price lists

Calculate inventory turnover ratio

In manufacturing environments, test overhead
allocation rates

Verify the correct application of lower- of-cost-
or-net NRV

J

D

PROPERTY, PLANT AND EQUIPMENT (PPE)

(Refer AS 10 for Definition, Recognition &
Measurement of PPE)

(i)

Existence
Audit procedure

physic

physic

verific

perfor

marks
noted
Recon
items,
till PV
Verify

books

Review client’s

its frequency
Evidence of
supervision of

of PPE should be
examined.
Obtain physical

working sheets and
procedures:

PPE are properly
tagged and carry

discrepancies noted
& how dealt with in

(ii)

Completeness

ASSERTION

Additions to PPE have been recorded and do not include
PPE that belong to third parties

al verification &

al verification

ation report @

m following

which are

in PPE Register
ciliation of
check additions
date

the

é6 6 6 ¢

J

For ADDITIONS during the period,

(Revised).

Spare parts, stand-by equipment
and servicing equipment are
recognised in accordance with AS

10 when they meet the definition of
PPE else classified as inventory.
Day-to-day servicing costs not added
to carrying amount of PPE.

Test purchase invoice, installation cer-
tificate to verify the date of addition.
Verify approvals by authorized

personnel.

Verify internal processes and proce-
dures like inviting competitive quo-
tations/ floating tenders etc. were
followed by checking the supporting
\_ documents of the samples selected.

Audit procedure

4 Verify the movement in the PPE schedule & tally the closing
balance to the entity’s books
4 Check the arithmetical accuracy of the movement
+ Tally the opening balances

obtain list of additions and:
@ Verify if such expenditure meets
the criteria of PPE as per AS 10

'@

A

A

For DELETIONS to PPE

Understand the
reason and rationale
for deletion and the
manner of disposal.
Obtain management
approval and discard
note authoring
disposal.

Verify the process
followed for sale,
like competitive
quotes, tenders, sales
proceeds.

Verify accounting

- original cost

less accumulated
depreciation up to the
date of disposal and
the resultant gain/
loss on disposal.

J

(iii)

Valuation

Valued appropriately as per accounting policies
and practices
Audit procedure

The auditor should:

"® Verify depreciation charged on all items
of PPE

@ Verify depreciation method used reflects
the pattern in which future economic
benefits are expected to be consumed by
the entity

Q Verify impairment assessment

(iv)
Right and obligations

J

.
Verify valid legal ownership rights over
the PPE

@ Verify that all PPE purchase invoices are
in the name of the entity, check legal
title
All additions to land, building in
particular obtain copies of conveyance
deed/ sale deed in name of entity
Insist and verify the original title deeds
In case entity has given immoveable
property deeds as security, request a
confirmation from the respective lenders
@ Verify the register of charges for charge

\_ against PPE Y,

(v) Presentation and Disclosure
Refer Sch -1l

@

@
@
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CHAPTER S

INTANGIBLE ASSETS

(a) Meaning

An Intangible Asset is an identifiable non-monetary asset, without physical substance, held for use in the
production or supply of goods or services, for rental to others, or for administrative purposes

(b) Assertions

Existence Completeness Valuation Rights and Obligations
o Audit procedures o=

e Auditor l 1 The auditor should: N

should verify Verify the movement Check the arithmetical e Verify that entity In addition to the pro-

winetiher sudh in the Intangible assets accuracy Tally the has charged cedure.s Lfndertaken

intangible schedule opening balances amortization for verifying com-

asset fulfill — Obtain a listing of all additions & undertake: e Verify that plet(.-_‘ness also verify

the criteria (a) Verify if such expenditure meets the criterion for amortization that:- o

of definition recognition of intangible asset as per AS 26. method reflects a. all expense invoic-

of IA (b) Whether an internally generated intangible the pattern of es/ purcha.se con-
® Incaseany asset meets the criteria for recognition, an entity consumption of tracts are in the

intangible classifies the generation of the asset into: F.E.B. TS °f. the entity

asset not in a. aresearch phase (expensed) e Verify if the b. that entitles legal

active use, b. adevelopment phase (capitalized) management title of owners?hlp

deletion (c) Verify the certificate or report to check date of use has undertaken to the respective

should have (d) Verify if the additions have been approved by an impairment entity

been recorded appropriate entity’s personnel assessment - e .

post approvals (e) Verify if tenders/quotations invitation were to determine

done before finalizing vendor for purchase whether an Isclosure
intangible asset is
— In relation to deletions to intangible assets same impaired. Refer Sch-lll
procedures as discussed in PPE deletion applies

Loans could be understood in normal parlance to mean money advanced to
related or other parties, with or without interest clause, advances include

(a)

LOANS AND ADVANCES AND .
Meaning

OTHER CURRENT ASSETS

For establishing existence of loans
and advances, direct confirmation
procedures, similar to those performed
for “Accounts receivable” except that
interest receivable to be also added to
the balance to be confirmed.

