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FOREWORD 

 It is a matter of immense pleasure that the Department of Commerce of 

the Allama Iqbal Open University (AIOU) has revised the Course “Auditing” 

(481) for B.Com Students. 

 In the process of revising the course due weightage has been given to the 

suggestions made by the teachers and readers, due consideration has also been 

given to the subject requirements. This book is written especially for non-formal 

and distance education students, but it adequately meets the requirement of 

B.Com students in the formal system of education. It has been the endeavour of 

the authors to make the course contents lucid and concise. More importantly 

efforts have been made to present the subject entirely in according to the 

understanding and environment of Pakistani students.  

 This book is recommended as a textbook of Auditing for B.Com students 

of our university (AIOU). We hope that this revised version will be warmly 

welcomed both by the students and teachers of commerce.  

 We shall be grateful to the teachers, students and readers for their 

comments and suggestions for improvement of this book.  

 

 

        

Prof. Dr. S. Altaf Hussain 

 Vice Chancellor      
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INTRODUCTION OF THE COURSE 

 The Auditing course is one of the courses designed to provide instruction 

to learners, who intend to have professional qualifications in business. It will be 

beneficial to other individuals as well as who may like to have an insight of the 

procedures. 

 This course describes how an Auditor will audit the books of account and 

profit and loss account and the balance sheet. For performing this work, the 

Auditor, should have a detailed knowledge of accounting in addition to certain 

personal qualities as sound judgment, high integrity and impartiality.  

 The end product of an Auditor’s work is his report, which states whether 

or not in his opinion, the profit and loss account and the balance sheet show a true 

and correct picture of the state of affairs of the organization and its financial 

position. To give this report, an Auditor uses various principles and techniques of 

auditing. 

 The principles of auditing are the guidelines for a Auditor in his work 

while auditing techniques are the tools for gathering evidence to enable the 

auditor to evaluate the reliability of the accounts under audit.  

 The course deals not only with audit procedures but also attempts to give 

an understanding related to the propositions that an auditor tries to prove. The 

auditor may then select the appropriate techniques to proceed ahead.  

 The course consists of 9 units. Each unit in the course is about one week’s 

study work. There are a few units which may take a bit longer however, others 

may take less. The readers should always keep up with this time scale and never 

get behind, and if one loses a few days for any reason he should try to catch up.  

 Each unit starts with brief introduction followed by objectives that 

students should be able to achieve at the completion of the unit. The unit is then 

divided into main sections numbered 1,2,3 etc. Main sections are then broken 
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down into sub-sections numbered 1.1, 1.2 etc. Main sections are followed by Self-

Assessment Questions (SAQs) intended to assist in learning the unit. SAQs are 

meant to check, for your self, the understanding of the concepts discussed in the 

section. Answers to SAQs are given at the end of the unit. If the students feels that 

he cannot answer an of the SAQs, it is would be advisable for him to study the 

respective portions of the section once again. This will help him to learn with 

confidence.  

 Any suggestions for improvement of the course-book will be welcomed.  

 

       
 

Prof. Najeeb A. Khan 
     Dean, Faculty of Social Science,  

      and Humanities.  
 

 

 

 

 

 

 

 

 

 

 

 



 9

Objectives of the Course 

 

1. To acquaint you with the need of Auditing.  

2. To enable you to know the legal requirements of Audit. 

3. To enable you to be able to judge the effectiveness of organizational 

internal control.  

4. To enable you to know the different techniques of Auditing.  

5. To comprehend the fundamentals of Auditing as applied by 

professional Auditors.  
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 Introduction: 

 It is difficult for a single person to remember so many transactions or 

events for a number of days, weeks or month or longer period. Therefore, 

limited memory constraints enforced people to start documentation of 

events. Particularly business events are necessary to be recorded because 

any omission can lead to heavy financial losses, that is why, subject of 

Accounting got prominent place in the fields of Commerce, Trade and 

Industry. 

 The invention of Computer has made many difficult things so easy e.g. in 

electronic data processing (EDP). There are comparatively lesser chances 

of clerical mistake than in manual accounting system. Organization bears 

cost of accounting staff just to keep fair and clean accounting system, but 

if records and statement are misleading then management and owner both 

suffer , because errors made by a single person will lose the reputation of a 

whole organization. 

 Decision making parties rely only on those accounting facts which are 

confirmed by a competent outside party, called the Auditor. An Auditor is 

duty bound to give true financial review of  the concern. Every share 

holder, banker, insurer, supplier, liquidator, and tax authority presume 

auditor a competent professional, who states financial position without any 

falsification. 

 

OBJECTIVES 

 The study of this unit will enable you to:  

 Trace the origin and correctly define audit. 

 Differentiate between accounting and auditing. 
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 Point out the objects for which audit is performed. 

 Identify and explain the qualities of an auditor. 

 Explain the fundamental principles and main techniques of auditing. 
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1. AUDITING 

 Audit is the procedure of checking and determining the accuracy, 

reliability, correctness, and completeness of financial record and their compliance 

with financial statements. In other words, we may say that auditing is an 

examination of the books of accounts and vouchers of a business . 

1.1 Origin of Auditing 

The work of audit originated, when the necessity was felt to set up some 

system of check upon the persons who recorded receipt and disbursement of 

money on behalf of others. In the early stages of civilization, the methods of 

account were so crude and number of transactions to be recorded so small that 

each individual was able to check all the transactions himself. 

From an early date, it was customary to perform an audit of the accounts 

of manors and estates, and the persons who performed this duty came to be 

known as auditors. The word auditor was originally derived from a Latin word 

‘audire’, which means ‘to hear’ as the accounting parties were required to attend 

before the auditor, who heard their accounts. Business men used to appoint 

auditors to hear accounts matters relating to their business. The auditors have to 

rely on the statements of the accounting staff regarding the receipt and payments. 

When Principles of double entry were introduced and published in year 1494 at 

Venice by Luca Pacioli, the duties of the auditor correspondingly increased. With 

the passage of time, there have been developments in the field of accounting 

which resultantly made improvements in the field of audit. 

The increase in volume of trading operations necessitated the use of more 

capital than was at the disposal of average trader; this induced them to combine in 

partnership with others for the purpose of obtaining the requisite funds. This 

tendency was an important factor in the evaluation of a more perfect system of 

accounts. In 19th century, an enormous increase in trade occurred which led to the 
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formation of joint stock companies involving the use of large sums of capital 

under the management of a few individuals. Under these conditions, the 

professional management started to be hired for running business, which resulted 

in the separation of ownership from business administration. These revolutions 

made the audit a profession.  

The main purpose of audit is to express opinion about the correctness and 

reliability of accounts and the financial position of the business concerned. The 

auditor is an expert in the field of auditing. It is due to his expertise and 

independence of his professional opinion that audited accounts are treated as 

reliable not only by owners but also by the government, business community and 

general public. His attitude, training, principles and the procedures that he 

employs have enabled him to attain the present high status that he occupies. 

 

1.2 Definition of Auditing 

Auditing is an examination of the books of accounts and vouchers of a 

business, which enables an auditor to satisfy himself that: - 

 Whether the balance sheet is properly drawn up so as to give a true 

and correct view of the state of the affairs of the business. and  

 Whether the profit and loss account gives true and correct views of 

the profit or loss for the financial period. 

To satisfy himself in respect of the above-mentioned points, an auditor has 

to verify that the books of accounts contain a proper record of the transactions 

entered into by the organization. For this purpose, he has to exercise reasonable 

skill and diligence, and try to reach at a conclusion according to the best of the 

information and explanation provided to him.  

Different experts defined auditing in different ways. One of the definitions 

given by “Montgomery”, a leading American accountant, is described below: 
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“Auditing is a systematic examination of the books and records 

of a business or other organization, in order to ascertain or verify 

and to report upon the facts regarding its financial operations 

and the results thereof.” 

 

1.3 Scope of Auditing 

Scope means the range of action. Hence the scope of audit means the 

actions taken by the auditor or procedures followed by the auditor to achieve the 

objectives of the audit.  

The auditor determines the scope of an audit of financial statements, 

keeping in view the requirements. The scope of audit conducted in the private 

sector will differ from the public sector enterprise. For example, while caring out 

audit of the joint stock companies, auditor will take into account the requirements 

of legislation like Companies Ordinance 1984, other Government orders like 

ministerial directives etc. Hence the scope becomes the broader as compared to 

private entities as the latter has less legal requirements. However, the auditor 

should also obtain a statement in writing as to the nature and scope of the audit, 

he is to undertake. 

The International Auditing Standard No.1 states the criteria for 

determining the scope of the audit of a company: - 

1. The procedures required to conduct an audit should be determined 

by auditors having regard to the legislation rules and regulations 

framed by the statute of a country for safeguarding the interest of 

the shareholders. 

2. International Auditing Standards issued by relevant professional 

bodies. 
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3. Regulatory of companies and terms of audit engagement and 

reporting requirements. 

1.4 Objects of an Audit 

The reliability of accounting data is very essential. Errors creep into data 

for various reasons. The users are not sure whether the data are correct and 

reliable or where and what errors are in the data. This shows the importance of 

verification of data by some independent person, who is not connected with their 

preparation. Therefore the primary object of an audit is to give an independent 

opinion on financial statements. 

Detection of errors is the primary object of an audit. Chances of errors are 

always present in accounting. Sometimes the errors are due to the negligence or 

carelessness of those responsible for maintaining records, sometimes due to the 

ignorance of such persons. Mistakes may occur in original documents, in copying 

from the original records into the books or in the final statements prepared form 

the books.  Errors may be named as errors of omission, errors of commission, 

errors of principles, clerical errors, and compensating errors. 

Detection of frauds is also a primary object of an audit.  There are always 

chance of fraudulent manipulation of assets, deliberately omission of transactions, 

recording without evidence etc.  Negligence on the part of an auditor may lead 

him to damages under the provisions of companies of ordinance 1984.     

 The objects of an audit may be described as: 

i) Shareholders satisfaction. The uditors verify the accounts and financial 

statements prepared by the accounting department so that the shareholders 

feel satisfaction that these have been prepared in accordance with the 

recognized accounting principles.  

ii) Discovery and prevention of frauds and errors. 

iii) To satisfy the tax authorities. 
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iv) To satisfy the creditors. 

 

In addition to the general routine objectives, there may be certain specific 

objectives. 

i) To work out a purchase or sale consideration.  

ii) To determine defalcations. 

iii) To satisfy the new partner at his admission time and to satisfy new 

administration at the time of change of administration. 

iv) To determine the performance and suggest best courses of action. 

v) To satisfy loan giving agencies like banks etc. 

 

1.5   Difference between Accounting and Auditing 

Accounting involves recording, analyzing, processing, and interpretation 

of data about the transactions of a business concerned. It is also concerned with 

the preparation of the financial statements (i.e. profit and loss account and balance 

sheet) and other reports for the use of management. The financial statements are 

invariably prepared at the end of the financial year of a business. The external 

auditor, however, audits the accounts and the annual statements. In other words, 

the auditor makes an examination of the vouchers and accounts, and then checks 

profit and loss account and balance sheet with the books. His main object is to 

verify whether the balance sheet represents the true and correct view of the 

financial position of the business concerned or not. 

The main features of accounting and auditing have been presented in a 

tabular form as under: - 
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Accounting Auditing 
1. It involves recording of 

business transactions in the 
books of accounts. 

 
2. It involves the preparation of 

financial statements (i.e., 
profit and loss account and 
balance sheet). 

 
3. Interim financial statements 

and various reports are 
prepared for the use of 
management. 

4. Pakistani law has not 
prescribed any qualification 
for a person to be appointed 
as an accountant. 

 
5. The accounting work is 

performed by an accountant 
under the instructions from 
the management. 

 
6. An accountant is responsible 

for his work to the 
management. 

It is concerned with the examination 
of accuracy and correctness of 
accounts. 
 
It means verifying and checking the 
financial statements with accounts and 
expressing professional opinion on the 
financial positions of the business 
concerned. 
It is not concerned with the interim 
statements and the various reports. 
 
 
Pakistani law provides that only a 
chartered accountant can work as an 
auditor of a public limited company. 
 
 
The auditor is appointed by the 
shareholders of a company and works 
under the authority given to him by 
the Companies Ordinance 1984. 
 
The auditor’s rights, duties and 
liabilities are defined by the law. 
Companies Ordinance, 1984, Societies 
Registration Act are the examples 

 

1.6 Advantages of Audit 
 

(A). To Business 

(i) Detection of Errors and frauds. 
(ii) Valuable suggestions. 
(iii) Higher degree of reliability. 
(iv) Goodwill of a business. 
(v) Loan Rising. 
(vi) Settlement of disputes. 



 18 

 

(B). To Public 

(i)  Training facility. 
(ii) Acceptance of claims by Insurance Companies. 
(iii) Rescheduling of Loans. 
(iv) Employment opportunity. 
(v) Evidence reliable. 
 

(C). To Investors/Owners  

(i) Independent verification of Accounts. 
(ii) Weak points of Internal Control. 
(iii) No exploitation of share holders. 
(iv) Attract investment. 
(v) Helpful for credit rating. 
(vi) Moral check. 
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1.7 Self-Assessment Questions No. 1 

a) Fill in the blanks: 

i) Auditor forms an _________ on the income shown by 

________ and financial position as shown by 

___________________. 

ii) The reviews upon which the auditor’s decisions are based 

are called ___________________. 

iii) Auditor has mastery over _________________. 

iv) Auditor also sees that ___________ and ______________ 

have been recorded and correctly _________________. 

v) Auditor’s opinion must show that the financial statements 

represent the _____________ and __________________ 

view of the financial position.  

 

b) Write true or false against each of the following: - 

i) Accounting is concerned with the preparation of financial 

statements and other reports for the use of the management. 

ii) A statutory auditing is not concerned with interim 

statements and the various reports. 

iii)  Accounting work is performed by an accountant under the 

instructions from auditor. 

iv) Accounting begins where-auditing ends. 

v) When an auditor is working as an accountant, his work is 

termed as accounting  work. 
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2. QUALITIES OF AN AUDITOR 

 

Every work of high standing requires certain qualities in a man, who is to 

do it. Auditing is no exception. The necessary characteristics of an auditor are 

given below: 

 
2.1 Professional competence 

He should have mastery over the theory and practice of 

bookkeeping and accountancy. He must have a firm foundation in the 

theory of audit evidence, and in the applicability and usefulness of audit 

techniques. An understanding of audit papers construction is also 

essential. He must have a working experience of the allied subjects like 

commercial law, industrial law, management, etc. He must have requisite 

training in examining the truthfulness and dependability of accounts.  

It may further be analyzed as under: 

a) The auditor must make a critical review of the bookkeeping 

and accounting system to satisfy himself that generally 

accepted accounting principles have been observed, and to 

what extent. 

b) The auditor must examine the duties of executives or 

managing director and staff, including the delegation and 

allocation of authority, division of work and the method of 

recording transactions, the custody and handling of assets 

involved in the transactions. He must also examine the 

work and reliability of internal audit. 

c) The examination of internal control requires extensive 

enquiry including the use of a questionnaire. He must take 



 21 

note of the weaknesses and shortcomings of internal 

control. By using his intelligence, skill and judgment, the 

auditor should decide whether the internal control is 

satisfactory and to what extent it is reliable. Further, it will 

enable him to judge to what extent test checking (i.e., the 

use of sampling method) can be used by him.  

d) The detailed checking should be reduced to the minimum 

in order to avoid unnecessary expenditure of time and 

expenses of audit. Sampling is a scientific method and as 

such it is extensively used in audit.  

 
2.2 Enquiring Mind 

He is not expected to know all about every business. He should 

obtain necessary information by putting intelligent questions to enable him 

to check transactions. 

 
2.3 Integrity 

In London and General Bank, it was held by Justice Lindley that 

“An auditor must be honest, i.e. he must not certify what he does not 

believe to be true, and he must take reasonable care and skill before he 

believes that what he certifies is true”. The concept of integrity has been 

clearly defined by Justice Lindley. 

Further, he must have courage of conviction. He will not sign his 

certificate untill he has received all the evidences required. A promise to 

supply information is not information. He should not sign if the evidence 

is merely promised. This does not mean that he should be rigid. He must 

not, however, sacrifice his principles. 
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2.4 Vigilance 

The auditor must be methodical in his work, cautions without 

being suspicious. The concept of vigilance has been laid down in Kingston 

Cotton Mills Company: “An auditor is not bound to be a detective, or to 

approach his work with foregone conclusion that there is something 

wrong”. 

 

2.5 Prudence 

He must give his advice or arrive at a decision in any matter after 

taking into consideration all the relevant factors and consequences of his 

advice or decision. 

 

2.6 Ethics 

In performing audit, the auditor should comply with the code of 

ethics for professional. Accountants issued by the International Federation 

of Accountants. The code of ethics for professional accountants states that 

the auditor should be straightforward and honest in conducting audit. The 

auditor must be fair and should not allow prejudice or bias or influence for 

overriding objectivity. The auditor should maintain an impartial attitude. 

 

2.7 Independent Outlook 

The auditor should have no financial interest in the company he is 

auditing and in its subsidiary. His independence is essential so that the 

statement may not mislead or defraud anyone, whether investors, 

commercial community, general public or tax department. 
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2.8 Consistency 

The accounting principles and methods must be consistently 

followed from year to year; for example the method for charging 

depreciation or of valuation of inventories, once adopted, should not be 

changed. The auditor is to see that the accounting principles have been 

applied on constant basis. In case there is a change, he must state it in his 

report. The effect of such change on profit must also be stated in terms of 

a definite amount. 

 

2.9 General 

He must have intelligence, ability of self-discipline, personality, 

and ambition. 

 

2.10 Self Assessment Questions-2 
  

(a) Fill in the blanks: 
 
i) _______________ means the use of professional skill and 

judgment with reasonable care and intelligence. 

ii) In case there is change in method from the preceding year, 

the auditor must state it in his ___________________. 

iii) The examination of _______________ requires extensive 

enquiry including the use of questionnaire. 

iv) According to the principles of ____________ a method 

once followed  must not be changed. 

v)  The examination of ______________ will enable an 

auditor to judge to what extent test checking can be used by 

him. 
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b) Write ‘yes’ or ‘no’ against each of the following: 

i) A promise to supply information is information. 

ii) An auditor must not sacrifice his principles. 

iii) An auditor is not bound to approach his work with 

suspicion or with foregone conclusion that there is 

something wrong.  
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3. TECHNIQUES OF AUDITING 

  

 The audit techniques may be defined as the methods used by the auditors 

for collecting the necessary evidence in order to enable them to form and give a 

professional opinion. Auditor is concerned to collect valid evidences from the 

books of accounts of his client to form a fair opinion to be reported in the audit 

report; hence it is very important to select the appropriate technique/method of 

audit, which particularly suits the situation.  

 There are number of audit techniques which suit in different situations. 

The techniques are tools in the hands of the auditors for gathering the necessary 

evidence. These techniques are used within the framework of auditing principles. 

To conclude, we can say that these techniques are tools of the auditor and 

like any skilled man’s tools, no attempt should be made to scale/rank them in 

order of superiority. All tools have their uses and for a given task, the appropriate 

tools should be selected. 

   Auditing is just like a research; gathering all possible information and 

evaluating it. The methods used by the auditors for collecting the necessary 

evidences are called audit techniques, which are as under: - 

 

3.1.  MAIN TECHNIQUES OF AUDITING 

 Some of the important audit techniques are as under: - 

1. Vouching 
2. Physical Verification 
3. Confirmation 
4. Scanning 
5. Inquiry 
6. Reconciliation/ Correlation with related information. 
7. Retracing bookkeeping procedure 
8.  Re-computation 
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9. Examination of the subsidiary ledger 
10. Observation 
11. Flow Charting. 
 

3.1.1 Vouching/Examination of original document. 

 Every transaction has a document as evidence. These documents are the 

basis of records and evidence of a transaction. In examining the recorded 

transaction, the relevant documents will be examined. This examination of the 

documents and the transactions recorded on the basis of the documents is called 

“vouching”. While vouching, the following four points should always be kept in 

view by the auditor: 

a) Appropriateness 

It means that the transactions must be appropriate to that company. 

They must not be about the purchase of personal items for 

employees or transactions of another company. 

b) Authenticity of documents 

If the auditor is alert, he can discover a fraudulent document. 

c) Proper approval 

The proper signature of the competent authority approving a 

transaction is must. 

d) Proper recording 

The recording should be under proper classification and under 

proper and correct head of account. In certain cases where the original is 

not available, duplicate of documents must be examined, e.g., sales 

invoice, shipping documents etc. 
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3.1.2 Physical Verification 

 The concept of physical verification is to satisfy that the thing exists. It is 

essential that the auditor must be able to identify a specific thing he is auditing, 

e.g., a machine or an item of inventory. He should also be able to recognize the 

quality of the thing, e.g., the quality of the item of inventory. If an auditor is 

unable to recognize the quality, the very purpose of physical examination would 

not be served. Genuineness of a thing is also to be considered by an auditor, but it 

does not mean that he must recognize, say, a counterfeit note. He is not 

considered an expert on the things he is auditing; but he is expected to be a 

responsibly alert and intelligent professional man. 

 This technique can be successfully applied to examine material-in-transit, 

material-in-process, etc. The auditor should make advance preparation or such 

examination. This technique works well provided that  advance preparation is 

done. 

 
 

3.1.3.  Confirmation 

Confirmation means obtaining a written statement from outside parties 

who are qualified to affirm. This technique gives very reliable information and is 

normally used in case of bank balances, balances or customers accounts, 

contingent liabilities, items stored in a warehouse or a title to property. The 

confirmation request should be made by the company and not by the auditor 

because outside parties will not refuse to reply due to their commercial relations 

with the company. The company should, however, ask the customers to send their 

replies to the auditor direct. This procedure to control the confirmation will be 

discussed in a later unit. Where interception or alteration is possible, the technique 

cannot be relied upon. 
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3.1.4. Scanning 

To scan, in ordinary language, means to examine point by point. In 

auditing, it has been defined as a critical study of accounts, a book of original 

entry or any other record or summary. The auditor develops a sense, which 

enables him to spot where the trouble is. Generally, it is said to be the sixth sense 

of an auditor but it is a misnomer. The fact is that he develops a sense to identify 

what are usual items, and what are unusual items of things, which are to be 

investigated for accuracy and correctness. The examples of unusual items are: 

sales of 13 months in a year; any unusual journal entry, an unusual item etc.   

From the above, it will be seen that it is the most indefinite technique. 

There are no rules for it. Experience is the only guide but it is an effective tool in 

the hands of an experienced auditor. 

3.1.5. Inquiry 

Inquiry involves asking questions and obtaining their satisfactory answers. 

The answers may range form casual conversational comments to formal 

statements in writing. The auditor must put related questions to bring out relevant 

and required information. The answers should clear the obscure points. Telephone 

or verbal queries or one single answer are not good evidence for an auditor to rely 

on. The inquiry is an art, which is very useful for an auditor; the rules can at best 

be only guides. It is the experience, which counts. 

 

3.1.6.  Correlation with related information 

In the double entry system, there are two aspects of transactions. The two 

aspects should be examined to establish their relationship with one another. 

Provision for bad and doubtful debts account and bad debt expense account have 

got relationship. Suppose that provision at the beginning of the year is Rs.900/- 

and addition to it at the end of the year is Rs.300/-. The auditor should check 
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whether the item “Bad Debt Expense Rs.300/-“ exists. In case the Bad Debt 

Expense Rs.300/- exists, it shows that the account is free from double entry error. 

Many similar examples are found. They are: Insurance Expense and Un-expired, 

Tax Expense and Accrued Taxes, Interest Expense and Accrued Interest, Interest 

Expense and Bills Payable, Cash Sales and Bank column of cash book, Sales in 

units and sales in rupees. This process is also called “Reconciliation,” i.e., relating 

one ledger account balance or other piece of information to another. To an 

experienced and alert auditor, this inter-relationship gives evidence or support to 

evidence. 

    
3.1.7.  Retracing book keeping procedure 

The auditor should check the postings: (1) to subsidiary and general 

ledger, (2) from general ledger balances to the trial balance, and (3) from 

subsidiary ledger balance to the trial balance of the subsidiary ledger. 

    
3.1.8.  Re-computation 

Re-computation means that all the working should be re-totaled and re-

calculated by the auditors. Even paper tapes of calculating machines should not be 

considered as authentic because such tapes may be so manipulated that they can 

show wrong total figures. 

Further, components of the total figures must also be re-totaled. For 

example in case of wages, which are made of so many components e.g., rate of 

wages, hours worked, etc., each component should be re-calculated and re-totaled. 
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3.1.9.  Examination of the subsidiary ledger 

The auditor should see that the subsidiary records are supported by certain 

evidences, which are considered by him as satisfactory. He should be particular to 

take note of the items, which have recently been introduced. The entries in the 

subsidiary records should be examined to see if they are entered: (1) carelessly, 

and (2) haphazardly. Such records should put him on the alert. 

 
 

3.1.10. Observation 

Of all the techniques of auditing, observation is the most general one. It is 

not limited to any particular verification nor tied to any particular work. During 

the course of his work, the auditor gets the opportunity to see and observe the 

activities, which are related to reliability of the financial statements. He sees the 

workers and officials working in the various departments. He sees how the assets 

are protected. He is alert to observe any condition or activity, which has effect on 

his pronouncement of opinion. For example, while moving in the company, he 

may observe that Mr. X. does work which is to be checked by another man Mr. Y, 

but in actual practice, both of them prepare the work, sign and pass it on. This 

state of affairs is against the internal check. The auditor must conclude that the 

internal check is not being practiced; it is only on paper. Handling of cash and 

treatment of obsolete and damaged inventories are other examples where the 

technique of observation can be very effective and useful.  

3.1.11.   Flow Charting  

These charts illustrate in diagrammatic form, the flow of documents in 

their sequence from beginning of a transaction to its final entry in the books. They 

make use of symbols and lines to represent documents and their movement 

respectively. 
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3.2 Self-Assessment Questions No.3 

a) Fill in the blanks. 

i) Auditing is just like _____________, gathering all possible 

relevant information and evaluating that information. 

ii) The concept of physical examination is to satisfy that the 

thing _______________________. 

iii) The _______________ are tools in the hands of the auditor 

for collecting the necessary evidence. 

iv) __________________ means obtaining a written 

_____________ from outside parties who are qualified to 

affirm. 

v) In verification of recorded _________, the relevant 

___________ will be examined. 

vi) The auditor should put related questions to bring out the 

relevant and required ________________________. 

vii) The main objective of gathering information is to have 

accurate and correct financial ___________ for formation 

of __________. 

b) Which of the audit techniques is useful in examining the following: 

i) Balance of customers  (ii) Inventory 

iii) Machinery    (iv) Balance in bank 

v) Items stored in warehouse  (vi) Effectiveness of  

            internal control 

c) Mention the point on which the auditor should concentrate while 

auditing the subsidiary ledger. 

d) Mention the four points that should always be kept in view by an 

auditor while he is examining original documents. 
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4. KINDS OF FRAUDS AND ERRORS.  

4.1.  Frauds 

Fraud means false representation or making wrong entry intentionally 

believing it to be wrong. In a small business, the chances of concealing fraud are 

very remote because the owner is in direct touch with details of all the 

transactions. As the size of business increases, the control of the owner becomes 

distant and the owner cannot maintain check upon every transaction. Spicer and 

Pegler divide fraud into the following two categories: -    

4.1.1. Defalcation – Involves misappropriation to misappropriate means to 

take dishonestly for oneself either money or goods. 

There are two methods by which misappropriation of money may be concealed. 

The first is inclusion of fictitious or excess payments, and the second is the 

suppression of receipts. The second one is much more difficult to detect, hence 

control over receipts is essential. The first can be detected by examining the 

original vouchers and the authorization to pay.  

 

4.1.2. Fraudulent – Manipulation of accounts not involving defalcation. 

The object of this kind of fraud is to show that the income and financial position 

of a business is much better than they actually are. It is to maintain the confidence 

of shareholders or of the public by the management or to show that management 

has been very successful. In some cases, it may happen that the directors may 

depress the profit in order to purchase shares at discount or to pay less tax on 

company’s profits. An auditor is concerned with manipulation of accounts as they 

present a faulty view of financial statements. 

 The extent of detailed checking which the auditor must carry out before he 

can himself satisfy that no fraud exists, will depend upon the system of internal 

control in force (discussed in detail in Unit no. 2). He will test the system 
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carefully and exhaustively. If the system is sound, the possibility of fraud is 

remote unless two or more persons collaborate. If he finds any irregularity, he 

must make a thorough inquiry into it.  

 

4.2 Errors 

 An advantage of considerable importance arising from an audit is the 

detection of errors. Errors may be classified under the following headings: - 

 

4.2.1 Error of Omission 

An error of omission is committed when any transaction is partly or 

wholly unrecorded. As the trial balance will not be affected by latter, the error 

will be difficult to locate. For instance, if some purchases were omitted from 

being recorded, the total purchases reflected in the books will be less than the 

actual purchases. The error will not be disclosed by trial balance. Take another 

example of rental income, which if not recorded, will not imbalance the trial 

balance. However, the error may be detected if the date for previous period is 

compared with this item. When, however, only one aspect of the transaction is 

recorded, the debt and credit totals of the trial balance will not tally. 

 

4.2.2 Error of Commission 

Where a transaction is incorrectly recorded either in part or wholly, an 

error of commission is committed. If a transaction is incorrectly recorded (either 

in excess or short of the transaction) in the invoice, the effect on trial balance will 

be nil. It can be discovered only when the transaction is vouched or challenged by 

somebody as incorrect. In the case of recording incorrectly a part of a transaction, 

the trial balance will be unequal to the extent of the mistake. 
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4.2.3 Clerical Errors 

They arise from posting an item to a wrong account, but that account 

should belong to the same class to which it belongs. For example, an item might 

be posted to the debit of Zahid Ali instead of to the debit of Zahid Hussain. The 

posting is to the wrong account of the same class, i.e., Debtors Account. 

 Clerical errors of the following types also occur: - 

a) An item may be posted to the debit instead of to the credit of an 

account or vice versa. The result will be that the trial balance will 

not agree and the difference in the trial balance will be twice the 

amount wrongly posted. For instance, an item of Rs.3/- was 

wrongly posted to the debit instead of to the credit of an account; 

the result will be that the trial balance will show a difference of 

Rs.6/-. 

b) Another common error is to record Rs.34.00 as Rs.30.40; the 

difference in trial balance will be Rs.3.60. 

c) Errors also arise in transferring from one page to another, e.g., 

Rs.500.20 may be carried over to the next page as 520.00. 

 

4.2.4 Errors of Principle 

This is the most important type of error. It deserves the auditor’s utmost 

care to detect it. The minor errors of principle may not affect profit. For example, 

if a revenue item is posted to the wrong class of revenue account or if an expense 

item is posted to the wrong class of expense account. Then the minor errors of 

principles occur.  

Another category of errors under this heading is that of major errors of 

principle. They are more important as they distort profit. These occur when a 
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revenue item is treated as an asset or a liability or vice versa e.g. rent paid is 

treated as an asset instead or an expense. 

Other examples of errors are: valuation of assets on wrong principles; 

incorrect allocation of expenditure between capital and revenue; ignoring 

outstanding assets and liability etc. 

 

4.2.5 Compensating Errors 

Where one error is offset by another error or errors, it is said that a 

compensating error has occurred. Trial balance does not reveal such errors. It may 

be noted that checking and vouching in mechanical way will not help the auditor 

to discover such errors; intelligent and searching check is required. 

 

4.3 Self-Assessment Questions No. 4 

a) Choose the right Answer. 

i) Who is responsible for preparation of accounts and 

financial statements? 

 a) Accountant  (b) Director  (c) Auditor 

ii) Is the auditor responsible for the following? 

a) Fraud (b) Negligence leading to failures to discover 

fraud 

b) Fill in the blanks:  

i) An auditor’s main object is to verify whether accounts 

represent the ____________ and ___________ view of the 

financial position of the business concern. 

ii) Accounting data must be _____________ and 

______________. 
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iii) Detection of errors is the ________________ duty of an 

auditor. 

iv) An error of _____________ is committed when any 

transaction is partly or wholly unrecorded. 

v) Where a transaction is incorrectly recorded, an error of 

________ is committed. 

vi) Major errors of principle distort 

______________________. 

c) How do errors creep into accounting data? 

d) Identify the kind of error committed in each of the following cases: 

i) A transaction is incorrectly recorded. 

ii) Rs.100/- received from Y, a customer, was posted to the 

credit of X,  another customer. 

iii) A transaction has not been recorded. 

iv) Rs.240.00 posted as Rs.2.40. 

v) Rs.100/- received from M customer, was posted to the 

credit of P, a tenant. 

vi) Building was valued on wrong basis. 

vii) Incorrect allocation of expenditure between capital and 

revenue.  
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5 SUMMARY OF THE UNIT 

  

 The word audit has its origin in the Latin word’ ‘audire’ which means to 

hear, as in ancient days the auditor used to hear the accounts. An auditor is the 

person who checks vouchers, accounts and related documents and summaries for 

judging accuracy and reliability of the books of accounts and certifies that the 

financial statements give a true and correct view of the financial position of a 

company. His independent professional opinion is held in esteem. 

 The work of writing books of account is called accountancy and 

examination of the accuracy of the books of accounts is termed as auditing, [Apfel 

(Trustees of) Vs Annan Dexter and Co]. 

 The main objects of audit are the detection and prevention of errors and 

fraud and expression of independent opinion on the accounts audited. Fraud 

implies (i) defalcation involving misappropriation of either money or goods and  

(ii) fraudulent manipulation of accounts not involving defalcation. Errors are either 

of commission or omission; each of which may be sub-divided into (1) clerical 

errors (2) errors of principle, and (3) compensating errors. 

 Qualities required of an auditor are: professional competence, alert and 

enquiring mind, integrity, vigilance (i.e. being methodical and cautious), prudence 

(i.e. taking all the relevant factors into consideration) and personal qualities. 

 The principles for auditing drawn from judicial observations are 

independent outlook, integrity, reasonable cautiousness, care (or vigilance) and 

competence. Other principles are distinction between revenue and capital 

expenditure, proper disclosure, careful planning, consistency, objectivity (impartial 

attitude) and compliance with statutory obligations. 

 Within the framework of these principles, the auditor uses various methods 

of collecting evidences called techniques, which are physical examination, 
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confirmation, examination of original documents, recomputation, scanning 

(critically examining), enquiry, re-tracing book-keeping procedures, examination 

of subsidiary ledger, co-relation with related information, and observation. 

 Principles are the guiding standards or rules for an auditor, while 

techniques are the procedures used for gathering evidences. 

 

6. ANSWERS TO SELF-ASSESSMENT QUESTIONS 

SAQ-1 

(a)   (i)    Opinion, profit and loss account, balance sheet (ii) audit examination 

(iii)    accounting principles (iv) assets, liabilities, valued (v) true correct.  

(b) (i) True (ii) True (iii) False (iv) False (v) True. 

 

SAQ-2. 

(a) (i)Professional competence (ii) report (iii) internal control (iv) consistency  

 (v) Internal Control 

(b)  (i) No (ii) Yes (iii) Yes 
 

SAQ-3. 

(a)      (i) research (ii) exists (iii) techniques (iv) confirmation, statement 

(v) transactions, documents (vi) information (vii) data, opinion      

(b) (i) confirmation (ii) physical examination (iii) physical examination      

 (iv) confirmation (v) confirmation (vi) observation 

(c)  Whether the transactions have been recorded carelessly and haphazardly 

 or not. 

(d) (i) Appropriateness (ii) Authenticity of document (iii) Proper approval  

 (iv) Proper  recording 

SAQ-4. 

(a) (i)Director (ii) (1) No (2)  Yes 
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(b)  (i)True, correct (ii) correct, reliable (iii) Primary (iv) omission  

 (v) commission (vi)profit in financial statements 

(c) ___Due to negligence or carelessness of those responsible for recording. 

 ___Due to ignorance of those who record, mistakes occur in original record.  

 ___Errors in copying from original records into the book. 

 ___Errors in the final statements prepared from the books. 

(d) (i) Error of commission 

(ii) Clerical error 

(iii) Error of omission 

(iv) Clerical error 

(v) Error of principle 

(vi) Error of principle 

(vii) Error of principle 
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Introduction. 

 This unit relates mainly to the audit procedures used by the auditor in 

performing his work of audit. He plans his work according to the nature and type 

of audit and this plan is called an audit programme. The auditors entrusts each 

portion of the programme to an audit clerk, keeping in view his experience and 

capability. In the note-book, he keeps extracts of important topics such as 

memorandum and articles of association, directors’ minutes, shareholders’ 

minutes etc. As the work progresses, the schedule of work is completed, journal 

entries are suggested to the client, and various schedules prepared by the client 

are checked and filed in a file called “audit working papers”. Furthermore, the 

progress of the audit work is also recorded so that extent of work done by each 

audit clerk and senior may be known at any time. 

 

Objectives: 

After the study of this unit you should be able to: 

 Recognise and describe the various classifications of audit according to 

the purpose. 

 List the type of information necessary for conducting an audit. 

 Verify that an audit programmes is a plan for audit work and contains the 

necessary information. 

 Identify and recall the information contained in the note–book. 

 Explain how working papers of each year’s audit are classified and 

arranged in the working papers file and their importance to the auditor. 

 Point out the contents of the record of progress of audit and explain its 

usefulness in measuring the progress of an audit. 
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1. TYPES OF AUDIT 

 The types of audit, which may be undertaken, can be broadly classified in 

the following two categories:  

i) According to the nature of work. 

ii) According to the method of work. 

 
1.1  Audits Classified by Nature of Work 

Under this class, the following basic types of audit can be grouped: 

1.1.1 Private Audits 

In such cases, the auditor will conduct an agreed limit of work. This does not 

mean that the whole of his work is specifically stated before commencement, but 

some broad agreement as to what work is required will have been laid down. The 

auditor should obtain a statement in writing as to the nature and scope of the work 

he is to undertake. Normally, the audit conducted for sole proprietorship and 

partnership is called as private audit. For this type of audit, it is not compulsory 

for an auditor to be a Chartered Accountant. 

  
1.1.2 Statutory Audits 

For this type of audit, it is compulsory for an auditor to be a Chartered 

Accountant. The legal requirement (i.e., Company Ordinance 1984, Banking 

Company Ordinance 1962 etc) will provide the necessary information as to the 

nature of the certificate required. The auditor will, therefore, have to carry out the 

work in whatever manner he considers necessary and no restriction may be put on 

him. This type of audit is mandatory for public limited company audit. 
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1.1.3 Internal Audits 

These differ fundamentally from the types of audit mentioned above. The above-

mentioned audits are undertaken by an independent auditor, who is not an 

employee of the organization, whose books he is auditing. For this reason, he is 

often referred to as an external auditor. The internal audit, on the other hand, is an 

employee of the business organization, whose books he is auditing. Internal audit 

is actually the preparation for external audit. This duty is assigned to any 

responsible officer / manager from within the organization, who was not involved 

in the preparation of accounts record to review/audit the operations of the 

business and books of accounts. Internal auditor points out the irregularities and 

deficiencies for making the record fairly complete before the conduct of external 

audit in order to avoid observations from the external auditors.    

  
1.1.4 Government Audits 

Government allocates funds to its departments for specific purposes. These funds, 

being public money, are subject to audit. The Auditor General is authorized to 

conduct the audit of funds allocated from the national exchequer. Government has 

certain Rules in the light of which books of accounts are prepared and audited. 

These rules are Treasury Rules, General Financial Rules, Fundamentals Rules, 

and SROs etc. 

1.2 Audit Classified by Method / Approach 

Under this class, the following basic types of audit can be grouped: 

1.2.1 Final or Completed Audit 

This type of audit begins, when the books of accounts have been closed at the end 

of the financial period and is carried through to completion in one continuous 

session. It is a more satisfactory form of audit and is employed wherever possible. 

This type of audit is very convenient to the auditor, in as much as he can trace the 
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items completely from their sources to their final stages and sometimes the effect 

of such items. Furthermore, the work, being fresh in the minds of those who are 

performing the audit, facilitate the expression of their opinion on the accounts. 

1.2.2 Continuous Audit 

A continuous audit is the one where an auditor audits the accounts of a company 

throughout the year or at intervals, which may be regular or irregular. This audit is 

adopted where the volume of work is very large. It is carried out where fraud is 

suspected or considered probable and where it is desired that the audited final 

accounts should be ready soon after the end of the financial year. It is also used 

where interim final accounts are required. 

The advantages of continuous audit are as under: 

i) More detailed audit is possible. 

ii) The chances of fraud and defalcations decrease as suitable action may be 

taken promptly before they reach an advanced stage. 

iii) Audit can be performed more quickly and the final accounts are audited 

soon after the close of the financial year. 

iv) Presence of the auditor throughout the year, at regular or irregular 

intervals, exerts check on staff. 

v) Accounting staff remains alert and maintains the work up-to-date. Hence, 

it brings about increased efficiency, accuracy, and neatness in the 

accounts. 

vi) Continuous association of the auditor enables him to render valuable 

service by way of suggestions for improvements. 

Following are the disadvantages of continuous audit: 

i) Figures may be innocently or fraudulently altered after they have been 

checked by the auditor. This may lead to concealment of fraud or 

disagreement of trial balance. 
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ii)  Since there are intervals in the audit work, persons performing it may lose 

thread of their work and might not be able to follow up such transactions 

as may have been left open at the date of the last visit. 

iii) The frequent visits of the audit staff may cause inconvenience to the 

accounting staff of the client. Audit staff may also do the work 

mechanically, i.e., exercising due care, skill, and judgment in the work. 

iv) Frequent mixing of the audit staff with the accounting staff may bring 

them together on friendly terms. This may have adverse effect on the 

quality of the audit. 

In order to safeguard against above-mentioned defects or to minimize the ill 

effects, the following precautions may be adopted: 

i) Using a secret code of ticks for all erasures or alterations. This will enable 

to locate where any erasures or alteration have been made after the audit. 

ii) Checking of one book must be completed in one visit and the checking of 

impersonal accounts may be done when all the books are available to the 

auditor. 

iii) As far as possible, same staff should be deputed to perform the audit from 

period to period. 

iv) All queries and points raised and how they were cleared must be noted in 

the audit notebooks. Any delay in disposal of any query should be avoided 

at all costs. 

  
1.2.3 Interim Audit 

Object of interim audit is to have periodic (it may be monthly, quarterly or half-

yearly) check upon the income and financial position of a business. This audit is 

needed by a new business organization or for payment of interim dividends. It 

differs from continuous audit in a way that interim audit has fixed internal that is 
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monthly, quarterly or half yearly but in a continuous audit their may not be fixed 

intervals. Its advantages and disadvantages are the same as those of continuous 

audit. 

 
1.2.4 Procedural Audit 

It is an examination and review of the internal procedures and records of an 

organization in order to ascertain their reliability as a basis for the compilation of 

the final accounts and balance sheet. The greater importance now attached to 

investigating the effectiveness of the internal control of a business has caused a 

natural development of the procedural audit. It is not, in effect, a peculiar type of 

audit, but will most usually form part of the whole audit. Particular attention is 

focused on such matters as:  

i) Assessing the adequacy of the internal control system. 

ii) Ensuring that procedures laid down by management are being 

followed. 

iii) Ascertaining whether any changes have been made in the internal 

control system of which the auditors have not been notified. 

iv) Establishing whether the records are sufficiently reliable for the 

preparation of the final accounts. 

 
In depth, tests may be applied, whereby certain transactions are traced from their 

origin to their completion to ensure compliance with procedures established to 

maintain adequate internal control.   

 
1.2.5 Balance Sheet Audit 

In this case, the auditor starts his work from the balance sheet and works back to 

the books of prime entry and their documentary evidence. It is essential to ensure, 
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however, that there is a reliable system of internal check and control in operation; 

and if it is so, the following broad scheme of operation may be suitable: 

i) Examine the minus book of the organization, taking notes on any 

matters of importance, affecting accounts and balance sheet items. 

ii) Compare the revenue account of the year of audit with that of the 

pervious year, ascertaining the reasons for any material 

differences.  

iii) Compare the increase or decrease of variable expenses in 

conjunction with the variation in turnover. Unit quantities are 

important with regard to turnover, and adjustment and allowance 

should be made of price or other variations. 

iv) Carefully investigate any changes in gross profit rates and stock 

values. Various sales lines should be separated for this purpose. 

v)  Items of non-recurring nature should be examined such as losses, 

or profit incurred on fixed assets sales. Depreciation charges 

should be carefully checked for each type of fixed asset. 

vi) The effect of the profit or loss for the period in varying the balance 

sheet should be explained. Schedules such as sources and 

applications of funds statement may be usefully applied. 

vii) The variation in fixed assets holdings should be examined by 

means of schedules showing movements since the last balance 

sheet date. 

viii) Examine the variation in current assets as compared with the 

previous year. Accounting ratios may be most useful together with 

the credit control schedules. 

ix) Lists of pre-payments and accruals should be scrutinized and any 

material alterations should be investigated. 
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1.3 Self Assessment Questions-I 
 

   (a) Fill in the blanks: 

(i) The auditor prepares a_____________for his audit work according 

to the nature and type of audit. 

(ii) The schedule of work completed, the suggested journal entries, the 

schedules and statements prepared by the client, and the progress 

of the auditor work are filed in a file called_____________. 

(iii) The scope of audit of a ____________is determined by an 

agreement. 

(iv) The scope of audit of partnership is determined 

by_____________. 

(v) The auditor of a firm should consider each___________as his 

client and protect the ____________of each. 

(vi) The scope of audit of an autonomous body is determined by 

an____________or____________governing that body.  

(vii) The scope of audit of public limited companies is governed by the  

____________. 

(b) Which of the following are false or true: 

(i) The auditor may side with any partner. 

(ii) In continuous audit, the accounting staff remains alert and 

maintains the work upto date. 

(iii) Statutory audit is the final audit. 