Obtain list of all advances and compare them ‘e

with balances

Inspect loan agreements
Whether authorised by MOA/AOA Confirm
that loans were within the competence of

sanctioning persons

Inspect the minutes of meeting of BOD
Verify loan acknowledgement & security

obtained

Related party loans and advances:
(a) review whether they were properly

authorized

(b) value of such transactions were reasonable

5.10 /) aia W A
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amounts recoverable either in cash or in kind or for value to be received

In relation to balances with statutory

authorities

(a) prepare a reasonability with respect
to purchases/ expenses etc. using
GST rates

(b) in case of any variance reasons from
client

(c) in case found satisfactory, the same
should be maintained as part of
audit documentation

Auditor should obtain copies of

statutory returns filed

Verify whether account tallies with the

claim made with authorities

Presentation and Disclosure

Refer Sch - 111

Valuation
Audit procedures

Assess the allowance for doubtful
accounts.

Review the process followed whether
consistent with PY. and industry.

Obtain the ageing report of loans and
advances

Obtain the list of loans and advances
under litigation & compare with PY.
Scrutinize the analysis and identify
doubtful

Discuss with management their reasons
if not considered doubtful.

Assess bad loans/ advances write-offs
Check movement of PBD

Check that write-offs or other reductions
are approved by senior authority

Check restatement of foreign currency
loans done properly




\ Audit of Items of FS

3 INCOME STATEMENT CAPTIONS

n SALE OF PRODUCTS AND SERVICES

Meaning The sales and collections cycle in a business refers to the set of processes that begin when a customer purchases goods
or services & ends when the entity receives complete payment for the purchase. Sales generally attracts higher RoMM:

Revenue Cycle involves Sales Service As part of the year-end audit procedures,
to Sales Journal and Deposit Slip, Cash auditors test sales transactions and its ICs to

Receipt both recorded to Accounts assess whether entity is materially misstating
Receivable Listing revenue*s. This involves: — ] y
; ( Understanding Sales ) (Understanding
Tests Fhe con'trols— If gf'fectlve, reduc'e \ Process IC revenue centres
substantive testing. If deficient communicate (Example SoD between (Example Types
a5 per 5A265. person determining Credit of products/
(Example of controls - Pre-numbered sales invoices, limit Vs Authorising Sales services, major
Authority for : Approval/Execution /Credit limit and Orders Vs Raising Invoices customer,
Write-offs. Example of Test of Controls — Check if Vs Despatch Vs Collections, | | returns)

invoice serially numbered in a sample,) } when to record sales)

~

Substantive analytical procedures — (Example - Sales trend analysis, PY — CY comparisons,
category-wise sales analysis, etc. Auditor can compute expected Sales value and compare with
sales records. For this needs to know average SP, discounts, etc. during the year)

ii.
Completeness

J

iv.

iii. Presentation
Measurement and Disclosure

Refer Sch-lll

i.
Occurrence

Audit procedures

Ensure revenue is not overstated by Perform cut-off test Trace few sales
performing following audit procedures: to ensure revenues from start to end a
Check whether a single sales invoice are recognised in the (Examination in depth) 'j'
is recorded twice or a cancelled sales current period [ If there are any
invoice could also be recorded O Compare invoice date export sales, consider o
Test check invoices with JE & transfer of risks & calculating
Seek customer confirmations rewards date “exchange
Whether any fictitious customer & sale r’ Auditors will also gain/ loss”
recorded have to see “credit (AS-11)
Any shipments were done without the notes” issued after the Recalcylate prices &
consent of the customer accounting period extensions
Unearned revenue recorded as earned. Trace from the shipping Trace a few
Any substantial uncertainty exists about documents to the sales transactions from
collectability journal inception to
Customer obligations are contingent on Check whether L, com.pletnon
other actions quantity is appearing in Auditor must )
. sales register or not understand client’s
BEIE; Review the GST returns operatjions and related
Review sequence of sales invoices E Prepare a reasonability GAAP issues
Review journal entries for unusual say of GST by applying Compare the rate of
transactions the applicable rate sales affected
Vouch from the sales journal Whether they were
Calculate the ratio of sales return to sales \ -/ properly authorized -
Check the sales return with sales invoice