(c) Is the audit of a limited company’s accounts necessary by statute? 

(d) Explain continuous audit. What precautions would you suggest to 

overcome its disadvantages? 
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(e) (i) If an auditor of partnership discovers an irregularity, to whom 

should he report? 

(ii) If a company auditor discovers an irregularity, to whom should be 

report? 

(f) The audit under Companies ordinance1984 is called: Tick one item out of 

the four you consider correct. 

(i) Continuous audit. 

(ii) Statutory. 

(iii) Non-statutory. 

(iv) Detailed audit. 
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2. APPOINTMENT AS AN AUDITOR 

 An auditor may be appointed to audit the accounts of a sole proprietorship, 

partnership or a limited company. Important points to be considered at the time of 

appointment in each case are given below: - 

2.1 Sole Proprietorship # In this case, an auditor is appointed by the 

proprietor. The rights, liabilities, responsibilities, duties and remuneration etc. are 

determined by the agreement between the auditor and the proprietor. The scope of 

the audit is also determined by the agreement. Where, however, the scope has not 

been defined, the auditor should perform all the audit works that are normally 

required of a professional auditor, as the law does not place any limitation or 

obligation on him. The auditor should settle the scope of his audit in order to 

avoid any misunderstanding in future. He should obtain his letter of appointment, 

which should state the scope of audit. He should also mention the scope in his 

report. 

2.2 Partnership   In this case, his appointment should not be against the deed 

of partnership. The terms of appointment, etc. are determined in the same way as 

have been mentioned above in case of a sole proprietorship. It is the duty of the 

auditor to consider each partner as his client and to protect the interests of each. 

He should not take side of any partner. If he discovers any irregularity, he should 

report it to all the partners. 

2.3 Joint stock Companies   In this case, the Companies Ordinance 1984 

provides the rights, duties and responsibilities of an auditor. The auditor should 

not be a director, an employee or a debtor of that company. He should have no 

interest in the company, whose accounts he is to audit. The object of these 

restrictions is to ensure that the auditor is not under direct or indirect control of 

the directors. The first auditor of a limited company is appointed by the directors 
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and in subsequent years, he is appointed by the shareholders in the annual general 

meetings. 

 

2.4 Appointment Letter Appointment letter is written by the Management of 

the organization to the appointed auditor, informing him about his appointment in 

the organization as auditor for particular period of time. Issuance of appointment 

in case of sole proprietorship and partnership as discussed above is a simple 

process but in case of companies the auditor may also be appointed by different 

ways as mentioned under section 252 of the Companies Ordinance 1984. The 

appointment letter may be issued in any of the following cases: - 

 When the first auditors of a company shall be appointed by the directors 

within sixty days of the incorporation of the company. 

 When the directors fill any casual vacancy in the office of an auditor. 

 When the directors fail to appoint the auditors in the above cases, the 

Security and Exchange Commission appoint a person to fill the vacancy. 

 

2.5 Engagement Letter Once the appointment letter is received by the 

Auditor from the company regarding his appointment as auditor, the engagement 

letter is written by an auditor to that company (client) in response to the 

appointment letter before commencement of audit. The auditor wants to make the 

responsibilities of auditor and management clear in order to avoid any 

misunderstanding between the both. The exact scope of the auditor’s duties is 

ascertained. In the engagement, the auditor describes the statutorily and 

professional duties of the auditor according to the Internal Accounting Standards. 

The auditor also explains in the engagement letter the management responsibility 

regarding the maintenance of books of accounts. IAS2 (International Audit 

Standard No.2) deals with the engagement letter. 
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2.6 AUDIT PLANNING   When the scopes of the audit responsibilities are 

agreed by the auditor and the management of the company, next step is the audit 

planning. Planning in any field of life is considered as the best policy. The auditor 

should also formulate an overall plan. Keeping in view the scope of audit to be 

conducted, planning helps the auditor to complete the audit program timely and in 

an efficient manner. Proper planning provides an opportunity to the auditor to 

concentrate on important areas. In order to formulate an effective plan, the auditor 

should: - 

 Ascertain the organization’s system of accounting and internal control. 

 Review that system to find out to what extent it has been designed to 

ensure, as far as possible, the accuracy and reliability of the records and to 

safeguard the assets. 

 Prepare an audit programme to test the operations of the system. 

The best system from audit point of view is one, which incorporates proper 

control in the books and minimizes the risk of errors and frauds. If the auditor 

finds that the system incorporates satisfactory control procedures, his test of the 

day-to-day transactions can be kept to the minimum. Where the system is 

deficient in controls, the auditor must form a view of the shortcomings and 

detailed test of books and records with the supporting vouchers, and other 

evidences will be necessary in order to satisfy himself that the transactions have 

been recorded correctly. 

The system of accounting and internal control in force in the client’s office, 

therefore, forms the foundation for the preparation of the audit programme. Based 

on his assessment of the system, the auditor will prepare an appropriate 

programme of audit tests to enable himself to form an opinion as to whether the 
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company has kept proper books of account, which properly record all its 

transactions. 

3. AUDIT PROGRAMME 

Audit programme is part of the audit planning. Its means a written programme of 

audit tests to be applied by the auditor. An audit programme guides the audit 

personnel, in work of audit, to be done. On completion of an audit, it serves the 

purpose of audit record, which may be useful for future reference. 
 

An audit programme normally comprises the following: - 

1. Detailed instructions, hints, and guidance to the audit personnel for 

producing work of high standard and reliability. 

2. Instructions on how to audit the various books and their accounts. 

3. Instructions regarding the extent of checks to be carried out and various 

grades of persons employed and how to record the audit queries. 

4. To fix the responsibility for the work done, instructions should be laid 

down so that the clerk, who has done a certain audit work, should append 

his initials. 

5. The period of the work checked should be indicated so that another clerk 

 may continue the work without duplication. 

6. The details showing the full scope of the work performed and the progress 

of the audit. 

3.1 Advantages   

i) The principal (or partner) of the audit firm may know the work performed 

and the general progress of the audit. It facilitates supervision and control 

over audit work. 

ii) It enables the senior Incharge of the audit to distribute the work according 

to the abilities of the clerks and to coordinate their work. 

iii) Uniformity in the work is maintained. 
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iv) In case the clerk is unable to continue the work, his work may be assigned 

to another, who will proceed further with the work without any dislocation 

or duplication. 

v) The duties and responsibilities are clearly defined. 

vi) A written programme shows the work performed and yet to be performed 

and extent of work performed. Hence, it is good a evidence that may be 

used if the auditor is accused of negligence.   

3.2 Disadvantages 

i) A written programme looses its flexibility. It becomes so rigid as to kill 

initiative of capable persons. 

ii) The programme may be followed mechanically year by year, overlooking 

other important aspects like internal control. 

iii) At the conclusion of audit, the auditors may have covered the whole field 

but it cannot be said with certainly that all the necessary works have been 

completed, or whether the closely associated accounts have been 

intelligently examined. 

The remedy in such situations is that the programme should be considered as the 

basis of audit work and it should not limit the actual audit work. It must always be 

open to amendments and improvements. A specimen audit programme for 

purchases and purchases returns is shown on next page. 
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SPECIMEN AUDIT PROGRAMME 
PURCHASE AND PURCAHSE RETURNS 

Details of Work Months 
checked 

Signatures 

1. Verify that the invoices are supported by 
copy requisitions, copy orders and copy 
goods received notes. 

          
2. Test to ensure that authorities for 

requisitions, orders and passing of 
payments, are within agreed limits. 

 
3. Verify that credit notes have proper 

supporting documents, e.g., copy goods 
returned notes. 

 
4. Check extensions and additions of 

invoices. 
 
5. Ascertain that purchases other than those 

for resale are properly allocated to nominal 
accounts. 

 
6. Test the numerical sequence of goods 

received and returned and enquire as to the 
missing numbers. 

 
7. Inspect goods received or returned notes 

whether matched to invoices or credit 
notes, and enquire as to any outstanding for 
an undue length of time. 

 
8. Check costs and cross-costs of purchases 

daybook, and ensure that prelists are 
prepared for control accounts prior to 
passing to ledger clerks or cashiers 
department for payment. 

 

9. Check postings to nominal ledger. 
 
10. Check control accounts. 
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3.3 Self-Assessment Questions No. 2 

a) Reply in yes or no against the following: - 

i) Audit programme does not guide audit staff in their work. 

ii) Audit programme is a written programme of audit tests to 

be applied. 

iii) Auditor should sign the programme, as any work is 

complete. 

iv) Audit programme does not clearly define the duties and 

responsibilities. 

v) Audit programme is a good evidence, if an auditor is 

accused of negligence. 

 

b) Fill in the blanks in the following: - 

i) A written programme may ________________ is 

flexibility. 

ii) Audit programme facilitates _________ and control over 

audit ________. 

iii) Audit programme contains ___________ on how to 

______________ the various books and their 

_________________. 

c) Give briefly the advantages of having an audit programme. 

d) What are the remedies to overcome the disadvantages of audit 

programmes? 
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4. AUDIT NOTEBOOK 

During the audit, certain important points may arise which need to be discussed 

with the management or important for future reference. These points are noted in 

a notebook (bound or loose leaf). This notebook is prepared so that the Incharge 

of an audit remains perfectly familiar with the work performed on each audit. In 

the event of the clerk responsible for a particular work being away or leaving the 

firm, no difficulty will be experienced in carrying out that particular matter 

through the help of audit notebook. This book contains definite record of the work 

performed on each audit. Separate audit notebook (bound or loose leaf) should be 

kept for each audit and notes should be taken of all-important matters, affecting 

the audit. 

4.1 Contents 

When conducting the audit of a business, it is not necessary to make notes of 

unimportant matters. These should be settled as they arise. But the important 

matters must be noted. The following are, however, the usual contents/points of 

an audit notebook. 

i) Information of permanent nature relating to the business such as important 

provisions of the various legal documents of a limited company or the 

partnership deed of a firm. 

ii) A record of the exact work done on the audit, a copy of the audit 

programme itself being sometimes inserted in the audit note book. 

iii) A record of all the missing vouchers, invoices etc, duplicates of which 

may have to be obtained. 

iv) Note of all the difficulties and queries, which have not been cleared. 

v) Notes of queries arising out of any matters of principle, which would be 

useful at subsequent audits.  

vi) A brief record of those matters, which will affect the next audit.    
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4.2 Importance 

Following are the main points of importance of maintaining an audit notebook: - 

i. The notes recorded in it enable the auditor to ascertain whether all the 

work, that should have been done on a particular audit, has actually been 

done and that nothing important has been omitted. 

ii. Such records are also necessary for the sake of future reference. Should 

the auditor be accused for negligence, he would be in a position to put up a 

good defence by producing his audit note book, showing the exact work 

done by him on the audit in question, the queries raised, and the 

explanations obtained. Under such circumstances, if proper records have 

not been kept, he may find himself in a position of great difficulty.   

4.3 Preservation 

When an audit is completed, the audit note book, the audit programme, any other 

audit papers such as certificates obtained in the course of the audit, copies of the 

accounts and the audit report should be carefully filed and preserved, as these may 

be required for reference at a future date. 

 

 

5 AUDIT WORKING PAPERS 

Working papers are the papers, prepared or collected by an auditor from the 

client’s record while conducting audit. These consist of schedules, analysis 

statements, summaries of data, trial balance, adjusting entries, and copies of 

important documents etc. which are essential for the preparation of final accounts 

and for formation of the auditor’s opinion on them. Although these working 

papers are prepared from clients’ records, the working papers are the property of 

the auditor. These papers should be preserved carefully so that it is easy to locate 

and refer when needed. It is the professional duty of the audit. It is the 
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professional obligation of the auditor to maintain confidentiality in respect of 

information contained in working papers. 

5.1 Headings of Working Papers  

Each working paper should be given a proper heading so that it may be filed 

properly and located when needed. Each working paper should have at least the 

following information:  

 i). Name of the client. 

ii).  Title of the schedule.  

iii). Date, when the statement was prepared.  

v).  Date, when it was examined. 

5.2 Control of Working Papers 

No unauthorised person should have access to them. They should be kept under 

lock and key. The two most important reasons for such strict security measures 

are:  

i). The clients’ staff will not be able to alter figures in the working papers, 

and 

ii). They will not be able to know certain important methods and procedures 

adopted by the auditor, e.g., the method of sampling certain items, which 

are given due importance this year. 

5.3 Preparation of working Papers for a Trial Balance by an Auditor 

The trial balance is prepared direct form the ledger and contains all the balances 

after year-end adjustments. The object of this trial balance is to ascertain that the 

ledger is in balance. In case the trial balance is out of balance, the auditor should 

ask the clients’ staff to locate the error. When the error is located by the auditor, 

he should be compensated for the accounting work. 

The trial balance in the working papers should show the previous years’ balances 

for comparative and reference purposes, and also full details of all the figures. 
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5.4 Adjusting Entries and preparation of working papers 

Some times, some transactions may be left out of the book of accounts by the 

accountant, or there are chances of incorrect entries during the normal accounting 

period, or some transactions need apportionment at the end of the period. If the 

auditor notice something like that, he will ask the client to do the needful as this is 

not an auditing work. When the amounts involved are very small, the client may 

object to it on the ground that such entries involve a large volume of work, whose 

net effect on income is very insignificant. The auditor should explain to the client 

that the accounts should be free from the errors of omission, commission etc. 

Some clients do not like their un-audited figures, to differ from the audited figures 

as they have already sent the un-audited figures to their customers and clients. In 

this case also, the auditor should insist on passing the required journal entries. If 

the client does not agree, the auditor should qualify his report. The adjustments 

accepted and recorded will be entered by the auditor in the working papers. 

Even when the client may have closed the books and ruled off the accounts, the 

adjusting entries will have to be recorded. If the client has made the journal 

entries in the succeeding year, such entries will have to be reversed. The adjusting 

entries will be made during the year for which the accounts are being audited. 

They will, therefore, affect the balances of accounts of this year. 

5.5 Reclassification of Entries 

Proper classification is one of the basic duties of an accountant. It is very essential 

for preparing the proper profit and loss account, and the balance sheet. The 

classification should be done on a consistent basis. 

While auditing, the auditor may reclassify the entries and the journal entries, 

reflecting the reclassification should be passed. Such journal entries should also 

be filed under a distinct head in the working papers’ file. In case, where a journal 

entry has been recorded in the working papers file but later on it was decided that 
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it should not be journalised, auditor should write in the working papers that it has 

not been journalised and he should put his initials with the date. 

5.6 Let us see the Learned Court Judgment for Lien and Property of 

Working Papers 

Audit notebook and the working papers are the property of the auditor. In case of 

Sockockinsky Vs Bright Grahams and Company, 1935 (England), it was decided 

that auditors have a right to retain working papers even after the payment of the 

audit fee. The case presented before the court was that whether the auditors had a 

right to retain the working papers even if the payment of audit fee had been made 

to them. The court had given the judgment in favour of the auditors that they have 

lieu on the working papers even after the payment of audit fee had been made to 

them. 

5.7 Filing of working Papers 

Audit working papers may be classified in two separate classes i.e. permanent 

record and current record. In order to maintain proper record, for easy future 

reference, two separate types of files are maintained. 

i) Permanent Files  

ii) Current Files 

This classification of working papers is on the basis of their importance. If the 

working paper is of a continuing importance, it is filed in permanent file and if the 

papers relate to the current period financial statements, on the basis of which the 

auditor has to prepare the audit report, it is filed in the current files.  

5.7.1 Permanent File  

We may same papers relating to matters of permanent or continuing importance. 

Permanent files contain papers, which pertain to the company’s rules, regulations, 

policies etc. In other words, these papers should be kept in a permanent file, 

suitably indexed, and these should normally include the following: 
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i) Memorandum and articles of association and other appropriate statutory or 

legal regulations. 

ii) Copies of other documents and minutes of continuing importance. 

iii) A short description of the type of business carried on and the place of 

business with addresses and telephone numbers etc. 

iv) Lists of accounting records and responsible officials and plan of 

organisation. 

v) Statements also showing a note of any accounting matters of importance 

such as a history of reserves and bases of accounting adopted, e.g., for the 

valuation of stocks and work-in-progress, depreciation and the carrying 

forward and writing off of expenditure ultimately chargeable to revenue. 

vi) The client’s internal accounting instructions and internal audit instructions 

including, where appropriate, stocktaking instructions. 

5.7.2 Current File 

Current files contain the papers, which directly support the preparation of audit 

report. In other words, we may say that these papers are concerned with the 

accounts being audited, and normally contains the following: - 

i) A copy of accounts or statements on which the auditors are reporting, 

authenticated by directors’ signatures or otherwise. 

ii) Internal control questionnaires and standard audit programmes duly 

referenced to one another, plus any flow charts. 

iii) A schedule for each item in the balance sheet and profit and loss account 

preferably including comparative figures for the previous year, showing its 

make-up and how its existence, ownership and value or liability have been 

verified. These schedules should be cross-referenced to documents, arising 

from external verification, such as bank certificates and the results of 

circulation of debtors and creditors and attendance at physical stocktaking. 
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iv) A checklist concerning compliance with the statutory and international 

accounting standards disclosure provisions.  

v) A record showing queries raised during the audit and their disposal, with 

notes, where appropriate, for attention in the following year. Queries not 

cleared at the time should be entered into another schedule for attention of 

the person reviewing the audit and for reference to the client if necessary. 

Material queried, which cannot be settled satisfactorily by immediate 

reference to the client, may require a qualification of the auditor’s report, 

and should be fully documented and supported by a note of all discussions 

with the client and any explanations given. 

vi) A schedule of important statistics of working ratios, comparative figures 

being included, where appropriate. 

vii) Extracts of relevant minuets of directors or shareholders’ meetings cross-

referenced to working schedules. 

viii) Letters of representation, i.e., written confirmation by the client of 

information and opinions expressed in respect of matters such as stock 

values and amounts of current and contingent liabilities. 

    

6. RECORDING THE PROGRESS OF AUDIT 

For proper control and timing of audit work, it is essential to maintain proper 

record to show the progress of each audit. This record should contain the 

following informations.  

i) Staff engaged: Names of the persons engaged in the audit, viz. senior 

auditor and junior auditor etc. 

ii) Timetable of Audit: To show the date of start, each day spent by every 

member of the audit team on each audit, etc. 

iii) Colour Used: Colours used in the audit ticks should be indicated. 
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iv) Progress of Audit Work: These should show the following: 

a) Date, when clients’ request for commencements of audit was received. 

b) Acknowledgement date. 

c) Date, when interim audit started. 

d) Date, when interim audit ended. 

e) List of queries sent to the client. 

f) Date, when the final audit started. 

g) Examination of memorandum, articles, and the previous year’s working 

papers. 

h) Draft accounts prepared / checked. 

i) Accounts approved by the partners. 

j) Accounts submitted to client and approved by him. 

k) Closing entries passed. 

l) Client advised in writing of weakness in internal control. 

m) Taxation notes prepared and checked with certified accounts. 

 

6.1 Self –Assessment Questions No. 3 

a) Write ‘yes’ or ‘no’ against each of the following: - 

i) Audit programme is a guide in audit work. 

ii) For each audit, there is a separate audit notebook. 

iii) The audit notebook is the property of the client. 

iv) Audit working papers are the property of the auditor. 

v) Books of account are the property of the client. 

b) Is it correct to say that correct reclassification is one of the basic duties of 

an auditor? 
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c) Fill in the blanks. 

i) Audit ___________ book contains definite record of 

________________ work performed on each 

________________. 

ii) The working ___________ of an audit are prepared during 

the _____________of an _______________. 

iii) No unauthorised ____________ should have access to 

_______________ working papers. 

iv) Permanent file should be ______________ up to date at the 

_________ time. 

v) Tick ____________ of various _____________ and 

______________ are used in __________________. 
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7. SUMMARY OF THE UNIT 

The rights and duties of an auditor depend upon whether he is auditing a sole 

proprietorship, a partnership, or a Joint stock company. In case of audit of 

autonomous bodies and public limited companies, his duties and liabilities are 

defined by law. Auditors may be appointed to conduct audit of sole 

proprietorships and partnerships, autonomous bodies, companies, and charitable 

organisations etc. Audits may be classified into final audit, continuous audit, 

interim audit, procedural audit, and balance sheet audit according to the 

classification or method of approach. Under classification by nature of work, 

however, they can be divided between the private audits, statutory audits, and 

internal audits. 

For the proper conduct of an audit, the auditor should study the system of 

accounting and internal control, ascertain its weakness and the extent to which it 

can be relied upon, and then to prepare an audit programme with the aim of 

testing the operation of that system in practice. An audit programme should 

contain detailed instructions on the audit work to be performed, fix duties and 

responsibilities of the work among the audit staff, and the scope and progress of 

the audit. The written programme should be considered as a guide; rigid 

adherence to the programme will make audit mechanical and will not serve the 

purpose of audit, which is forming a professional opinion on the financial position 

of a company during a period. 

A separate notebook is maintained for each audit. A notebook is divided into 

certain parts. Each part of the work is given to a particular member of staff. It 

contains, information of a permanent nature; the matters and points of importance, 

which the auditor comes across during the course of audit; full notes of errors 

discovered, queries and their answers and any change in the accounting system or 
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internal controls; any other matter, which is important, e.g. list of missing 

vouchers. 

Working papers should be prepared for each audit. These working papers should 

consist of schedules, analysis of statements necessary to prepare profit and loss 

account, and balance sheet of a year. These papers are preserved carefully. They 

may be used as future records and as evidence in a court of law, showing that the 

auditor had not been negligent in auditing. The working paper should be carefully 

arranged and properly indexed, so that an information needed in future may be 

traced without least difficulty. Papers relating to matters of continuing importance 

affecting the audit should be kept in a separate file, known as permanent file, and 

those relating to the accounts being audited of a particular year in another file 

known as the current file. The work done by the staff of the auditing firm is also 

noted in the working papers so that the progress of the work done can be watched. 

 

8. ANSWERS TO SELF-ASSESSMENT QUESTIONS 

SAQ-1. 

 (a) (i) Programme. 

(ii) Audit working papers. 

(iii) Sole proprietorship. 

(iv) Letter of Appointment. 

(v) Partner, rights. 

(vi) Ordinance, act. 

(vii) Companies Ordinance, 1984 

(b) (i) No.  (ii) Yes. 

(iii) No. 

(c) Yes (See section ) 1.2.2 

(d) See section 1.2.2 
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(e) (i)  All the partners. 

(ii) Shareholders at the annual general meeting. 

(f) Statutory audit. 

SAQ-2. 

 (a) (i) No.    (ii) Yes. 

  (iii) Yes.    (iv) No. 

  (v) Yes. 

 (b) (i) loose    (ii) Supervision, work 

  (iii) instructions, audit, accounts 

(c) See section 3.1 

(d) See last para of Section 3.2 

SAQ-3. 

 (a) (i) Yes.    (ii) Yes. 

  (iii) No.    (iv) Yes. 

  (v) Yes. 

 (b) See reclassification of entries in section . 

 (c) (i) Note, the, audit. 

(ii) papers, course, audit. 

(iii) Person, audit. 

(iv) Brought Appropriate. 

(v) Marks, kind, colours, audit. 
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INTRODUCTION 
Reviewing the whole system of control of an organization is very important 

for an auditor before starting the audit work of that organization.  The 

overall control system, employed by the organization for caring out the 

business activities, is known as internal control. The auditor reviews internal 

control system to find out as to what extent it ensures the accuracy and 

reliability of the records and safeguards assets of the company.  Keeping in 

view the prevailing system of internal control the auditor prepares the audit 

programme to test the operation of the system.  The best system from and 

auditor’s point of view is that, which incorporates control procedures 

designed to ensure that all transactions are  properly recorded in the books 

and to minimize the risks of errors and frauds.     
 

OBJECTIVES 
 The study of this unit will enable you to: 

 Differentiate between internal check, internal control and internal 

audit. 

 Explain the methods to be used by an auditor to review the internal 

control procedures being used by his clients. 

 Learn the systems of internal control regarding various business 

operations or items. 

 Distinguish between the internal auditing and independent(external) 

auditing.  

 Have acquaintance with the responsibilities and functions of the 

internal auditor. 

 Have practical knowledge of the way of writing and contents of the 

internal audit reports.  
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1. DEFINITION OF INTERNAL CONTROL 

Internal control means the whole system of control, whether financial or non-

financial, established by the management to secure accuracy and reliability of the 

Company’s records and to safeguard its assets. It consists of internal check, 

internal audit, and all other forms of control. It includes the following types of 

procedures: 

i) Accounting procedures, e.g., verification of control accounts for 

stocks, debtors and creditors with related detailed subsidiary ledger 

account, and 

ii) Other internal control features, e.g., independent checking of one 

person’s work by another. It means establishing a system of 

division of work in such a way that work of one name is 

automatically verified by the other without formal check as such. 

The first step in audit is to develop an idea about the Internal Control 

System of the organization. The best system from an auditor’s point of view is 

that which incorporates control procedures designed to ensure that all transactions 

are properly recorded in the books, and to minimize the risks of errors and frauds. 

In case you, as an auditor, are satisfied with the extent of control procedures, you 

can base the degree of your test like 25% to 50% etc. by checking the books and 

records with the supports instead of carrying out 100% audit.  

 For the purpose of testing efficient working or otherwise of the internal 

control system, you, as an auditor, will have to familiarize yourself with the 

following: 

i) Nature of business and its activities in the client organization 

i) System of book-keeping and accounting 

ii) Duties and responsibilities of management and staff 

iv) Internal audit, if it is working in the organization 
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2. OBJECTS OF INTERNAL CONTROL 

The objects of an efficient system of internal control are to ensure that: 

i) All the income, to which the company is entitled, is actually 

received and recorded in its books. 

ii) All the expenditure is properly authorized and supported, and then 

recorded in books.  

iii) All assets are properly recorded and safeguarded. 

iv) All liabilities are properly recorded and adequate provision is made 

for known or expected losses. 

v) The accounting records provide a reliable basis for preparation of 

accounts. 

 
3. DIFFERENCE BETWEEN INTERNAL CONTROL, INTERNAL 

CHECK AND INTERNAL AUDIT 

If you recall the definition of internal control, which you studied in section I 

earlier, it would be clear that internal control consists of the whole system of 

controls including internal check and internal audit. “Internal Control” is a 

comprehensive term and internal check and internal audit are included in it. 

Internal Check means the checks imposed on day-to-day transactions in such a 

way that the work of one person is checked independently by another person, with 

a view to prevent or detect in time any errors or fraud. It, therefore, includes such 

matters as allocation of authorities, division of work, method or recording 

transactions etc. 

Internal Audit is a review of operations and records after the transactions have 

actually taken place. It is generally continuous, and is undertaken within a 

business by specially assigned staff called “Internal Auditors”. The scope and 

object of internal audit varies from one business to another. It may also extend to 
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certain matters, which are not directly related to the accounts of a large 

organization. Internal audit may be done with a view to: 

i) Ensure that internal check and accounting systems are effective 

and being implemented properly. 

ii) Ascertain that all transactions are properly authorized. 

iii) Prevent errors and frauds by continuous examination of books and 

internal check system, and  

iv) Facilitate and expedite the annual external audit. 

4. SELF-ASSESSMENT QUESTIONS-1 
 
a) Mark ‘yes’ or ‘no’ against the following statements: 

i) Internal control systems are established by the external auditors. 
ii) Internal control systems are introduced in the organization by the 

management. 
iii) Internal control includes internal check and internal audit. 
iv) A good internal control system enhances the extent of work of the 

auditors. 
v) Internal control only ensures that cashbook is properly maintained. 
 

b) Give a definition of the internal audit. 
c) Define internal check and internal audit. 
 

5. IMPORTANCE OF INTERNAL CONTROL TO AN AUDITOR 

A system of internal control is closely related to audit. The position of an 

auditor with regard to internal control is given below: 

i) You as an auditor should satisfy yourself about the working of 

proper internal control system. In case of a new audit, this work 

will be done on the very first occasion. 

ii) If you are not satisfied about the effectiveness of internal control, 

you will have to do a greater amount of detailed work than would 

otherwise be the case, if internal control is effectively working. 
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iii) If you feel that the overall system is satisfactory but certain 

sections of the system appear to be inadequate, you should inform 

the client in writing requesting installation of such methods by 

which the weaknesses may be corrected. You as, an auditor, will 

have to check in more detail those areas, where you feel that 

internal control system is inadequate or lacking. 

iv) If the system is unsatisfactory as a whole, you should inform your 

client about the dangers if that state of affairs continues and the 

necessity of installing an effective internal control system in that 

company. 

 
6.  PRINCIPLES OF INTERNAL CONTROL 

  
 In order to achieve the objectives of internal control explained in Sections 

2 and 3 above, a sound system of internal control should be based on the 

following basic principles: 

 
(a)  Books and Records. 

(i) Records should not be complicated so as to eliminate any 

possibility of error. 

(ii) Books should be kept up to date and should be balanced at 

regular intervals, and  

(iii) Work carried out by one person should be independently and 

automatically checked by another. 

 

(b)   Techniques. 

 Pre-numbering of the originating document, e.g.. Invoices, 

receipts, goods received notes etc. 



 8

(i) Maintenance of subsidiary ledgers for control accounts of 

debtors and creditors etc. 

(ii) Verification of records with outside sources, e.g., bank 

account with bank statement and purchase ledger accounts 

with suppliers’ statements. 

(iii) Checking of physical existence of assets, and  

(iv) Preparation of periodical trial balances. 

(c)  Staff. 

 The principles relating to staff include the following:  

(i) Not a single person should handle a transaction from beginning 

to end. 

(ii) Duties of individuals should be properly defined and there 

should be no over-lapping, gaps, or ambiguity. 

(iii) Rearrangement of duties should at once be made in case any 

member of the staff is absent. 

(d) Management Supervision. 

 Management should exercise proper supervision for effective 

operation of the internal control system. It should have up to date 

information of the company’s trading results and financial position. For 

this purpose, a well designed MIS (Management Information System) 

should be introduced. 

(e) Internal Audit. 

 It has already been touched in section 3 above. 

7. SELF ASSESSMENT QUESTIONS-2 

 Complete the following sentences in connection with the control: 

a) Work carried out by one person should be _______________ 
checked by another. 
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b) Not a single person should handle a transaction from _________ to 
the __________. 

c) Rearrangement of duties should be made in case any ________ of 
the _________ is absent. 

d) Duties of individuals should be properly ____________________. 
e) Management should exercise proper _______ for effective 

operation of _______. 
 
 

8. APPLICATION OF INTERNAL CONTROL SYSTEM 

Responsibility for the application of the internal control system rests with 

the management. The auditor may help, advice, and report but has no power to 

demand that an adequate system of internal control should exist. The final 

responsibility remains with the management. In an efficiently controlled 

organization, there must be clear lines of demarcation between the responsibilities 

and duties of the staff, and these can only be operated in conjunction with 

properly compiled records of the various activities of the business and by the 

circulation of written information as to the duties of the staff. 

 System of internal control in respect of various aspects of a business is 

given below: 

8.1 Cash Receipts 

 Cash book requires too much concentration of internal management 

because liquid position often decides that whether company is going well or not.  

The steps, which should be taken into consideration for proper check, are nearly 

the same in cash receipt and in cash payment because these are just left and right 

sides of cash books, and require same check and balance. 

i. Every check book and cash book must be under lock and key whereby 

only responsible officer allows the cashier to open and use. 
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ii. Receipts should be pre-numbered. Unused receipts should be kept under 

the control of a responsible official. If possible, receipts should be signed 

by more than one person. 

iii. Spoiled or cancelled receipts should never be detached from the file, 

otherwise it will be difficult to satisfy the auditor. 

iv. The internal check system, once installed, must be maintained. This may 

involve checks at irregular intervals by responsible members of the staff or 

the internal audit department, if there is one. Likewise, arrangements must 

be made to meet exceptional circumstances, such as staff illness or 

holidays, addition of some items of work etc. 

v. The receipt of cash, including the opening of post should be made under 

the supervision of a responsible official. All cash receipts should be 

immediately recorded for subsequent checking purposes at a later stage. 

All cheques, money orders, and postal orders should be cancelled on 

receipt by means of a stamp with a crossing of “Not Negotiable”; 

“Account Payee Only”. 

vi. Instructions should be given with regard to receipt of cash by cashiers, 

travelers or otherwise, and the manner in which they are to be evidenced 

must be stated. For example, receipts should be issued for all cash (as 

opposed to cheques received). 

vii. Specific instructions must be given to members of staff for handing of all 

cash receipts and payments as well as with regard to the recording and 

checking thereof.  

viii. All moneys received must be recorded, cross checked and banked 

frequently, preferably daily. 

ix. Duties as to preparation of bank paying-in slips and actual banking should 

be stated. Preferably, this should be done by two different persons.  
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x. Paying-in slips should note be prepared by those receiving and recording 

cash, and such slips should be checked regularly against the documents 

recording receipts of cash.  

xi. Cash for disbursement purposes should never be taken out of cash 

received.  

 

8.2 Cheque Payments 

The following aspects should receive attention:  

i. As far as possible, payments should be made by crossed cheques. 

ii. Supporting documents for payments (vouchers) should be serially 

numbered and safeguarded to facilitate the checking at any later stage. 

iii. Signatures on bill of payment should be obtained at various stages, thus 

ensuring no payment of the same bill twice. 

iv. Define authorities and their limitations as to sanction the amount for 

payment. 

v. Ensure payment in time to obtain benefit of discounts.  

 

8.3 Cash Balances 

i) Rules should also be laid down concerning the safekeeping of moneys 

retained on the premises after business hours. 

ii) Stated procedures should exist for the handling of funds of employees 

such as unclaimed wages, holiday funds, etc. 

iii) Bank conciliations should be prepared at regular intervals, if possible by a 

person, whose work is independent of receiving and disbursement of cash. 

If an internal audit department exists, the regular checking of such 

reconciliation should be required. 
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iv) Specific policy must be made with regard to the amount of cash to be held 

as petty cash balances for day to day petty disbursement purposes. 

v) Persons, allowed access to balances, should be specified.. 

vi) All petty cash floats should be maintained on the Imprest system. 

vii) Rules should exist to ensure that cash floats are checked by responsible 

staff at frequent intervals 

8.4 Purchases 

i) Authorization – Procedures must be laid down to cover the requisition and 

authorization of purchase orders. Certain firms should be listed with 

whom orders are to be placed having been specified by those with 

authority to do so. Order forms should be kept in safe-custody. Policy 

should be made for purchases through quotations and open tender. 

ii) Receipts of goods – The flow of goods received from their receipt, 

inspection, acceptance, and transfer to departments and authority of those 

concerned should be laid down. The checking of purchase orders against 

goods received must be arranged. 

iii)  Accounting – Proper allocation of duties must cover: 

a) Checking invoices received. 

b) Maintaining a daybook system (whether slip system or otherwise) 

regarding purchases and purchase-returns. 

c) Writing-up of the ledger accounts and checking of suppliers’ 

statements. 

d) Payment Authorisation – Before the payment authorisation is 

given, the procedures stated must be followed to ensure goods 

have been properly ordered, duly received and advantage taken of 

any discounts allowable. 
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8.5 Sales 

The internal control should cover the following areas: 

i) Authorisation and recording 

a) Arrangements should be made to ensure that sales are made at correct 

prices and under agreed terms of discount. 

b) Authority to pass on orders for production or supply of goods should be 

properly defined. 

c) Procedure should be laid down regarding goods sent as free, or on terms 

other than sale. 

ii) Dispatch of goods 

a) Authority for dispatch of goods and evidence thereof should be fixed. 

b) Arrangements should be made for examination and recording of goods 

dispatched by staff other than those concerned with stocks maintenance or 

invoicing duties. 

c) Procedure should be laid down for regular comparison of records of goods 

dispatched with original orders dispatch notes and invoices. 

iii) Accounting 

a) No sales ledger staff should be concerned with cash records or stock and 

should not be responsible for sales invoicing or sales staff duties. 

b) Separate staff should be engaged on the duties of recording sales and sales 

returns of maintenance of customers’ accounts, and of preparation of 

statements to customers. 

c) Procedures should be made to ensure that sales returns, price adjustments 

and special allowances are operated under an efficient system of internal 

check. 

d) Where goods are dispatched in an accounting period but not invoiced, 

adequate procedures should be in force to ensure that they are invoiced in 
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the next period, and also that the goods held are not shown in stocks of the 

company if the sale is included in the earlier period. 

e) Authority should be properly allocated with regard to arrangements for 

special terms and discounts (and how these shall be evidenced), the 

writing-off of bad debts and personnel to deal with customers’ enquiries. 

f)  Control accounts should be operated on debtors’ ledgers, and reviewed by 

an independent responsible official. 

 

8.6 Wages and Salaries 

i. Allocation of duties –  

The internal check system should be operative at all stages in 

employee remuneration. The work of making up wages sheets 

should be so divided as to ensure that work is both checked and 

duties of the employees should also be clearly defined.  

ii. Payment of employees 

a. Proper arrangements should be made for drawing and 

encashment of the wages cheque. 

b. The staff, making up wage packets, should be different 

from those preparing the wages sheets and the right amount 

of notes and change should be drawn in accordance with 

the wages sheets. 

c. The arrangements for payment of wages should include 

supervision by a responsible official, and payment should 

be made by a person other than any of those preparing the 

wages sheet and pay packets. Specific arrangements should 

be made for dealing with unclaimed wages. 
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d. Special check should be made at irregular intervals of 

balances held in wages departments, such as cash and 

revenue stamps etc. 

e. In general, reconciliation should be made explaining the 

difference between total wages and deductions from one 

period to the next.  

 

8.7 Stock Control 

The following are some of the main items to be considered: 

i. Receipt of goods 

The procedures for receipt of goods to be followed in dealing with goods 

inward and outward (including the receipt, checking, passing to 

departments and recording). 

ii. Allocation of Responsibility 

Proper allocation of responsibility for safeguarding and maintenance in 

good condition of stocks, including stock records authorisation for issues, 

and regular reconciliation of store records with those of the accounts 

department. To preserve internal check, those engaged on stock keeping 

should have no access to stock records in the accounts department. 

iii. Outside Stocks 

Procedures with regard to stocks held outside the business and like-wise 

goods held on behalf of others, as to authorisation and evidence required 

for issues to be made. Stock held at outside warehouses should be most 

strictly controlled and inspected. 
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iv. Stock-taking Procedures 

These are important with respect to independent checks, reconciliation of 

records, pricing of goods, the intervals at which stocks are taken, including 

irregular checks from time to time. 

 

v. Writing off Stocks 

The systems to be applied in valuation of stocks, review of slow-moving 

or obsolete lines, the issue and receipt of returnable packages. The system 

should also be applied over control of scrap and the authority required for 

writing-off and disposal of old lines. 

 
8.8 Fixed Assets 

The following are some of the main points to be dealt with: 

i) The designation of authority to sanction capital expenditure. 

ii) The designation of authority to sanction the sale, exchange or disposal of 

assets, how this is to be evidenced and the internal check regarding this, 

since it should not be under the authority of one person only. 

iii) The maintenance of proper information about all fixed assets acquired by 

means of accounting records, plant assets registers, etc. and the 

arrangements for the physical inspection of such assets. Where assets are 

transferred to sites, branches, or within a group, the maintenance of 

adequate records and their checking from time to time independently to 

ensure that such records are up to date. 

iv) The fixing of rates of depreciation or arrangement for revaluation, the 

authorisation of the staff concerned and the evidence to be supplied. 

 

8.9 Self-Assessment Questions-3 
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a. What are the essential features of an efficient system of: 

(i) Internal control regarding wages and salaries: and 

(ii) Stocks?  

b. Fill in the blanks in the following sentences: 

(i) Proper___________________ should be made for drawing 

and______ of the wages cheque. 

(ii) ________________________________contains questions to 

establish the system of internal control in force. 

(iii) New members of the auditor’s staff should be_______________ 

with the system of accounting and_________________ in force. 

(iv) Preparation of a permanent record of the_____________ and 

internal control procedures in______________ help the auditor in 

ascertaining any areas of______________. 

 
9. REVIEW OF INTERNAL CONTROL. 

 
  Before starting audit of an organization, you, as an auditor, have to test 

the working of the internal control system whether it is working efficiently or 

otherwise. For this purpose, you will have to familiarize yourself with the 

following:   

a)  Nature of business and activities in the organization you are going 

to audit.  

b)   System of book keeping and accounting. 

c)  Duties and responsibilities of management and staff.   

d)  Prevailing system of internal check. 

e)  Internal audit, if it is working in the organization. 

 After becoming familiar with the above, you will make examination in 

depth into the system.  This will involve tracing thoroughly a transaction through 
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its various stages from beginning to the end. For example, verification of  

payment to a creditor in depth may involve examination of transactions at all 

stages, up to preparation and dispatch of a crossed cheque in favour of the 

creditor.   

9.1 Methods of Internal Control Review 

Following are the methods by which you, as, an auditor, can review and assess the 

adequacy or otherwise of an internal control system: 

 

9.1.1 Preparation of Record of Internal Control.  

A permanent record of the accounting and internal control 

procedures in force  should be prepared. This will help the 

auditor in:-- 

(a) Ascertaining any areas of weaknesses. 

(b) Designing of an appropriate programme of audit tests. 

(c) Determining, whether the system in force is being properly 

applied.  

(d) Familiarizing the new members of auditor’s staff with the 

system of accounting and internal control in force. 

  Record of internal control can be kept in the following ways: 

(i) Internal Control Questionnaire. It contains questions relating to 

the system of internal control in force in the various aspects of a 

company’s business, and to highlight any weaknesses. The 

questionnaire usually has columns for questions, answers, 

assessment of internal control and reference to audit programme. 

Specimen internal control questionnaire relating to cheques and 

cash receipts and also to payments through cheques is given on 

pages --------. 
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(ii) Notes on Accounting Procedures.  Supplementary notes on 

accounting procedures and supplements of the Company’s 

documents may be prepared to expand the answers to the questions 

in the internal control questionnaire. 

(iii) Flow Charts.  These charts illustrate in diagrammatic form the 

flow of documents in their sequence from beginning of a 

transaction to its final entry in the books. They make use of 

symbols and lines to represent documents and their movement 

respectively. 

9.1.2 Ascertaining Weaknesses in Internal Control. The main objects 

of review are to ascertain areas of weaknesses, advise the client, and 

design an appropriate programme of audit tests. When the auditor has 

completed his record about the system of internal control, he has to assess 

its adequacy and consider whether it is appropriate for the business or not. 

This is done by ascertaining whether the basic principles of internal 

control are being observed or not. 

9.1.3 Designing Programme of Audit Tests. The auditor will design a 

programme of audit tests based on the assessment of the system of internal 

control to enable himself to form an opinion on the reliability of books and 

records. 

9.1.4 Reporting the Weaknesses to Client. Auditor should point out to 

the management any weaknesses in internal control, which are revealed by 

the audit together with his recommendations for improvement. 
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10. SPECIMEN INTERNAL CONTROL QUESTIONNAIRE  

10.1 A.  -CHEQUES AND CASH RECEIPTS  
S.No. Questions Answers 

1. 

 

2. 

 

3. 

 

4. 

5. 

6. 

 

7. 

 

8. 

9. 

10. 

11. 

12. 

 

13. 

14. 

 

15. 

 

16. 

Is mail opened by at least two persons under the supervision 

of a responsible official? 

Are the cheques, postal orders, and money orders crossed 

when mail is opened? 

Can opened letters, other than private mail, go direct to any 

member staff? 

Is a list of receipts prepared when the mail is opened? 

Is this list checked by someone other than the cashier? 

Is a reconciliation prepared daily between the total cheques 

and cash received and total credited to debtors?  

Are receipt books used by the cashier for all cash received in 

the form of notes and coins? 

Are such receipts numbered? 

Is a record kept of serial number of such receipts? 

Are unused books kept securely and recorded on issue? 

Can receipts be issued by the cashier for special purpose? 

Is there any control to prevent fictitious discounts being 

allowed to customers? 

Are all cash and cheques received banked daily? 

Are there proper safeguards with regard to taking monies to 

and from bank? 

Are the paying-in-slips prepared by the cashier ? If not, by 

whom? 

Are duplicate paying-in-slips received stamped by the bank, 
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17. 

 

18. 

and recorded? 

Are bank debit advices notified to anyone other than the 

cashier? 

Are bank reconciliations prepared regularly? 

 

 

 

 

19. 

 

20. 

 

21. 

 

22. 

 

23. 

 

24. 

25. 

26. 

Has the cashier any connection with debtors’ control or 

writing off bad debts? 

Has the cashier any connection with the keeping of the 

nominal ledger? 

Has the cashier any connection with the purchase day book 

or creditors’ ledger? 

Does the cashier make journal entries or originate any 

entries otherwise than through his own book? 

Are rent, dividends, interest received, etc., controlled so that 

if not received on due dates, it would be observed? 

Does the cashier count and balance his cash daily? 

Are the staff permitted to cash personal cheques? 

If so, are the cheques made payable to “Cash”? 
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10.2     B. CHEQUE PAYMENTS 
 
 

1 2 3 

 

1. 

 

2. 

 

3. 

 

4. 

 

 

5. 

 

6. 

 

7. 

(A) Issue 

Who has the authority to sign cheques and are there any 

limits to their authority? 

Are all cheques drawn “to order” and marked “a/c payee 

only”__not negotiable”? 

Is a mechanical cheque writer used? If so, what system 

prevails to prevent its unauthorized use? 

Are cheques and traders’ credit lists prepared on production 

of authorized vouchers or cheque requisitions, and are these 

vouchers produced to the signatories?  

Who carries out the checking process, and are all such 

vouchers cancelled? 

Are all cheques drawn, despatched immediately? If not, who 

has control over these and how they are dealt with? 

Is there fixed date in each month when payments are made? 

 

8. 

 

9. 

10. 

11. 

 

 

 

Are payments on account made, and if so, who authorises 

these? 

What control is maintained over the issue of cheques? 

How are cancelled cheques controlled? 