AB AUDIT HOGA SABSE SCorRING | ) =W~ WL
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CHAPTER § /

E OTHER INCOME COMPRISING INTEREST INCOME, DIVIDEND INCOME, GAIN/ LOSS ON SALE OF INVESTMENTS ETC.

Meaning :

operations is generally classified as other income

Any form of income earned by an entity which is not linked to the entity’s core business

(i) (iii)

Occurrence Measurement
Recorded other Measured
income was earned || appropriately as per
during the period the applicable AS

Audit procedure

») Obtain a listing of fixed
deposits opened with the
applicable interest rate &
number of days

Verify the arithmetical
accuracy of the interest
Obtain closing balance
confirmations

(iv)

Appropriately Presentation Obtain a confirmation of
recorded & no and Disclosure interest income from the
understatement or bank

overstatement

& reconcile the interest

Obtain a copy of Form 26AS and trace the gain / loss as recorded

ﬁ)r Dividends

») Verify that the same are recognised
in the SPL only when the:

(a) entity’s right to receive payment
of the dividend is established

(b) economic benefits associated will
flow to the entity

(c) amount can be measured reliably
D) Verify that gain/(loss) on sale of
investment in mutual funds is
recorded as Other Income

1)) Obtain the mutual fund statement

PURCHASES

Occurrence
Audit procedures
Ensure purchases are not understated/
overstated by verifying whether:

[» any fictitious vendor and purchase recorded
[» goods received at factory date & entity made
in gate register

> quality inspection of goods was done

What are the factors auditor

is need to understand while
auditing purchases -

“An auditor needs to identify
the control points over
purchases whether:

0 segregation of duties

exist, [» GRN was prepared and signed by an
@ competitive quotes are appropriate client personnel

invited, D purchase invoice approved as per delegation
@ a purchase committee of authority

exists [» stock record updated by the stores personnel

ﬁTests the controls the entity
has set up for the purchase
cycle

nSeIects a random sample

of transactions & examines
the related purchase orders
u Performing substantive audit
procedures is must & it will
consist of:

purchase trend analysis,
comparison with
previous accounting

Special considerations during audit of
purchase

[» The purchase invoice should be the
“original” copy

[» Purchase invoice should booked only once
risk and reward transferred to the entity

[» Purchase invoice should be in the name of
auditee, relevant branch.

(» Input tax component should have been
booked in the input tax ledger, auditor
should obtain a copy of tax returns filed

[» Tally the input tax credit

period ) [») Appropriate ledger should have been
category wise debited
purchases, » In case of purchases related parties:

any analysis auditor
may find relevant

the auditor would need
to know the purchase
prices of the products
or services

(a) verify if requisite approval from Board

(b) verify the selected samples and

perform analytical procedures

(> Auditor should review whether purchases

should be capitalized or expensed off

[» Review journal entries for unusual
transactions

[» Vouch from supporting documents

512 /1 WA /CA INTER AUDIT - BY CA ST
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- & :

i)

Completeness Measurement
All purchases were recorded | [ p\,rchases measured
& there in no understatement appropriately
or overstatement.

Audit procedures
) Perform cut-off test to ensure that the auditor

should examine material inward records &
check that all corresponding invoices have
been duly entered, check last 5 transactions.
Ensure correct accounting treatment of goods
—in —transit w.r.t. risk transfer.

Obtain WR of completeness

Perform analytical procedures obtain audit
evidence as to overall reasonableness of
purchase quantity and price which may include:

Stock Composition
Analysis:
Collect reports for
composition of stock
i.e. raw materials as
a percentage of total
stock, compare the PY
and seek reasons for
variations.

Consumption
Analysis:
Scrutinize and
compare with PY
and seek reasons
of variations on RM
consumed.

Review
quantitative
reconciliation: Ratios:
Of closing stocks Compare creditors

with opening stock, turnover ratios and
purchases and stock turnover ratio
consumption. of CY with PY.

Presentation and @
Disclosure
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