Are subsidiary bank accounts fed from the main account 

only and not by miscellaneous items? 
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12. 

13. 

 

14. 

15. 

 

 

16. 

 

17. 

18. 

19. 

 

20. 

(B) Recording 

Who keeps payment records? 

Who has the authority to open bank accounts? 

On whose authority can bank loans or overdrafts be 

arranged? 

How is transfer between banks controlled? 

Has the paying cashier any control over sales, purchase, or 

nominal ledgers, sales invoices or credit notes, or other 

funds? 

What system is in operation to ensure that full advantage is 

taken of interest and discount income? 

How frequently are bank reconciliations prepared? 

Who prepares these reconciliation? 

Do receiving and paying cashiers have access to bank 

statements? 

Are the bank reconciliations checked and initialized and if 

so, by whom? 

 
11. SELF-ASSESSMENT QUESTIONS-4 

 
 

a) You wish to provide your audit staff with practical guidance as to 

the matters that they should include in their enquiry and 

observations of the arrangements made by clients with regard to 

the safe custody, control and recording of cash received. Draw up a 

specimen questionnaire suitable for this purpose? 
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12. RELATIONSHIP BETWEEN INTERNAL AUDITOR AND 

STATUTORY AUDITOR 

It is essential that the independent auditors should have complete 

confidence in the internal audit organization. Confidence is not a thing born 

overnight but has to be worked for over a long period. Independent auditors have 

played a material part in fostering recognition of the importance of internal 

auditing. In some instances, they have recommended that an internal audit 

department should be established in order to ensure that systems of internal check 

are sound, and that financial statements are accurate. 

Following are the main points of common interest and difference between 

the independent auditor and the internal auditor: 

Common Interest.  Internal and statutory (external) auditors operate 

mainly in the same field on accounting matters. Both are interested in 

ascertaining that: 

(a) there is an effective system of internal check to prevent or 

detect errors and fraud; 

(b) the system is working satisfactorily; 

(c) there is an adequate accounting system to provide the 

information necessary for preparing true and fair accounts 

12.1 Difference of Works.   

Inspite of the points of common interest explained above, the fundamental 

points of difference between the two are: 

(a) Scope. Extent and scope of internal control is determined by 

the management, whereas responsibility of independent auditor 

is placed on him by the statute i.e. laws of the country. 

(b) Approach. Internal auditor works to ensure that the accounting 

information presented to the management is accurate. The 
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statutory auditor’s approach, however, is governed by his duty 

to satisfy himself that the accounts show a correct view of the 

profit and loss account for the year and of the state of the 

company’s affairs at the end of the year. 

(c) Responsibility. Internal auditor is responsible to the 

management, whereas statutory auditor is responsible to the 

share holders of the client company. 

12.2 Similarity of Method.  

Both internal and external auditors carry out their work by similar means 

inspite of the important differences stated above e.g., 

(a) Examination of system of internal check. 

(b) Checking of accounting records and statements. 

(c) Verification of assets and liabilities. 

(d) Cooperation among the Two. Experience of statutory auditor 

can help the internal auditor, and internal auditor’s 

acquaintance with the business can be of help to the statutory 

auditor. External auditor’s work may be reduced, if a sound 

system of internal audit is in operation although the external 

auditor must satisfy himself about effectiveness of the work 

done by the internal auditor. 

 

13. INTERNAL CONTROL AND THE INTERNAL AUDITOR 

The system of internal control in operation is very important for the 

internal auditor. His first task is to test the system to see whether any weaknesses 

exist, as errors and frauds in the routine accounting procedures will automatically 

be brought to light by testing operation of the system.  . If, the internal auditor 

finds that the system contains loopholes for fraud and error, he must give more 
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time to detailed checking in order to satisfy himself.  On the other hand if , he is   

satisfied with the working of the system, he can reduce his checking in  details. 

The efficiency or inefficiency of the system of internal control thus reduces or 

increases the amount of detailed checking to be undertaken by the internal 

auditor. Internal control, therefore, is a point of common interest for the internal 

as well as the independent auditor. Internal auditor has also to report to the 

management about any weaknesses disclosed in the system of internal check and 

control, and from time to time, to suggest improvements which might be made in 

it. 

 

14. FUNCTIONS AND RESPONSIBILITIES OF INTERNAL 

AUDITOR 

The major functions and responsibilities of an internal auditor are as 

follows: 

(a) Verification of the accuracy and integrity of the financial and 

accounting records, and of the related reports and statistics 

prepared there from; 

(b) To ascertain that the standard accounting practices of the 

organization are being adhered to; 

(c) To ascertain that there has been proper authority for the 

acquisition of, retirement and disposal of the assets of the 

organization; 

(d) To confirm that liability has been incurred only in respect of 

the legitimate operations of the organization; 

(e) To analyze and improve the system of internal check; 

(f) The prevention and detection of fraud with the emphasis on 

prevention; 
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(g) The examination of the protection afforded to assets and the 

use to which they are put; 

(h) To make special investigations for the management; 

(i) To suggest the new methods and systems if required; 

 

15. INTERNAL AUDIT REPORTS 

15.1 Categories.   

Internal audit reports may broadly be divided into the following four main 

categories: 

   

(i) Report on an Accounting Unit. Reports prepared by the 

internal audit staff after their visits to an accounting unit. 

(ii) Periodical Report.  Periodical reports prepared by the senior 

members of the internal audit department, which summarizes 

the main audit findings and recommendations for the period 

under consideration and which afford a concise review of the 

department’s activities for that period. 

(iii) Special investigations and enquires Report.  Reports on the 

results of special investigations and enquires. 

(iv)       Annual audit report. 

15.2  Contents and Format.  

Normal headings of a routine internal audit report will be as below: 

       (i)         Introduction (or terms of reference). 

(ii)  Scope of the audit. 

(iii) Annexes.  

(iv) Review of action taken on recommendation arising from the 

previous audits. 
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(v) Matters arising from audit (or results of the investigation). 

(vi) Recommendations. 

(vii) General conclusions. 

15.3.  Principles for Writing Audit Report.  

The following are the essential principles, which must be kept in mind 

when writing a report: 

1. Reports must be simple and as short as is practicable. Simplicity 

and shortness should not, however, lose their usefulness. 

2. Reports must be timely. 

3. The most significant matters in a report must be given prominence. 

4. Report headings should be standardized. 

5. Each paragraph should be numbered and be concerned with one 

basic idea. 

6. There must be order in the report, e.g., an order relating to time, or 

in moving from known facts to facts not previously known. 

 

16. SELF-ASSESSMENT QUESTIONS-5 

a. What are the matters of common interest to the internal and 

external auditory? 

b. What are the fundamental differences in the work of internal and 

external auditor? 

c. Fill in blanks in the following sentences: 

(i) Internal and_______________ Auditors operate mainly in the 

same field on______________matters. 

(ii) Both________________ and_______________ auditors carry 

out their work by_____________means. 
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(iii) Experience of_________________auditor can help the internal 

auditor. 

(iv) The_______________ of internal control in__________ is very 

important for the internal control. 

d. Write yes or No against the following: 

(i)        Internal auditor is responsible to the management. 

(ii)       External auditor is responsible to the Management.. 

(iii) External auditor is responsible to the shareholders of the client 

company 

(iv) Internal auditor issues the statutory audit report on annual 

audit.  

(v) There is no need to number each paragraph of the internal audit 

report. 

(vi) Reports should be complicated and as long as possible. 

 

17. SUMMARY OF THE UNIT 

Internal control means the whole system of controls which are established 

by the management to ensure the accuracy and reliability of company’s working 

and records to safeguard its assets. Internal control includes internal check and 

internal audit. 

System of internal control is closely related to the work of external 

(statutory auditor). In case there is an effective and reliable system of internal 

control in the client organization, the work of the auditor is much facilitated. In 

such cases, he may reduce the extent of his audit work. 

For reviewing operation of internal control system, you must familiarize 

yourself with the nature of work of the client, system of its accounting, store 

keeping, sales and other areas, duties and responsibilities of the staff and 
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management, prevailing system of internal control and internal audit, if it is in 

operation. 

Internal auditor works on behalf of the management, and is responsible to 

ensure the company’s policies procedures, orders are being complied with and its 

assets are safeguarded or not. External auditor, on the other hand, works on behalf 

of the shareholders and has to report to them whether the accounts show a true 

and correct view of the state of the company’s affairs. 

Both have some common and some distinct features of work. Internal 

control systems inter alia cover cash and credit operations, purchases, employees 

and their remuneration, stocks, fixed assets, accounting, costing etc. 

Review of internal control system in the client organization involves 

preparation of flow charts of work done by tracing a sample transaction of an area 

from beginning up to the end, preparation of a questionnaire, ascertaining 

weaknesses and reporting thereon to the client. 

 

18. ANSWERS TO SELF-ASSESSMENT QUESTIONS 

 SAQ-1. 

   (a) (i) No   (ii) Yes 

    (iii) Yes   (iv) No 

    (v) No 

   (b) See section --- of the unit. 

   (c) See section --- of the unit. 

 SAQ-2. 

(a) Independently. 

(b) Beginning, end. 

(c) Member, staff. 

(d) Defined. 
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(e) Supervision, internal control system. 

SAQ-3. 

  (a) (i) See section 8.6 

(ii) See section 8.7 

(b) (i) Arrangements, encashment. 

(ii) Internal, control questionnaire. 

(iii) Familiarized, internal control. 

(iv) Accounting, force, weaknesses. 

SAQ-4.  

(a) Please consult the relevant section from the unit. 

SAQ-5. 

  (a) See section 12 

(b) See section 12.1 

(c) (i) External, accounting. 

(ii) Internal, external, similar. 

(iii) Statutory. 

(iv) System, operation. 

(b) (i) Yes   (ii) No 

(iii) Yes   (iv) No 

(v) No   (vi) No 
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INTRODUCTION 

Auditor first see the efficiency and strength of internal control, if internal 

system of checking is fool proof and have the capacity to fill up the loop 

holes, then auditor decides whether the test checking can be applied by 

selecting samples or not. After reviewing internal control system vouching 

process is traced out. 

 

(I)      International standards of Auditing (AS-8) paragraph 2. 

          “The auditor should obtain sufficient appropriate audit evidence to be 

able to draw reasonable conclusions on which to base the audit opinion.” 

          

(II)       International standards of Auditing (AS-8) paragraph 8. 

            “In forming the Audit opinion, the auditor does not ordinarily examine 

all of the information available, because conclusion can be reached about an 

account balance, class of transaction or control by way of using judgment or 

statistical sampling procedures.” But in general vouching process refers to 

routine checking, because objective of detecting errors and frauds can only be 

achieved by comparison of every voucher and transaction. 

 

OBJECTIVES 

 After the study of this unit you will be able to: 
 Define vouching 
 Explain the general procedures that are to be followed in vouching. 
 Analyze and explain the vouching techniques and its application to 

the books of accounts. 
 Identify that the subsidiary ledgers are tied up with their control 

accounts in the general ledger. 
 Audit the general and subsidiary ledgers, and 
 Check the accuracy of the Trial Balance. 
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1. AUDIT TECHNIQUES 

 Techniques mean method of doing something expertly. Audit techniques 

mean the methods, which an auditor follows while conducting audit. Auditor is 

concerned to collect valid evidences from the books of accounts of his client to 

form a fair opinion to be reported in the audit report; hence it is very important to 

select the appropriate technique/method of audit, which particularly suits the 

situation.  

 There are number of audit techniques which suits in different situations. 

The auditor has to select the proper technique according to the nature and 

circumstances, because no audit technique can be said as final that suits in all 

situations. 

 Concluding we can say that these techniques are tools of the auditor and 

like any skilled man’s tools, no attempt should be made to scale/rank them in 

order of superiority. All tools have their uses and for a given task the appropriate 

tools should be selected. 

 

1.1 Kind of Audit Techniques 

 Some of the important audit techniques are as follows: - 

1. Vouching 
2. Confirmation 
3. Physical Verification 
4. Reconciliation 
5. Testing 
6. Analysis of Financial Statement 
7. Scanning 
8. Flow Charting 

This Unit covers vouching in detail, definition of vouching, general 

procedures of vouching, vouching techniques and their application to the books of 

accounts, audit of general and subsidiary ledgers, and checking of trial balance. 
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1.2 Concept of Vouchers 

The subject matter of study of this unit is vouching. However before 

studying vouching, let us first understand what is meant by “Voucher”. Voucher 

is very important document in audit. It should be audited very carefully. The 

vouchers are prepared for all cash transactions whether of revenue or capital 

nature, whether of main cashbook or petty cashbook. Furthermore, invoices 

received for the purchases and the invoices issued for sales are the vouchers for 

entries to be recorded into purchases journal or purchases book and sales journal 

or sales book respectively. The auditor also vouches the Returns Book i.e. Sales 

Returns Book and Purchases Returns Book. The sales returns notes received from 

purchasers are vouchers for entries to be recorded in the Sales Return Book for 

journal. In the same way, when books are returned to suppliers a business 

document called purchases returns note is prepared, this note is the voucher for 

recording the purchases returns in the purchases returns journal or book. The 

general journal is also vouched because certain transactions are recorded in the 

ledger through this journal. Vouchers are prepared for these journal entries. 

Careful and intelligent vouching is the essence of auditing. The auditor, 

therefore, tries to find out facts behind the figures. Any voucher arousing doubt is 

carefully investigated by the auditor. Sometimes such investigations lead to 

detection of fraud and serious errors. 

A voucher is sometimes without any attachment. Still it indicates 

necessary information regarding authorization, nature of transition, period, 

amount and other relevant date. A general journal voucher falls in this category.     
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1.3 Kinds of Vouchers 

The following are the various categories of vouchers available to the 

auditor in his vouching process: 

No. Transaction Voucher 

i) Cash paid Original receipt of the payee supported by other 

evidences such as invoice, bill, wages book, etc. 

ii) Cash received Carbon copy of the receipt issued, supported by 

such evidences as contracts, correspondence, 

minutes, etc. 

iii) Purchases Copies of order, correspondence, invoice, goods 

inward books, etc. 

iv) Purchases returns Goods inward book, correspondence and credit 

notes received, etc. 

v) Sales Orders received, correspondences, goods outward 

book, invoice, etc. 

vi) Sales Returns Correspondence, good inward book, credit notes 

issued, etc 

vii) Bills receivable, Bill Bills on hand and entries in cashbook 

viii) Bank charges, 

Interest 

Bank statement, bank intimation, and letter from 

loan giving agency 

ix) Exchange of Fixed 

assets 

Correspondence, sales deeds 

x) Insurance premiums Insurance policies, receipts given by Insurance 

Companies 
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1.4 Glossary of Terms 

a) Vouching 

It means and includes the examination of every business 

transaction with its supporting documentary evidence and the checking of 

which enables the auditor to satisfy himself that the transaction is in order 

and has been properly recorded in books. 

b) Vouchers  

It is written evidence, which proves the accuracy (or otherwise) of 

a transaction appearing in the books of accounts. For example in case of 

purchases the supporting vouchers are original invoices, purchase orders, 

goods received notes etc. 

c) Query 

If during the course of vouching and audit, the auditor considers 

anything being not clear, he raises an observation. The point raised by the 

auditor is called a query and its object is to enable the management to 

clarify the point raised by the auditor. 

d) Cast, Casting 

It means totals of a page or account. 

 

1.5  Self Assessment Questions - 1 

Q. No.1. Define voucher 

Q. No.2. Name the vouchers required for following transactions: 

i) Cash purchase of calculator 

ii) Credit purchase for a machine 

iii) Purchase of PIA ticket 

iv) Drawing materials for use in production shop 
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v) Receipt back of goods returned by a purchaser on account 

of change in size. 

2. VOUCHING 

DEFINITION OF VOUCHING 

Vouching means examination of vouchers by an auditor. 

a) According to Ronald.A.Irish. 

1)  “Vouching refers to the inspection by the auditor of 

documentary evidence supporting a transaction.” 

2)    “Vouching consists of comparing entries in the books of 

account with documentary evidence in support thereof.”  

2.1 Importance of Vouching 

Vouching is the process of carefully testing, weighing and judging of all 

the original documentary evidence, like receipts, approvals minutes of meetings, 

etc., with a view of proving the accuracy of a transaction. In a wider sense, 

vouching involves checking of additions, ledger postings, extraction of balance, 

etc., in addition to the process just mentioned above. 

Vouching is thus a search for truth. It is the search that the date in the 

original documents and the entries made in the books of accounts are the same or 

whether there is any difference between them. The books of account reflect 

faithfully in all the transactions made or not. 

There is a general misconception that vouching is a mechanical work of 

ticking. This is totally incorrect. The fact is that vouching is the essence of 

auditing. It has a high place in the process of auditing so it requires special care. 

In vouching, you as an auditor pay special attention to see (1) that the name on the 

voucher agrees with the name of the firm whose accounts are being audited, (2) 

the date of payment is correctly entered in the books of accounts (3) that the 
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receipt bears revenue stamp, (4) that the payment has been properly authorized, 

(5) that it has been correctly recorded in the books of accounts, and (6) that the 

receipt is on the form authorized by the payee, e.g., the printed receipt. 

 

2.2 Extend of Vouching 

Vouching all the vouchers is very costly and time consuming. You 

therefore select a percentage of vouchers for vouching in order to form you 

opinion on the reliability of the financial statement. Now the question arises: How 

much vouching should be done? It depends upon the extent of reliability of 

internal control system, which must be first examined by you prior to starting the 

work of vouching. The discretion of the auditor determines the extent of test 

checking to be carried out by him.   

 

2.3 Procedure of Vouching 

You have been told that vouching in the essence of auditing. It holds a 

high place in the process of auditing. It therefore requires special care. Two 

persons of audit staff–one a junior and the other a senior perform the job of 

vouching. The junior rends out the particulars of each entry recorded in the books; 

date, particulars, accounts debited, account credited and the amount. The senior 

checks the particulars in the voucher. If the voucher is complete in all respects, he 

puts his signature and rubber stamp on the voucher and its supporting documents 

in such a way that it may not be produced again in support of any other entry in 

the books. This is called voucher cancelled and passed. 

The auditor would regard a voucher for each payment as insufficient, if 

one or more essential date are missing e.g., if the date of payment is not given. He 

will mark ‘Q’ against its entry in the books thus raising a query, and note ‘Q’ in 

his audit notebook (i.e. audit file). On receiving a satisfactory explanation of the 
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query, the ‘Q’ is cancelled and the explanation has been received may be material 

or immaterial. The material ones are reported to management and shareholders in 

the audit report. 

 

2.4 Techniques of Vouching 

The techniques of vouching are given as under: - 

i) The vouchers should be arranged in the order in which the 

entries relating to them appear in the books. 

ii) The auditor should satisfy himself that the dates given on the 

vouchers fall within the accounting year under audit. 

iii) The auditor should also satisfy that the head of account is 

correct. 

iv) The documentary evidence should be checked and it should 

be seen that the transaction pertains to the business. 

v) The proper authorization should also be checked. 

vi) The auditor should examine that the voucher bears a proper 

revenue stamp where payment is involved. 

vii) The auditor should note down in his working papers about 

the further evidence checked by him, for example, 

partnership deed, leases, memorandum, articles of 

association, minute books, contracts, etc. 

viii) The auditor must compare the amount given in words and in 

figures.  

ix) Any alteration in a voucher or its supporting papers should be 

enquired into. If a satisfactory answer is not received by the 

auditor, he will report it to the management for confirmation 

or amendment, as required. 
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x)     List of missing vouchers should be prepared to avoid 

fictitious vouchers inserted or prepared afterwards 

 xi)    Voucher should contain full information. 

 

2.5 Objects of Vouching 

The objects, which are to be achieved or considered for the  purpose of 

vouching, are as follows:- 

(i). Business related transactions are considered only. 

(ii). It provides supporting evidence for transactions. 

(iii). Recording of authorized transactions only. 

(iv). Recording of transactions in the concerned books only. 

(v). Non recording of doubtful transactions.  

(vi). Vouching is “tracing out recording of fraudulent 

transactions”. 

 

2.6 Self Assessment Questions – 2    

Q. No.1. Fill in the blanks of the following sentences: - 

i) _________________ is a document prepared for the 
transition to be entered in journal. 

ii) _____________ all the vouchers involve huge expenditure 

and lot of time. 

iii) The auditor test-check vouchers in order to form his 

_______________ on the ______________________ of 

the financial statements. 

iv) The extent of vouching depends upon the extent of 

reliability of ________________ system. 
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v) A voucher, which raises doubt, is carefully 

___________________ into. 

 
Q. No.2. Describe the usual procedure of vouching various 

transactions. 

Q. No.3. What is the usual routine of raising observations for points 

requiring clarification from the company’s staff or officers? 
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3.   VOUCHING OF BOOKS OF ORIGINAL ENTRY 

3.1 Vouching of the Cashbook 

Vouching of cashbook may be studies in two parts viz. vouching of (1) 

receipts or debit side of cashbook, and (2) payments or credit side of 

cashbook. You should carefully note the following points. 

a) Vouching of Receipts 

Opening Balance: - The opening balance must be checked with 

the previous year’s audited balance sheet as also from the previous year’s 

working papers. 

Cash Sales: -As an auditor you will have to depend upon the 

internal control, which you have evaluated. You should check the cash 

sales memos with daily summaries of sales and see that the figures in the 

summaries have been entered in the cashbook. 

Where cash is collected by salesmen, you should be vigilant 

regarding the collusion of the salesmen with the cashier. You should try to 

find out any evidence available pointing to the collusion. 

When a cash register is used, you should check totals of daily rolls 

with the entries in cashbook and the cashbook with general ledger. 

Further, for examining the pricing policy regarding cash sales, 

documentary evidence, like price-lists and instructions to sales personnel 

issued by authorized persons, should be obtained and examined. 

Cash received from Customers on Account of Credit Sales: - You 

must vouch the entries in cashbook with the carbon copies of receipts 

issued; check cashbook entries with the statement of accounts received 

from debtors. The discount allowed, whether usual or special, should also 

be verified with documentary evidence. The date of receipt and the date of 

entry in cashbook require special attention of the auditor. 
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Cash received from bills receivable: - The duplicate receipt for the 

amounts received on bills receivable matured or discounted should be 

vouched with the bills receivable book. Further, it should be seen that the 

amount received for the bills have been recorded in the books of account. 

Interest received on Loan: - The loan agreement should be seen 

and the amount of loan, rate of interest and the due dates should be noted. 

The receipt issued for the interest should be examined. 

Interest on Bank Deposit: - The amount of interest should be 

calculated and checked against bank advices. 

Dividend Income: - It should be vouched with the upper portion of 

the dividend warrant and the letters received with the dividend warrant. 

Amount received under hire Purchase Agreement: - You should 

vouch the hire-purchase agreements with duplicate receipts for the 

amounts received. The amount of interest should be segregated from the 

cash price and credited to interest account. The arrears should be 

investigated into. 

Amount of Commission Received: - The amount should be 

vouched from the account sale sent to the consignor. 

Sale Proceeds of Miscellaneous Assets: - Sale of capital assets 

like land, building, furniture, etc. fall in this category. The sale proceeds 

can be vouched with evidences like duplicate receipt, correspondence, 

contract of sale, and receipts from the purchaser. 

Policy Moneys: - The amount should be checked with the letter 

from Insurance Company and insurance covers. 

Royalty: - The amount should be checked with the royalty 

agreement. 
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Sale Proceeds of Investment (i.e. securities): - You as auditor 

should vouch broker’s sold note. In case the sale is cum-dividend, the 

income from dividend should be segregated from the amount of sale 

pertaining to the investment. You should also check the articles of 

association and minutes of the meeting of board of directors for 

authorization of the sale. 

Rent: - You must check the lease agreement, and also the agent’s 

statement, if it is collected by an agent. Trace the amount in the cashbook. 

b) Vouching the Payment Side of Cashbook 

This is the most important work as all expenditure is shown on 

payment side of the cashbook. You as an auditor should note following 

points. 

Payment to Creditors: - In vouching payments to creditors, you 

should check the (1) invoices, (2) receipts given by the payee, (3) 

statement of account of creditors (4) correct name of creditors. This last 

point is very important for correct posting to the relevant accounts. 

Cash Purchases: - Cash memos must be vouched with goods 

received notes and goods inward books.  The head of account should also 

be checked. 

Insurance Premium: - You should vouch it by comparing with 

receipt issued by Insurance Company, except in the case of the first 

premium where the policy is the receipt. You as auditor should ensure that 

the premiums are paid on due dates, the policy is in the name of client and 

the period for which it has been paid is shown in the receipt.  

Bank Charges and Commission: - Bank charges consist of cost of 

chequebook, commission on bills, etc. They will be vouched with debt 

advices of bank and bank statement. 
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Interest on loan and Bank overdraft: - Vouching should be done 

by examining the directors’ minute book authorizing the loan, and the 

receipt of the pave in support of repayment. The interest on overdraft may 

be vouched with the bank debit advices and banks’ statement. The 

calculations should also be checked. 

Payment under hire-Purchase and Installment Agreements: - 

The agreement must be examined each installment is composed of interest 

and repayment of capital. The interest should be charged to revenue 

expenditure. You as auditor should see that they are correctly posted to 

relevant accounts. 

Freight and Carriage: - You should vouch railway freight with the 

railway receipt. The shipping charges should be compared with 

forwarding agents’ statement together with the papers enclosed with bill, 

which are documentary evidence for the charges. Any rebate allowed 

should also be examined. 

Custom Duties: - Where custom duty is paid directly, the receipted 

bill of entry should be examined. If the company has engaged the services 

of a forwarding agent, the monthly accounts together with the bill of entry, 

wharf age receipts, etc. should also be checked. You should also check 

whether the charges have been treated correctly as revenue of capital 

expenditure. 

Telephone Expenses: -These should be checked with reference to 

the paid telephone bills. See that the bills relate to telephone number of the 

client. Its period and its receipt should be checked. The amount of trunk 

calls should be checked against. Trunk Calls Register or in case of digital 

telephone numbers details of calls should be checked and seen that the 

amounts have been recovered from the officials concerned. 
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Postage: - Internal control is very essential here. Costs of postage 

book should be checked. Postal receipts should be checked with 

Registered Letter Register. Signed copies of telegrams should be checked 

against the telegrams receipts. Packets or letters sent through airline 

companies should be checked against PIA Cargo receipts. Where a 

franking machine is in use, the correspondence and receipt of the post 

office and its date should be traced. Heavy amounts should be linked with 

office records and files. 

Traveling allowance: - Traveling allowance should be checked 

against the traveling rules, bills and payees’ receipt. Any advance paid for 

the travel should be adjusted against this.  

Directors’ Fees: - Fees paid to directors must be vouched with the 

minutes of the board of directors’ meeting, directors’ attendance book, the 

articles of association, the amount of fees admissible for each meeting 

attended and the receipt given by the directors. 

Traveling Expenses of the Directors: - Legally the directors are 

not entitled to it unless authorized by articles of association or a resolution 

of the directors. The payment vouchers should be checked minutely to find 

out if they are reasonable. 

Payment of Wages 

i) Internal Control: - Ages are very fertile ground for mis-

appropriation and fraud. Efficient system of internal control is very 

essential. You may recall the internal control system for payments as 

discussed in unit No.1. 

Workers are normally classified as: 

1. Time workers. They are paid on monthly basis. 
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2. Piece workers. They are paid according to the work they 

perform. 

3. Temporary workers. They are not on regular rolls but they 

are engaged temporarily on time basis. 

The gatekeeper should not be under the control of time office and 

should not be involved in the preparation of wages sheet. Surprise check 

to verify the attendance is essential. Internal audit is also essential. These 

precautions are necessary to ensure that workers are not allowed to be 

marked present while actually they are absent. Where Time Record Clock 

is used, safeguards should be taken against its misuse by exercising strict 

supervision. 

The piece-workers are paid according to their out-turn, still their 

attendance is marked. Record of work done and piece rate should be 

maintained and certified by a responsible officer of the inspecting 

department. Payment for bad work or work not done will be avoided. 

ii) Preparation of Wage Sheet: - The basis of entering date 

will be clock card, job tickets, piecework record, rate cards and wages 

cards. There should be division of Labour in the preparation of wages 

sheets so that work is completed and checked in time. 

iii) Vouching: - You as an auditor should take the following 

steps. 

1. Check casts, cross casts and carry-forward of wages sheet. 

2. Calculation of wages should be checked. 

3. Time-keeping records and/or piecework record and/or job 

ticket should be checked against wages sheets. 
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4. The receipts of wages should be checked and the thumb 

impressions should be authenticated by a responsible 

official, who supervised the disbursement of wages. 

5. The unpaid amounts should be checked against the unpaid 

wages register. 

6. Check all the deductions and government dues to ensure 

that they have been deducted and deposited to government 

account. 

7. The total amount of wages with the amount of cheque 

drawn for wages should be verified. 

8. See that the wages sheets are signed by a responsible 

officer and the signatures of all persons responsible for the 

work have been appended to wages sheets. 

9. Check the total figure of the wages sheet with the 

cashbook. 

10. Check the allocation of wages. 

Payment of Salaries: - The salaries of clerical staff should be 

authenticated by a responsible officer. Increases should be authorized and 

deductions especially that of income tax should be correct. Casting should 

also be checked. See that receipts are stamped properly.  

In case of rate of salaries of important officers like Chief 

Accountant, Secretary or Manager, minutes of the Directors’ meetings 

should be seen. The income tax collected from the salaries must be 

deposited within 10 days after the payment of salaries.  

Deferred Revenue Expenditure: - The examples are following: 

1. Abnormal advertising expenses, whose benefits will extend to 

some years, 
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2. Heavy repairs of non-recurring nature, 

3. Heavy initial expenditures may be incurred in respect of the 

commencement of a business or a new department before it 

reaches revenue-earning stage. The expenditure may include 

salaries, wages, rent, rates, taxes and general expenses, which 

are otherwise chargeable to revenue. 

 Such expenditure is capitalized and written off over the years, 

which are benefited by such expenditure. So much of the amount as has 

not been written off, should be shown on the balance sheet as an asset. 

This treatment complies with the Regulation 5 of Part – II of 4th Schedule 

of Companies’ Ordinance 1984. According to this Regulation, a portion of 

deferred revenue expenditure should be charged against income each year 

and so much of the amount as remains after writing off should be shown 

on the balance sheet as an asset. 

Miscellaneous Expenses: - Vouchers, receipts, bills and 

Correspondence should be seen to vouch those payments, which have not 

been covered by the above-mentioned vouching process. 

Income Tax and Super Tax: - Calculation should be checked and 

the amounts should be checked against receipted challans, assessment 

orders and notices of demands. Be sure that names of officers etc. are 

clearly shown in the challans. 

Dishonoured Bills Receivable: - The dishonoured bills receivable, 

which had been previously discounted with bank, will appear in the bank 

statement as payments. They will be entered in the cashbook and debited 

to the concerned parties’ accounts. You must verify the dishonoured bill 

and the noting charges. The expenses of discounting must be checked 

against the bank advices. 



 22 

Imprest Advance to Petty Cashier: - Cashbook entry should be 

examined with the receipts in the cashbook. The dates of the two should 

agree. This is sufficient evidence no other evidence is required. 

Dividend Paid: - You should see that the dividend paid is 

according to the rights attached to each category of share capital as laid 

down in the memorandum and articles of association. For interim 

dividend, articles of association and minutes of directors’ meetings must 

be consulted. The articles empower directors to pay the interim dividend.  

While vouching the dividend paid the auditor must: 

1. Check the returned endorsed dividend warrants with the 

dividend book, 

2. Check the amounts in the dividend book with bank 

statements and reconcile with bank account, 

3. Check that the total of gross dividend column represents 

the percentage of dividend on the capital on which it is 

paid, 

4. Check the unpaid dividend register with the dividend book, 

5. Check the income tax deduction with the prevailing rates 

and the receipted challans and deposited into the State 

Bank of Pakistan. 

After having vouched all items in the cashbooks, the next step is to 

check casts, cross-casts and carry forward. The posting of the general 

ledger should be checked. Where subsidiary ledgers are maintained 

postings to that ledger should also be checked from the cashbook.         
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3.2 Vouching of Purchase Book(payment side).  

You as auditor should exhaustively examine the system of internal control 

and use your care, skill, experience and judgment to find out to what extent you 

can rely on the internal control regarding purchases. 

You should take the following steps in vouching the purchases book: - 

a) Check entries in the purchases daybook with the invoices, 

paying special attention to: - 

i) The date of invoice 

ii) The name of the supplier 

iii) The amount involved 

iv) The net amount after deducting trade discount 

v) Whether the invoice is for the goods usually dealt in 

business 

vi) Inspection report & the quality and amount of 

rejected goods, if any 

vii) Goods received note or the entry in the goods 

received register 

viii) Purchase order book 

b)  Whether the procedure laid down by the management in 

respect of tenders and quotations has been followed 

c) The proper authority for the purchase. All entries in a 

purchase order should be authorized by a competent 

authority. Every invoice likewise should be authorized. 

d) Statement of accounts received from the suppliers must 

also be checked to verify the accuracy of the amounts given 

in the invoices 
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e) Invoices marked ‘copy’ or ‘duplicate’ should raise doubts 

and they must be investigated by the auditor to satisfy 

himself that they do not appear again somewhere in 

purchases book. Cases of such invoices should be paid due 

attention. 

f) Casts, cross-casts and carry-forwards for the purchases 

book should be checked. 

Suppression or Inflation of Purchases: - Both are against the 

generally accepted accounting principles; both have adverse effect on 

correct profit. The auditor should check the purchases of the few weeks 

before and after the beginning and closing dates of the accounting period. 

The gross profit ratios of the previous year in order to give a clue whether 

every necessary invoice has been included and every unnecessary invoice 

has been excluded. 

3.3 Vouching of Sales Book 

You should exhaustively examine the system of internal control regarding 

sales. You as auditor should check: - 

a) The duplicate invoices (because the originals have been sent to the 

customers) which should be initialed and cancelled by rubber 

stamping “voucher cancelled and passed” so that it may not be 

used again, 

b) Check following items in the invoices: - 

i) Name of debtor in an invoice against the name in the 

subsidiary book, 

ii) The date of invoice should be within the accounting period, 

iii) The amount entered should be net (gross less discount), 

iv) The authority for granting discount, 
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v) Those who have calculated and those who have verified 

have put their initials in token of having performed the 

work, 

vi) Sales of trading items should be kept separate from the 

sales of other assets (for example fixed assets), 

vii) The invoice should be authorized by a responsible officer, 

viii) Casts cross-casts and carry forwards.  

c) Dispatch of Goods: - You must check the sales invoices with the 

following documents: goods dispatched notes; goods outward 

register, finished goods register, etc. 

d) Sales Contract: - You should vouch the sales contracts with the 

sale invoices with special reference to the terms and conditions of 

the contract. 

e) Export: - You must vouch sales invoices, exchange conversion 

rates, shipping bills, clearing and forwarding bills, octroi and 

freight receipts, bankers’ advices etc. and the terms of invoice 

(F.O.R., F.O.B., C.I.F., etc.) of the export. 

f) Suppression and Inflation of Sales: - Both distort profit figure 

omitting sales and increasing sales have adverse effect on arriving 

at correct net profit figure. To discover suppression or inflation, 

there are two techniques used by the auditors. They are the same as 

used in discovering suppression and inflation of purchases. They 

are: - 

i) Checking the invoices for a few weeks before and after the 

beginning and closing dates, and 

ii) Checking the percentage of gross profit. In this case (i.e., in 

case of sales) the percentage of gross profit earned on the 
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cost of goods sold in compared with the same percentage of 

the previous years. 

Note:  1. The goods sent on consignment and sales of 

discarded goods should not be included in sales. 

2.  High sales at the beginning or end of the period 

should be thoroughly investigated. 

 

3.4 Vouching of Sales Return Book 

You as auditor should enquire into the system of recording goods 

returned by customers and recording credit notes for the same. This is to 

measure reliability of the internal control system in this area. Having 

examined the internal control system, you should vouch the following: - 

a) The duplicates of credit notes with sales returns book, goods 

inward book, and the relevant correspondence, 

b) That the credit has been authorized by a competent authority, 

c) That the credits have been recorded in customers’ account in 

debtors’ ledger and general ledger control account, 

d) The castings and postings of the sales returns books, 

e) That no credits have been suppressed or inflated, 

f) That statement of accounts has been prepared by those who 

were not involved in writing of sales returns book or credit 

notes or ledger posting. 

 

3.5 Vouching of Purchase Return Book 

You as auditor check the system of recording goods returned by the 

company and of claiming allowances, etc. Having checked and evaluated the 

internal control system you should vouch the following: - 
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a) The credit notes received from the suppliers with the returns 

outward book and the relevant correspondence, 

b) The returns outward book with goods outward book, 

c) Casts, carry-forwards and postings of purchases returns, 

d) That the statements of accounts have been prepared by those 

who were not involved in writing of purchases returns book or 

debit notes or ledger posting. 

 

3.6 Vouching of Bills Receivable Book 

You as auditor should carry out the following vouching works: - 

a) Checking of casts, cross-casts and carry-forwards, 

b) Check the postings of bills receivable in this journal, 

c) Trace the proceeds of matured and discounted bills, which have 

been paid or discounted through casebook and bank statements, 

d) If any bill has been sent to bank for collection, a certificate should 

be obtained from the bank to that effect, 

e) Verify the balance of the bills receivable with the bills in hand and 

the bills not overdue. In case some are overdue, find out the 

reasons for such situation, 

f) Race postings to the ledger account and the subsidiary ledger, 

g) Trace the contingent liability in respect of discounted bills 

receivable whose maturity dates have not expired.  

 

3.7 Vouching of Bills Payable Book 

You as auditor should perform the following work: - 

a) Checking of casts, cross-casts, carry-forwards and postings of bills 

payable, 



 28 

b) Bills paid during the period should be checked against cashbook 

and the returned bills, 

c) The total of the bills not matured (i.e. the bills shown on the bills 

payable book) should agree with the credit balance on the bills 

payable account in the ledger. 

3.8 Vouching of Journal 

As you learnt in “Accountancy”, the journal is utilized for recording: - 

a) Opening entries, 

b) Transactions for which there is no other suitable book of original 

entry, e.g., bad debts, dishonoured bills, etc. 

c) Rectification entries, 

d) Transfer entries, 

e) Adjusting entries, 

f) Closing entries. 

Importance of Journal: - It has been seen that vouching of cash is 

of great importance because fraud and mis-appropriation of cash are easy 

to commit. Journal entries should also by vouch with care, skill, 

experience and judgment because defalcations of goods and cash are 

easily concealed by fraudulent and fictions journal entries. You as auditor 

should vouch every journal entry with great care, skill, experience and 

judgments. The supporting papers should be scrutinized. Narration of a 

journal entry is also important. In vouching journal entries, the following 

points should be kept in view: -  

a) Opening Entries: - Opening entries should be vouched with the 

previous years’ balance sheet. If the business has been purchased, 

the opening entries must be vouched with the company’s articles, 

directors’ minutes, vendors’ contract, etc. 
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b) Transactions not recorded in any other book of original entry: 

- Examples of such transactions are bad debts written off, bills 

receivable dishonoured, allowances, purchase of capital on credit, 

liabilities taken over from the vendors, depreciation, reserve for 

doubtful debts etc. 

For vouching such journal entries, you must scrutinize the banks’ 

intimation, correspondence, duplicate of suppliers’ invoice, minutes of 

shareholders/ directors’ meetings and other documentary evidences.  

c) Rectification of Errors: - You should examine the mistakes or 

errors, which were rectified. The vouchers should be authorized 

and supported by proper vouchers or correspondence. 

d) Transfer Entries: - The reason for transfer from one ledger 

account to another must be checked. The entries must be 

authorized and supported by proper vouchers or correspondence. 

e) Adjusting Entries: - The entries are in respect of outstanding 

liabilities and outstanding income or for prepaid expenses and 

income received in advance. You should check calculations and 

apportionments. 

f) Closing Entries: - These must be vouched with the audited 

balances of accounts or the audited trial balance.     

 

3.9 Vouching of Bank Account 

The bank statement should be checked with the cashbook. From each 

entry the date and other particulars and figures should be checked. The items on 

the credit side of the cashbook appear on the debit side of the bank statement and 

vice versa. The bank reconciliation statement should be checked and the entries of 

a few weeks of the succeeding period should also be checked. 
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3.10 Vouching of Contingent Liabilities 

A contingent liabilities means a claim which may have to be met upon 

happening of an event which may or may not occur, i.e. bills receivable 

discounted, a claim against business pending in a court of law, the liability of 

unpaid portion of partly paid shares. The existence of contingent liability can be 

seen from files of the various departments’ records. They may be shown as a 

footnote on the balance sheet. 

 

3.11 Self Assessment Questions – 3    

Q. No.1. Name the head of accounts of the transactions you are vouching in 

which you scrutinize the following documents: - 

 a) (i)   The receipts  (ii) Bills receivable book 

  (iii)  Cashbook  (iv) Bills receivable account 

 b) (i)   Hire-purchase agreement (ii) Duplicate receipts 

 c) (i)   Loan Agreement  (ii) Duplicate receipts 

 d) (i) Brokers sold note  (ii) Article of Association 

  (iii) Minutes of the board of the directors. 

e) (i) Invoices   (ii) Original receipts  

(iii)  Statement of account 

 f) (i) Cash memo    (ii) Goods received note  

(iii)  Goods inward book 

 g) (i) Bill    (ii) Receipts   

(iii)  Trunk called register 

Q. No.2. What are the two techniques by which an auditor discovers 

inflation and suppression of purchases?  

 

- 
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4.  AUDIT OF SUBSIDIARY LEDGERS 

 In last section you learnt how the vouching of books of original entry is 

carried out. Now you will see how you proceed to audit the subsidiary books viz:- 

 

a) Bought Ledger or Creditors ledger 

b) Sales ledger or the Debtors’ Ledger 

  

4.1 Bought Ledger (Creditor’s Ledger) 

You as auditor should take the following steps in checking the bought 

ledger: - 

a) You should check the opening balances of the accounts with the 

previous years’ audited balances of creditors. 

b) See that no page of the bought ledger is torn or replaced or 

substituted. This may be verified with reference to the index given 

in the beginning of the Bought Ledger. 

c) You should check the total of all opening balances with the totals 

or previous years’ audited balances of creditors, as also with the 

previous audited balance sheet and control account in the ledger. 

d) The ledger should be vouched with purchases book (i.e. purchases 

journal), purchases returns book, cashbook, journal, allowances 

book (some companies maintain a separate journal for allowances), 

bills payable book, etc. The relevant correspondence should also 

be checked.  

e) Having checked all the positing, you should check casts, cross-

casts and carry forwards. 
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f) The ending balances of the various accounts in the bought ledger 

should be checked with the schedule of creditors prepared by the 

client. 

g) You should check whether total of the balances in brought ledger 

agrees with the balance of the Control Account in the ledger. 

The checking does not mean that the accounts are reliable. In addition to 

the above-mentioned checking you should take into consideration the following 

points: - 

a) Cut off of Accounts: - The beginning and closing entries should 

be checked thoroughly. The checking of the entries of the last 

period has been included or not. The checking of the entries of the 

last period and a few days after that (i.e., a few days in the 

succeeding period) will show that all the liabilities of the current 

period have been included. 

b) Confirmation: - Conformation should be obtained from the 

creditors and the balance of accounts must be checked against the 

statements. 

c) Internal Control: - In the companies, where internal control is 

satisfactory, the confirmations are called in monthly and checked 

and reconciled and the work of the auditor is cut short. You may 

obtain a few confirmations. Thus you will test check them to 

satisfy yourself about the reliability of the figures. You are well 

advised to obtained confirmation of the most active accounts. 

d) Verification of Accounting Entries: - The postings of one or two 

months should be checked against source documents (vouchers 

having supporting documents like invoices, receiving reports, 

purchases orders, etc.). 
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e) Cash Payments: - The details of cash payments have already been 

checked while auditing cash. It is therefore not repeated here. 

f) Unusual Items: - In case any unusual items come across you must 

investigate them thoroughly. 

g) Unrecorded Items: - You should always be on the lookout of such 

items. The comparison of statement of accounts sent by the 

creditors and the schedule of creditors prepared by clients’ staff 

may show differences which may be due to the following: - 

i) Creditors may have sent goods and debited the clients’ 

account but the same does not appear in the ledgers of your 

client, as these goods might not have been received by the 

time books were closed. 

 If the goods were not received they should not be included in 

stock. If invoices were not received but goods were received, 

you should verify the goods received with gatekeepers’ 

record, goods received notes and inspection notes, and such 

invoices should be entered in the books.   

 ii) There are certain accounts, which are in dispute. If the dispute 

is long standing, you should scrutinize the correspondence and 

the client should be advised to record them and make a 

provision for bad debts. 

h) Debit Balances: - You may find a debit balance in an account in 

bought ledger which may be due to the following reasons: - 

i) The payment in full has been made for purchases but later on 

some goods purchases were returned. 

ii) Advance payments have been made to the seller but the goods 

have not been received during the current period. 
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i) Manipulation of Accounts: - You as an auditor should be careful 

to watch the following tendencies: - 

i) The tendency of over statement of the amount of creditors. 

The overstated amount may be appropriated in future by 

unscrupulous employees for their own use. However, this is a 

less likely position. 

ii) The tendency of understatement of the amount of creditors. 

This is a usual case. It is to show a better financial position of 

the company. 

You should be alert for both the situations, which do not show the 

“true and correct” financial position. 

 

4.2 Sales Ledger (Debtor’s Ledger) 

After checking the bought ledger, you should proceed to check sales 

ledger, i.e., the ledger with contains the accounts of the debtors. The following 

steps are involved in the audit of creditors’ ledger: - 

a) The opening balances must be checked with previous years’ 

audited balance sheet figures and the schedule of debtors duly 

checked by the previous auditor or by the auditor himself. 

b) You should check postings, casts, cross-casts and carry-forward of 

creditors’ ledger. 

c) You should vouch the entries in the individual accounts with 

cashbook, sales journal, return outward book, allowances book, 

bills receivable book and other books of original entry. You should 

also scrutinize the relevant correspondence. 

d) You should compare the individual ending balances with the 

schedule of debtors supplied by the company. 



 35 

e) You should obtain confirmation from debtors and check a few of 

them with the accounts. 

f) You should check the balances in the ledger and see whether the 

totals of all these balances agree with total of the schedule of 

debtors. 

g) You should scrutinize the list of debtors to find out the doubtful 

and bad debts. 

h) You should see that sufficient provision is made for doubtful debts. 

i)  Loan to directors, managing directly, should not be included in the 

debtors but should be shown separately.  

 

4.3 Self Assessment Questions - 4 

Q. No.1. Write short note on the following: 

a) Cut of accounts 

b) Source documents 

 

Q. No.2. Bought ledger contains credit balances of accounts. You find that 

certain accounts have debit balances. What are, in your opinion, 

the probable causes of debit balances? 

 

Q. No.3. Why should an auditor be on the look out for unrecorded items? 
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5. GENERAL LEDGER AND TRIAL BALANCE 

5.1 General Ledger 

As you learnt in “Accountancy” (B. Com. level), general ledger contains:  

a) Accounts of income and expenses assets and liabilities. 

b) Control account of subsidiary ledgers like Debtors Ledger, 

Creditors Ledger, etc. 

All these accounts and the method of the vouching has already been 

discussed in foregoing paragraph which should be carefully studied for audit of 

the General Ledger. 

5.2 Trial Balance 

After doing all work you have not to prepare a Trial Balance. In preparing 

a trial balance, you should trace all the figures in the trial balance to ascertain that 

all the figures in the trial balance to ascertain that all the balances in the ledger 

have been taken into account. 

If clients’ ledger is out of balance, you should not attempt to locate errors 

and balance the trial balance. This is not an audit work; it is accounting work, and 

account, staff of the client should do it. You should, of course, check the work of 

reconciliation and updation of the Trial Balance prepared by the account staff of 

the client. 

In drawing up a trial balance, you keep in view your requirements. It is 

therefore, usual to prepare a seven-column trial balance, as given in the 

Annexure-I. You should complete the first four columns in the first instance. Then 

refer to you working papers wherein you had noted the required adjustments and 

re-classifications. 

It must be remembered that the balance of undistributed profit (i.e. un-

appropriated profit) or previous year should be inserted in its usual place in the 

Trial Balance. The current years’ earning should be written beneath it. In this 
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way, the profit and loss account and balance sheet will be tied up. This will 

facilitate the checking of profit and loss account and balance sheet. 

a) Re-Classification: - Checking of classification is one of the duties 

of an auditor. All transactions should be properly classified. There 

should be clear distinction between revenue and capital 

expenditure. Moreover, the classification should be changed from 

year to year. There must be consistency in classification. 

b) Unrecorded Transactions: - Certain items are incorporated at the 

end of an accounting period. These have been discussed in Section 

3 of this unit in detail. 

When you are of the opinion that an adjustment is to be made, you should 

note it in your working papers and discuss with the client. If the client agrees, you 

will make the adjustment in the trial balance under the adjustment column. This 

should be supported by a journal voucher. For each adjustment the voucher 

should be got prepared from the clients’ own staff. When the Final Trial Balance 

has been prepaid and agreed by you, you are in a position to draw Profit and Loss 

Account and Balance Sheet.  
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Annexure – I 
XYZ COMPANY LIMITED 

TRIAL BALANCE  
AS AT December 31, 200____ 

1 2 3 4 5 6 7 

Ledger 
Page 

Name of 
Account 

Final Balance 
31.12..2_____ 

(Previous year) 

Balance as per  
Book 31.12.2_____ 

(Current year) 

Adjustment & 
Reclassification 

Final 
Balance 

31.12.2____ Remarks 

Dr. Cr.  Dr.  Cr.  Dr.  Cr.  Dr.  Cr.  
 
 
 
 
 
 
 

          

 

5.3 Self Assessment Questions – 5 

Q. No.1. What is the mechanism, which enables you as an auditor to see that 

all necessary adjustments are carried out at the year-end are 

incorporated in the Final Trial Balance. 

Q. No.2. Give a suitable format for drawing the Trial Balance relating to the 

accounts of the year you are auditing. 

Q.No.3.           Following statements are true or false. Give reasons. 

(i)         The dividend is said to be paid out of capital, if the revenue 

expenditure is charged to a capital expenditure account.                    

(ii)      The members can change the dividend rate recommended 

by the Directors 

(iii)      Sales invoice is the only supporting evidence to vouch cash  

sales. 

(iv) Minutes of Board of Directors are helpful in vouching 

Insurance premium paid. 
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(v)      For purchases returns, there is no proper voucher  prepared  

but it is essential to pass entries in the Journal, Ledger. 

Q.No.4. Fill in the blanks. 

 a. Dividend given should be vouched with the help of---------. 

b. An auditor ordinarily examines invoices in order to---------- 

c. The documentary evidence consider to be most reliable----. 

d. The main source of vouching the wages is-----------. 

e. The most reliable voucher is one which is originated------. 

f. If profits are overstated due to revenue expenses being 

charged to capital. The amount of dividend will se        

paid---------. 

 

6. SUMMARY 

Careful and intelligent vouching is the essence of auditing. An auditor 

tries to find out facts behind the figures. Whenever doubt arises, he investigates 

deeply. Such investigations have often led to detection of fraud. A voucher is 

authentic and documentary evidence in support of an entry in the books of 

accounts. It may be with or without attachment but never without authorization.  

Vouching is the process of carefully testing, weighing and judging with all 

documentary evidence. An auditor pays special attention to the name, revenue 

stamp, authorization, correct entry into the books, and proper receipt of payment. 

If a voucher is complete in all respects, the senior auditor puts his signature and 

puts a stamp “cancelled and passed”. The following are the techniques of 

vouching: - 

i) Arranging vouchers prior to audit 

ii) To check that the date pertains to the current year 

iii) To check that it bears proper head of account 
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iv) To verify authorization 

v) Comparison of words with figures 

vi) To check if it is proper stamped where necessary 

vii) To minutely check all alterations and investigate into 

circumstances for making them. 

Vouching cash receipts and cash payments under the various head is 

performed according to the techniques of vouching. The next step is to check 

casts, cross-casts and carry-forward. The postings are then checked into the 

general ledger and subsidiary ledgers. 

a) Vouching purchases book: - The auditor should check procedure 

followed in purchasing, invoices with purchase order books, goods 

received note, inspection note, proper authorization and statements 

received from the suppliers. He should also check casts, cross-casts 

and carry forwards of the purchases book. He should pay special 

attention to the cut-off purchases. 

b) Vouching: - Vouching of sales book involves checking of invoices 

with goods dispatched note, goods outward register, finished goods 

register, sales contract, etc. Auditor should also check the cut-off 

of sales. He should also check casts, cross-casts and carry forwards 

of the book. 

c) Sales returns book: - Auditor should audit the credit notes with 

all the necessary details. He should check castings, cross castings 

and carry forwards. Postings to the debtors’ ledger and the 

statement of accounts should also be checked. Vouching of 

purchases returns is done in the same way. 
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In vouching bills receivable book and bills payable book, the date of 

maturity and the amounts received or paid, costs, cross-costs and carry forwards 

are checked. Having checked the above-mentioned books of original entry, the 

general journals should be checked, using the techniques of vouching mentioned 

above. Vouching thus establishes the bona fides and accuracy of the transactions. 
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7. ANSWER OF SELF ASSESSMENT QUESTIONS 

SAQ – 1 
 Q. No. 1. Voucher:  See Section 1.2 
 Q. No. 2. The vouchers for the indicated transactions are indicated as  

under: 
Transactions Vouchers 

1 2 
i)   Cash purchase of calculator 
ii)  Credit purchase of a machine 
 
iii) Purchase of a PIA ticket 
 
iv) Drawing materials for use in a  
     production shop 
 
 
v) Receipt back of goods returned by  
    a purchaser on account of change   
    in size 

Cash memo 
Purchase order, invoice, goods received 
note 
PIA ticket; traveling bill of the 
concerned officer 
Material requisition 
 
 
 
Debit note from the purchaser 

 
SAQ – 2 

 
Q. No. 1. (a) Voucher   (b) Vouching of 
  (c) Opinion, authenticity (d) Auditing 
  (e) Internal control  (f) Looked 
Q. No. 2. For normal procedure for vouching please see  

section 2.4. 
Q. No. 3. Please see section 1.4(c). 
 

SAQ – 3 
Q. No.1. The Head of Account of transactions is indicated below 

against each document. 
 

 Sr.No. Documents Head of Account of Transactions 
  1 2 
a) i) Receipts Payments for cash purchases 
 ii) Bill receivable book Discounting of a bill receivable 

iii) Cashbook For cash receipts and cash 
payments 
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iv) Bills receivable account For incoming & encashment of 
bills receivable 

b) i) Hire-purchase agreement For payment of installments and 
interest 

ii) Duplicate receipts Receipt of cash 
 

c)  Loan agreements Receipt of payment of interest 
d) i) Brokers sold note Sale proceeds of investments 

ii) Articles of Association Declaration of interim dividend 
iii) Minutes of the Board of 

Directors 
Declaration of interim dividend 

e)  Invoices, original receipts, 
statement of accounts 

Transactions with customers 

f)  Cash memos, goods 
received note and goods 
inward book 

Purchase of goods 

g)  Debit advice bank statement Bank charges, Bank interest 
h)  Bill, receipt trunk-call 

register 
Telephone expenses 

      
  Q. No.2. See section 3.2 

 
SAQ – 4 

Q. No.1. i) See Section 4.1 
ii) The documents, which are basis for recording the 

transaction, e.g., sales invoice, debit note, etc. 
Q. No.2. The debit balances may be due to the following reasons: - 

i) The payments in full have been made for purchases, 
but later on some goods purchases were returned. 

ii) Advance payments have been made to the seller, 
but the goods have not been received during the 
current period. 

Q. No.3. The reasons for the interest that auditor takes in unrecorded 
items are two-fold. The assets or liabilities may be 
overstated or understated. In either case the assets or 
liabilities do not represent correct picture. For illustration, 
goods or cash in-transit may remain unrecorded, or for 
accounts in dispute, no provision has been created and 
recorded. 
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SAQ – 5 
Q. No.1. Se Section 4.1(a) and 4.1(d) 
Q. No.2. See the above-mentioned Section for this also. 
Q. No.3. (i) True. (ii) False. (iii) False. (iv) False. 

   (v)  False. 
Q. No.4. (i) Investment ledger & dividend counterfoil. 

(ii) Identify possible unasserted litigation, claim & 
assessment. 

(iii) A sale invoice issued by the client supported by 
delivery receipt. 

  (iv) Wages sheet. 
(v) Out side the concern and sent directly to the 

Auditor. 
  (vi) Out of capital. 



 0
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INTRODUCTION 

As already explained that there are number of audit techniques and these 

techniques are used as tools of an auditor. The appropriate tool is applied 

according to the requirements. According to the Companies Ordinance 1984, it is 

duty of an auditor to make a report to the shareholders wherein he clearly 

mentions whether or not in his opinion and to the best of his information and 

according to the explanation given to his balance sheet gives a true and fair view 

of the state of the Company’s affairs as at the end of its financial year. (For 

further details you are referred to sub-section 3 of Section 255 of the Companies 

Ordinance 1984). In the last unit you studied the application of vouching 

techniques and you may conclude that you can confirm through the examination 

of vouchers the acquisition of an asset or undertaking of any liability on a 

particular date incurrence of any expense, receipt of any revenue etc. But as you 

know with the passage of time the value items may decrease, the ownership may 

change, and voucher shows the acquisition of an item but physically item does not 

exist. 

   So we can say that the duty of an auditor is not completely discharged 

after he has vouched the entries appearing in the books of account. He has to 

report whether or not the balance sheet shows the true position of the business 

whose accounts he has audited. For this purpose, he has to satisfy himself that the 

assets and liabilities shown on the balance sheet are correct and he has to apply 

another technique, which is known as verification. The verification of the balance 

sheet involves consideration of the following points: 

 That each asset and liability is clearly stated in the balance sheet. 

 That the assets and liabilities are correctly valued. 

 That the assets actually existed at the date of the balance sheet. 



 4

 That the assets shown on the balance sheet were actually the 

property of the business and were free from any charge except that 

disclosed on the balance sheet. 

In connection with the verification of assets and liabilities the audit also 

apply another audit technique which is called as confirmation and he to rely, to 

a certain extent, on the certificates furnished by the responsible officials of the 

business and also on certificates of third parties holding certain assets either as 

security or for safe custody; but he must use every possible care in accepting such 

certificates.    

 

OBJECTIVES 

The objectives of this unit are: 

 To introduce you with the concept of verification and to 

differentiate it from the techniques of vouching; 

 To know the importance of verification in audit and its basic 

techniques; 

 To understand why certain events which occur after the balance 

sheet date, are of importance to the auditor who takes them into 

consideration and, if thinks them material, incorporates them either 

into the financial statements or in his report. 
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1. DISTINCTION BETWEEN VOUCHING & VERIFICATION 

 Vouching means an examination of all original evidence such as invoices, 

statements, receipts correspondence, minutes, contracts etc., with a view to 

proving the accuracy of the entries in the books of accounts and to ascertain, as 

far as possible, that no transactions have been omitted from the books. 

 Verification, on the other hand is done by the auditor to satisfy him that 

the assets and liabilities shown on the balance sheet are correct. In verification, 

therefore, an auditor will also have to check the existence of the actual items and 

to see that the assets are actually held by the organization whose accounts he is 

auditing. 

 

2. NECESSITY OF VERIFICATION 
The auditor has to certify, under Section 255 (3) of Companies Ordinance 

1984 that the balance sheet and profit and loss exhibit true and correct view of the 

state of company’s financial position, according to the best of his information and 

the explanations given to him. This has placed responsibility upon auditor to 

verify the items, not only of balance sheet but also of profit and loss account. The 

verification process has, therefore, got its own place in auditing. 

Since audit consists primarily of the examination of the books, accounts 

and vouchers of an establishment, it is easy for an auditor to loose sight of the 

more practical aspect of the work; but to omit to verify the existence of assets or 

liabilities is to run the risk of being liable for damages due to negligence in the 

execution of his work as was held in the case of London Oil Storage Company 

Limited vs. Sear Hasluck and Company (1904).  

“It cannot be disputed that where an auditor returns to the 

shareholders an entry for cash in hand, he must have taken 
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reasonable steps to ascertain that cash was in hand. He has the same 

duty to discharge in regard to verification of cash as he has with 

regard to verification of securities. It is the duty of the auditor to 

verify the existence of assets stated in balance sheet and will be 

liable for any damage suffered by the client if he fails in his duty”.  

 Self Assessment Questions – 1      

Q. No.1. State ‘yes’ or ‘no’ against the following: - 

i) Each asset and liability should be clearly stated in the balance 

sheet. 

ii) Assets and liabilities need be valued correctly in the balance sheet. 

iii) Verification process has got no place in auditing. 

iv) An auditor need not verify the existence of assets at the balance 

sheet date. 

v) Vouching and verification are two different things. 

Q. No.2. Fill in the blanks in the following sentences: - 

i) Each ______________ and liability should be stated in the balance 

sheet. 

ii) Assets and liabilities should be correctly 

______________________. 

iii) _______________ is done by the auditor to satisfy himself that the 

_____ and ________________ shown on the balance sheet are 

correct. 
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3. TECHNIQUES OF VERIFICATION 
Following techniques are used by an auditor in the process of 

verification:- 

a) Satisfaction about the existence of the assets and liabilities. 

b) Satisfaction about the correct valuation of the assets and liabilities. 

c) Ascertaining the ownership of the assets. 

d) Proper disclosure of all assets and liabilities in the balance sheet. 

e) Disclosure of any charge on any assets. 

f) Proper authorization for acquisition of all assets and incurrence of 

all liabilities. 

(The points have been discussed in detail in Section 4 to 9 of this unit). 

 

4. PHYSICAL EXISTENCE 
Physical existence of the assets may be verified through following two 
means: - 

a) Physical verification of the items through actual count, weighing, 
inspection or measuring. 

b) Confirmation through documentary evidence and certified 
inventories about the physical existence of the items. 

 

4.1 Actual Inspection 
It was held in the London Oil Storage Company Limited vs. Sear Hasluck 
and Company (1904). 

“It cannot be disputed that where an auditor returns to the 

shareholders an entry for cash in hand, he must have taken 

reasonable steps to ascertain that cash was in hand. He has 

the same duty to discharge in regard to verification of cash as 

he has with regard to verification of securities. It is the duty 

of the auditor to verify the existence of assets stated in 
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balance sheet and will be liable for any damage suffered by 

the client if he fails in his duty”.  

Physical evidence is limited to tangible assets like plant, machinery, equipment 

and inventory. Cash on hand is also a tangible asset. 

Usually it is considered that actual examination of an asset is the best evidence 

that the asset does exist. There are, however, problems in physical examination. 

For example take the case of cash in hand, which is also a tangible asset. 

Counting of the cash is sufficient evidence of the correctness of cash balance in 

ledger. However, in case there are many funds, if they are not checked 

simultaneously, but are audited on different dates, the physical evidence may not 

give correct position, because the staff in charge of cash may so manage that the 

notes and coins may be used for counting more than one fund. In order to have 

reliable evidence, therefore, all the funds should be counted simultaneously at a 

particular location. 

 In changing stock, the present position of the auditor is that the auditor 

should take all the reasonable steps to verify the stock. He or his representative 

should be present in person while the clients’ staff is taking stock. He should 

check the computations and totals of the stock sheets. He should also test-check 

the counts by actual counting. In addition to these he should obtain a certificate 

from the client or his authorized officer on his behalf, about the stock at the date 

of the balance sheet. 

   

4.2 Confirmation through documentary Evidence 

This technique is used when ascertainment of the physical existence is either 

impossible or impracticable. In such a case, reference has to be made to such 

documentary evidences and certified inventories from responsible officials of the 
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client as will satisfy the auditor of the physical existence of the item appearing in 

the balance sheet. 

 A warehouse receipt is a good evidence of physical existence of goods. 

The auditor, in addition to checking the receipt, obtains a written confirmation 

from the warehouse. 

 In verifying cash at bank, the auditor compares cashbook with bank 

statement and scrutinizes bank reconciliation statement. He also obtains a 

certificate from the clients’ banker to satisfy himself about the existence of the 

cash. 

 The investments held by the company should be physically examined. If 

they are in the custody of a banker, a certificate to that effect should be obtained 

from the banker. The banker’s certificate should indicate whether they are held 

for safe custody or as security for any credit facility sanctioned in favour of the 

client. In the City Equitable Fire Insurance Limited (1924), it was held that: 

“Securities are place from time to time in the hands of bankers and 

stock brokers in the ordinary course of business and so long as the 

auditor, on reasonable grounds, rightly believes to be, with the 

exercise of his judgment, a trustworthy institution to give a certificate. 

 The auditor may not be able to inspect the documents of title or the assets 

belonging to the client in case they are in the position of some third party. In such 

as case, the auditor has to decide whether to request certificate from the respective 

parties or to ask those parties to produce documents for his inspection. The letters 

requesting for such certificates should be sent through the signatures of the client, 

but should be posted by the auditor himself. The replies to these letters should 

also be received by the auditor direct from respective parties. 

 Following are some of the important certificates, which an auditor should 

obtain in the course of his audit: - 



 10 

i) Certificates confirming the balances in a bank account or overdraft 

account from the bankers of the client. 

ii) Certificates confirming cash balances held by others on behalf of 

the client from the respective parties. 

iii) Certificates regarding title deeds or securities held for safe custody 

from the bankers of the client. 

iv) Certificate regarding mortgage from the parties concerned.   

 

5. CORRECT VALUATION 
The accuracy of not only balance sheet but also of profit and loss account 

depends upon the accuracy of valuation of assets and liabilities. Main object of 

valuation is that balance sheet should show a true and correct view of financial 

position of a company. 

 

5.1 Methods of Valuation 

Valuation means estimated price. The auditor checks the valuation of assets. But 

some times it is argued with reference to Kingston Cotton Mills case that auditor 

is not a valuer. The balance sheet is therefore not a valuation statement. It does 

not show realizable values of the various assets if they were offered for sale. The 

question then arises: “What is the auditor’s duty? And how are the assets valued”: 

to answer these questions we should say that the Kingston Cotton Mills case is 

now treated as bad law and it is the auditor’s duty to check the valuation assets by 

following the various method of valuation as given below: 

i) Market value or realizable value at which they may be sold in 

market. 

ii) Break-up or scrap value, being the amount at which it can be sold 

as scrap. 
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iii) Replacement value, being the amount which it can now be 

purchased in the market. 

iv) On a going concern basis. It is the cost at which fixed assets are 

valued because they are not held for re-sale but are used in 

business. 

 The auditor is may not have expertise of valuation in some cases. He relies 

on invoices to find out the price at which the assets were acquired or on the 

certification from experts like surveyors or valuers. He should, however, not 

entirely depend upon such certificates. He must also use his experience and skill. 

 

5.2 Factors Affecting the Basis of Valuation 

The following factors determine the basis of valuation: - 

i) The nature of business. 

ii) The object for which the assets are held. 

iii) The nature of assets (i.e., fixed or current). 

 

5.3 Valuation of Fixed Assets 

The valuation of fixed assets depends upon certain factors, which are 

peculiar to them. Fixed assets are not held for re-sale; they are held for use in 

business to earn profits. They are valued at what is known as ‘on a going concern’ 

basis, which means at cost less depreciation. 

This means that the law recognizes ‘cost less accumulated depreciation’ 

method. Some advocate replacement cost method but it is not recognized by law 

and presents so many presents so many problems that make it un-practicable. 

Others advocate revaluation of fixed assets at each balance sheet date. This 

method also involves many complexities, chiefly due to constant additions and 

deletions in fixed assets. 
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5.4 Valuation of Current Assets 

These assets are acquired for re-sale or produced for the purpose of sale or 

converting them into cash. Examples of current assets are; stock-in-trade, debtors, 

supplies, bills receivable, etc. For the purpose of valuation, they are valued at 

historical cost (the original cost) or market price whichever is less. This valuation 

is based on the usual loss, means anticipated loss is taken into account but not 

taking any profit into consideration unless it is realized. Current assets are never 

valued at more than their original cost. Minor fluctuations in market value are 

ignored. 

 

5.5 Valuation of Wasting Assets 

The examples of wasting assets are quarry or mine, which are exhausted in 

the process of working. Wasting assets are a kind of fixed assets which decrease 

valuation as it is difficult to determine how much of the material still remains to 

be extracted. Its estimate is made by the client and is checked by the auditor in the 

light of his experience and skill. Wasting assets are shown at cost less 

depreciation on the balance sheet.  

  

5.6 Valuation of Liabilities 

The valuation of liabilities is also important. Overstated understated 

Liabilities do not give true and correct financial position as shown by the balance 

sheet. The profit and loss account will also be incorrect and so will be the net 

profit.  

Their valuation is easy as they do not present any difficulty to an auditor, 

excepting creditors and bills payable. There, of course, may be a possibility of 

unrecorded liability. The sum of interest and the accrued interest expenses should 
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be scrutinized. This will satisfy the auditor that the amount of interest involved is 

correct. In this connection, confirmation from all the banks with which the client 

has dealings should be obtained. The banks should be requested to give not only 

confirmation of balances of all accounts, but also full information on the bills 

payable, endorsements and contingent liabilities. The search for unrecorded 

liabilities may also be done by reviewing cash payments in  the succeeding 

period. 

Another category of liabilities is the accruals i.e., payables, like accrued 

wages payable, accrued commission payable, accrued bonuses payable, accrued 

leave salaries payable etc. The auditor, who knows his clients’ business, should 

also know the various accruals and should find no difficulty in locating the 

unrecorded ones. 

Liabilities are recorded promptly as they occur only where internal control 

system is satisfactory. He should therefore, check the internal control system of 

the company. The next will be to check the entries of the current period and a few 

entries of the subsequent period of cashbook and journals (i.e., the books of 

original entry) credit notes, invoices and other relevant records and 

correspondence. This will afford additional evidence to satisfy himself that all the 

liabilities have been taken into account. He must also check the list or schedule of 

liabilities of the year under audit with that of the previous year. This will bring out 

to him the reasons for differences between the two.  

 

6.     OWNERSHIP 

The third technique in respect of establishing the ownership of assets and 

liabilities. The assets shown on the balance sheet should be the property of the 

client. In case of share certificates the auditor will verify them by physically 

examining. If they are in the custody of the bank he will obtain a certificate from 
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the bank whether they are in its safe custody or are held as a cover for loan or 

overdraft. In the same way, the auditor will call for a certificate from the banks 

showing the balances with the bank at the date of balance sheet. For asserts, the 

auditor will inspect the title deeds. Confirmation should be obtained from the 

creditors for establishing the liabilities. 

 

7. PROPER DISCLOSURE 

As you know that an auditor expresses his opinion on the financial 

statements and states that he has verified the items in the light of evidences 

available and to the best of his judgment.  

1. All assets, liabilities and shareholders’ equity should be stated 

clearly and described fairly. 

2. The informative disclosure in the financial statements must be 

adequate for users and must be fully self-explanatory through the 

headings, classification of items, descriptive information and 

footnotes. 

  

8.   CHARGE ON ASSETS 

Ownership of assets is usually of two types viz: 

 Absolute ownership the case in which owner has a clean title in 

respect of the asset. 

 An ownership suffering from a charge such as mortgage, pledge, 

Hypothecation etc. 

The auditor should ascertain in respect of assets, Whether or not a 

particular asset is suffering from any charge?  If the answer to above question in 

respect of any asset is ‘Yes’, the nature of the charge should be ascertained. 
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8.1 Nature of Charge  

The nature of charges established against the assets of the companies are 

discussed below: 

Fixed Charge - It is on definite property and the borrower cannot deal 

with this property without the consent of the holder of the charge. 

 Floating Charge - In case of a floating charge, the security is all  the 

assets or ‘undertaking’ of the company and includes any assets bought 

after the agreement with the bank. 

Mortgage – A mortgage is the transfer of an interest in specific 

immovable property for the purpose of securing the payments of money 

advanced in a shape of loan.  It is a deed showing that the money has been 

borrowed against immovable property as security; the borrower is known 

as the mortgagor and the lender as the mortgagee. Under the mortgage the 

legal ownership of the item mortgaged is conveyed to secure the debt, to 

the party granting an advance, subject to it reverting to the mortgagor on 

repayment of the advance.  Physical  possession of the items mortgaged 

may  remain with the mortgagee.  It given a right that is case of non-

payment of loan, the mortgagee can sell the property and realize his 

amount.  The mortgage is effective only on a written document which 

should be signed by the mortgagor and attested by at least two witnesses; 

and the document must be registered otherwise it will be ineffective. 

Pledge - It is bailment of goods as a security for payment of a debt or 

performance of a promise. A pledge is created when the goods are handed 

over by the borrower to the lender or on his behalf with the intention of 

being treated as security for the repayment of the advance.    It can be 

made of moveable property only. Lender can sell the pledged property in 

case of a default by giving reasonable notice to the borrower. 
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Hypothecation – It is a charge against property for an amount of debt 

where neither ownership nor possession is passed to the creditor. In 

hypothecation, the goods remain in the possession of the borrower and are 

equably charged to the lender under documents signed by the borrower.  

He, however, binds himself under the hypothecation agreement to give 

possession of the goods to the lender when called upon to do so.  After the 

possession is handed over to the lender, the charge is converted from 

hypothecation into pledge.    

 

8.2 Steps taken by an auditor to discover a charge on the assets: 

Following steps should be taken by the auditor to discover a charge on the assets: 

a. He should obtain a certificate from the management stating the 

assets which suffer a charge and also stating the assets which do 

not suffer any charge.  

b. Register of mortgages and charges maintained under section 125 of 

the Companies ordinance 1984 should be carefully examined. 

c. For all loans, overdrafts and cash credit etc., the auditor should 

obtain the following information and certificates directly from the 

banks or financial institutions:  

i. The amounts involved in case of loans or other facilities 

granted. 

ii. Nature of security granted for loan and other facilities. In 

case of its being a charge, its nature as to fix or floating 

charge, mortgage etc. 

d) The object of holding any securities by the financial institutions 

should be carefully looked into upon the confirmations received 

from the institutions holding the securities.  
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When the auditor is confident of the existence of any charge through the 

above steps, he should see that details of such charge are indicated in the balance 

sheet; he should also verify and confirm that the charge has been registered with 

the registrar of joint stock companies as required under provisions of the 

Companies Ordinance. 

8.3 EXAMPLE OF LETTER WRITTEN BY  THE AUDITOR(S) TO 
THE BANKS FOR A BANKER’S CERTIFICATE 

 
A.B AND CO. 

      Chartered Accountants 
 
 

March 31, 2004. 
Habib Bank Limited, 
Panorama Branch, 
Shahrah-e-Quaid-e-Azam, 
Lahore. 
                  
Dear Sirs, 

  

In accordance with the instructions which have been issued to you by the 

our client (XYZ Textile Mills Ltd.) requesting you to furnish us with any 

information required by us in connection with their accounts, we shall be glad if 

you will send to us a certificate setting out the following information in so far as it 

is applicable to the client, as at the close of Business on December 31, 2003: 

 Balance of all accounts including deposit accounts. 

1. Interest accrued and not included in the above balances. 

2. In respect of any accounts which have been closed during the year 

ended on the above date, the name of the account and date of its 

closure. 
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3. Details of loans, overdrafts and facilities granted stating whether 

secured or not, and if secured the nature of the security. 

4. Bills receivable discounted. 

5. Bills held for collection. 

6. Stocks, shares, title deeds or other securities held by you ; whether 

these securities were free from lien and, if not bearer securities, in 

shoes name they were registered. 

7. Guarantees given to you by the above client and you on behalf of 

the above client.  

8. Any rights of set-off which have been granted to you by the above 

client in respect of accounts of third parties. 

9. Any commitments under forward contracts for the purchase or sale 

of foreign exchange. 

 

Yours 

faithfully, 

A.B. & Co. 
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9.  PROPER AUTHORIZATION 
 
 Following should be examined to see that all transactions including those 

of assets and liabilities are properly authorized. 

 

i. Relevant clauses of the memorandum and articles of association. 

ii. Resolutions of the directors and shareholders. 

iii. Minutes of the meetings of board of directors for any transactions 

relating to the additions and/or detections from fixed assets, 

acquisition of the investments and their disposals etc. 

iv. Documentary evidence of the transaction for proper authorization 

and recording in the books of account.  

9.1 Self Assessment Questions-2 
 

(A) Write ‘correct’ or ‘wrong’ against the following statements: 

 

(i) Auditors should satisfy him about the existence of the 

assets and liabilities. 

(ii) Proper disclosure of all the assets and liabilities may not be 

verified. 

(iii) Actual inspection and documentary evidence are two 

means to verify the existence of assets. 

(iv) Confirmations may not be obtained for establishing the 

correctness of the creditors. 

(v) Fixed charge is on all the assets of the company. 
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(B)  Fill in blanks in the following: 

(i) All _______________and _____________ should be 

clearly stated. 

(ii) The assets shown on the balance sheet should be the 

property of the_________. 

(iii) Valuation of liabilities is also very ______________. 

(iv) Wasting assets are shown at cost less _______________ on 

the balance sheet. 

(v) ___________ assets are acquired for re-sale. 

(C) how should an auditor verify the correctness of the accounts 

receivable and payable at the date of the balance sheet? 

 

10. EVENTS OCCURRING AFTER THE BALANCE SHEET DATE 

The auditor’s report certifies that the balance sheet shows a true and 

correct view of the company’s state of affairs at a particular date. As such the 

amounts to be included in the balance sheet will not be affected by any events 

occurring afterwards, such as sales or new acquisitions. There are, however, 

certain events which occur subsequently and giving consideration to which may 

be of assistance in arriving at the appropriate amounts to be included in the 

balance sheet. This may be the case where assets have materially changed in 

valued since the balance sheet date, due to various factors and you, as, auditor, 

may feel difficulty in satisfying yourself as to the value to be given to an asset. 

The Institute of Chartered Accountants in England and Wales has given 

the following recommendations in their respect in its Recommendation No. 17: 
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  “Events which, at the time of preparing annual accounts, are known to 

have occurred after the balance sheet date, should not normally be taken into 

account in preparing accounts unless: 

(A) They assist in forming an opinion as to the amount properly 

attributable, in the conditions existing on the balance sheet date, to any 

item the amount of which was subject to uncertainty on that date, or, 

(B) They arise from legislation affecting items in the accounts, for 

example changes in taxation, or are required by law to be shown in the 

accounts, for example appropriation and proposed appropriation of 

profits.” 

 Taking an illustration, if a provision of doubtful debts existed for Rs. 

12,000 at the date of the balance sheet, and subsequent to that date, the payment 

of Rs. 8,000 included in above Rs. 12,000 considering it as doubtful is received, 

you as an auditor would naturally consider the provision of Rs. 4,000 only as 

sufficient. In such a case provision of Rs. 12,000 will be too excessive and you 

will approve Rs. 4,000 only for this purpose although the fact that Rs. 8,000 out 

of Rs. 12,000 was not doubtful came to your notice only after occurring of an 

event subsequent to the balance sheet date, viz. receipt of Rs. 8,000. 

 

10.1 Types of Events Requiring Auditor’s Attention.-  

There are three types of events occurring after the balance sheet date to which 

you, as an auditor, will have to pay special attention. They are: 

(i) Events which require adjustment in the financial statements to reflect 

the subsequent changes 

(ii) Events which do not require any adjustment in the financial 

statements; but should be disclosed as foot-notes. 
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(iii) Events which have neither any accounting implication nor any 

importance as to disclosed as a foot-note. 

These types of events are now discussed in detail;  

10.2 Events requiring Adjustment in the financial Statements. -  

The examples of these types of events are amount of bad debts recovered; 

initiation of bankruptcy against a customer with large amount of accounts bills 

receivable, payment of a large amount of ran unrecorded liability etc. 

Following are some practical illustrations of this type of events:  

(a) Debtors. - In the subsequent period, the examination of the accounts of 

debtors will reveal that certain debts have become uncollectible. Hence, it 

will be easy to determine correctly the provision of bad and doubtful 

debts.  

(b) Stock-in-Trade. - The subsequent period will show the amount realized 

from the sale of stock-in-trade. This will enable the auditor to value stock-

in-trade more accurately. Suppose a certain quantity of stock has been sold 

in subsequent period at a price less than the cost price. In such case, stocks 

will be valued at the sale price according to stock valuation method of cost 

or market whichever is lower. 

(c) Liabilities. - The exact amount of some liabilities is difficult to determine, 

subsequent events in such cases may enable the auditor to evaluate the 

liability more accurately. Moreover a contingent liability can also develop 

into an actual liability, in which case it should be provided for in the 

financial statements of the period to which they actually relate. A 

subsequent event may also show the overprovision or under 

provision/omission of a liability which can be taken at the correct amount.  

(d) Provision for Taxation. - The amount of tax payable is determined by the 

Annual Finance Act/Ordinance, which may come out after the close of the 
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accounting year of the company. The auditor should calculate the 

provision for taxation correctly when the Finance Act is declared. 

10.3     Events not requiring Adjustments in the Financial Statements. - 

The second category consists of the events which do not require any 

adjustments in the financial statements but have effect on future statements. 

They are of great interest to the readers. Examples of such events are issue of 

debentures of large amount with restrictive conditions; meager with another 

company; huge losses by fire, flood or other causality, Such class of events 

require disclosure which should be done by way of notes attached to financial 

statement. 

10.4  Events with no Accounting or disclosure Implication. -  

The third category of subsequent events is that which have no direct 

accounting implications. They do not require special attention of the readers. 

Usually their disclosure is not made. The auditor should, however, weight 

them carefully to decide whether they should be disclosed or not. The 

examples of this category are: changes in management, product changes. Loss 

of important customer, strikes, unionism and the like.  

10.5  Auditor’s Work in Respect of Events Occurring after the 

Balance Sheet Date.-  

You as an auditor, should search the information about your client under 

audit, investigate it and decide whether it needs any amendment in the 

financial statements, require disclosure as a note to these statements or are to 

be ignored. If you find the information of the first two types, try to take your 

client into confidence and explain the implication of the events on the 

accounts under audit. Normally the client would agree on amendment in the 

accounts or giving a note to them. In case, however, your client does not agree 
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to it, you can mention the point in your audit report and state the account 

about which you are not satisfied and in what respect.  

10.6 Self Assessment Questions-3 
 

Fill in the Blanks in the following: 
 
(a) 

(i) There are ____________ types of events occurring after the 

balance sheet date which____________ auditor’s attention. 

(ii) The amount of tax liability is determined by the 

______________. 

(iii) Auditor should _____________ his report if important 

events requiring____________ in the financial statements 

are not ___________ by the client. 

(iv) Events having neither any accounting implication nor any 

requirement as to the _____________ should be ignored. 

 

(b) Write  ‘correct’ or ‘wrong’ against the following: 
 

(i) There are ten types of events occurring after the balance 

sheet date which are to be considered by an auditor. 

(ii) There are events which require adjustment in the financial 

statements to reflect the subsequent changes.  

(iii) Event occurring after the balance sheet date may be helpful 

in ascertaining the correct amount of a liability. 

 

(a) What are the three types of events occurring after the balance sheet date 

which require an auditor’s attention? 
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(b) What should an auditor do after he has scrutinized the information 

revealed by an event which occurred after the balance sheet date and finds 

that it needs adjustment in the profit and loss account and balance sheet of 

the period under audit? 

11. SUMMARY OF THE UNIT 

 
 While vouching, the auditor establishes the bona fides and accuracy of the 

transactions. He then proceeds to the auditing of the balances of  ledger accounts, 

i.e. the work of verification. The auditor checks all the entries in the ledger, totals 

the two sides of a ledger account and computes the balance. He uses the following 

five techniques of verification: 

 

(i) Identifying physical existence.-  The auditor should obtain certificates 

from the third parities regarding cash, overdraft, title deeds of 

securities and mortgages etc. 

(ii) Correct valuation of assets and liabilities.-  The basis for the fixed 

assets is cost less depreciation and for current assets, and the cost or 

market price whichever is less for stocks. Liabilities do  not present 

any problems excepting creditors and bills payable. The unrecorded 

liabilities should be searched out. Confirmation should be obtained for 

the liabilities of significant amount.  

(iii) Establishing ownership of assets and liabilities. 

(iv) Proper disclosure of all assets and liabilities on the balance sheet. 

(v) Disclosure of charge on assets. Certificate from bank and management 

should be obtained. 

(vi) Register of mortgages should also be checked.- Proper authorisation 

for acquiring and disposal of assets.  
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The events which occur after the date of balance sheet but before the date of 

issue of the auditor’s  certificate are of the following types; 

(1) Events requiring adjustment of the financial statements,  

(2) Events which require no adjustments in the financial statements, but 

disclosure about which has to be made through a note to the financial 

statements. 

(3) Events which have no direct accounting implication, like changes in 

management etc.  

 

The auditor should be on the look out of such events. If he finds an event 

which is reliable and affects his report, he should take necessary action to get the 

financial statements adjusted.  
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12.        ANSWER TO SELF ASSESSMENT QUESTIONS 
 

SAQs----1 

(a)         (i)   Yes             (ii)     No. 

             (iii)   No.   (iv)  No. 

        (v)   Yes.  

(b)        (i)   asset                           (ii)   Valued 

(iii) Verification, Assets, Liabilities 

 

SAQs----2 

(a)       (i)   correct  (ii)   Wrong           (iii)    correct              

(iv)  wrong  (v)        wrong 

  

 (b) (i)   assets, liabilities. (ii)  client (iii)  important 

(iv) depreciation  (v) Current 

           ( c )  See section 6 

 

           SAQs----3 

(a) (i)  Three, require 

(ii) Annual Finance Act/Ordinance 

(iii)Qualify, adjustment, considered, or agreed to  

(iv) Disclosure 

 

(b)    (i) wrong  (ii)  correct         (iii) correct 

(c) See sub-paragraph headed types of Events Requiring Auditor’s  

Attention. In section 10.1 of the unit.  

(d) See last Para of section 10.1 of the unit.  
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INTRODUCTION 

 One of the most important duties of an auditor is the verification of 

various assets appearing on the balance sheet. Merely verification of the 

correctness of various items appearing on the balance sheet may not, however, be 

sufficient and you, as an auditor will have to verify the existence of the assets 

also; whether through actual inspection or otherwise. You will also have to verify 

that all the assets you examine are free from any charge upon them which is not 

properly recorded in the books of the company. The verification of assets also 

guards against the improper valuation of the assets, or the creation in the books of 

an asset, which does not exist or which in fact never has existed. Verification of 

assets will, therefore, include not only verification of the existence, but also of the 

values at which they appear in the books, as far as it is possible for you to satisfy 

yourself in this respect. 

 If an auditor is negligent in performance of his duties, he will not be able 

to detect misappropriation of assets, inflation of profits and falsification of the 

balance sheet. As a consequence, he may find himself liable for heavy damages in 

this respect. It is therefore very essential that he should perform his duty of 

verification most intelligently and efficiently to be able to detect any of the 

possible events described above. 

 

OBJECTIVES 

 The study of this unit will enable you to understand the detailed working 

procedures in respect of verification of various types of assets described in the 

above paragraph. Thus you will, after study of this unit, be able to: 
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 Satisfy yourself in respect of various types of assets as to whether 

there is adequate control over the custody and handling of various 

types of assets or not; 

 Ascertain the adequacy or otherwise of the control over the 

purchase, disposal and scrapping of the assets; 

 Know how various types of assets can be given a correct value for 

the balance sheet and accounts purposes; 

 Judge whether or not the assets, except those shown as such in the 

balance sheet, are free from any charges etc; 

 Verify whether or not there is full insurance cover on all important 

assets; 

 Learn other important matters in respect of verification of various 

types of assets. 

 

1. VERIFICATION OF FIXED ASSETS 

 

 Characteristics of Fixed Assets 

The essential characteristics of fixed assets are: 

i) They are acquired for use in the operation of the business. 

ii) Their usefulness extends over a number of years. 

iii) Their cost is not charged as an expense in the year of purchase, but 

is spread over the years of their expected use. 

iv) Depreciation is charged against the revenue of each accounting 

period as part of the cost of earning the revenue for that period. 

v) The amount at which fixed assets are stated in the balance sheet 

represents the residue of their original cost which has not yet been 
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charged against revenue but which will have to be charged in 

future. 

vi) Expenditure incurred in the purchase or improvement of fixed 

assets is called capital expenditure because it is not charged to 

revenue. However, expenditure incurred in the maintenance of 

fixed assets is revenue expenditure and should be written off as 

and when incurred.  

 

 Register of Fixed Assets 

All companies should maintain register of fixed assets and the detailed 

figures contained therein should be reconciled with the total figures stated in the 

balance sheet. This register should show the following information in regard to 

each asset: 

i) Full description of the asset, including any identification numbers 

or marks. It is preferable for all plant, furniture and similar 

identifiable items to carry a distinctive number to facilitate 

physical checking against the register. 

ii) Date of acquisition 

iii) Present location 

iv) Supplier’s name and address 

v) Depreciation provided for the purpose of accounts and, if possible, 

for tax purposes. 

Auditor should examine the system for verifying the accuracy of the fixed 

assets register and for keeping it up-to-date. In addition, it should be seen that 

total value of fixed assets is agreed with the main ledger. 
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 General Steps for Verification of Fixed Assets by the Auditor 

You should cover the following aspects in the course of your verification 

work on the fixed assets appearing in the balance sheet: 

i) Title to the Assets: - This can be verified through personal 

inspection of the assets by taking a physical inventory of all the 

assets shown on the fixed assets register. 

ii) Valuation of Assets: - The manner in which fixed assets are to be 

stated in the balance sheet is that their original cost less a 

deduction for the accumulated depreciation to date is shown so as 

to leave the net book value or the written down value. The 

verification of this net book value, therefore, consists of ensuring: 

a) That the figures have been correctly brought forward from 

the previous year. 

b) That additions and disposals during the year have been 

properly verified and correct eliminations have been made 

in respect of disposals and its accumulated depreciation. 

c) That the amounts written off during the year for 

depreciation are adequate. 

 

 Audit Programme for Verification of Fixed Assets 

Following is the specimen audit programme for verification of fixed 

assets: - 

General 

a) Prepare or obtain full details of all fixed assets as to cost, 

accumulated depreciation and written down value, and reconcile 

with the figures on the previous year’s balance sheet. 
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b) Verify all items of a material sum, and test check others, with 

completion statements, suppliers’ invoices, architects’ certificates, 

and costing or other records as to expenditure on works order etc. 

c) Test checks of any additions during the year with authorizations of 

investigating have any marked differences. 

d) Investigate the whole procedure with respect of any disposals of 

material sums, checking authorization for disposal and the 

reasonableness of any amounts received. 

e) Where branch acquisitions have been made, ascertain whether or 

not any profit or loss has been eliminated from the consolidated 

accounts of the company. 

f) Inspect the title deeds in respect of freehold and leasehold 

properties, or obtain bankers’ certificates with statement as to 

freedom from any lien or charge. 

g) Inspect as many fixed assets as deemed necessary and in 

consideration of their nature, especially any new capital projects, 

ensuring in the last case the correct allocation between buildings 

and plant and machinery. 

h) In respect of motor vehicles: 

i. Verify that the registration books are held. 

ii. If any vehicles held in the names of employees or others 

obtain certificate as to ownership by client. 

iii. Prepare reconciliation of vehicles at opening and closing 

dates. 
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Depreciation: 

 a) Obtain a list giving details of rates applied to the various classes of 

assets for permanent file. This list should be checked annually as to 

suitability of rates in view of prevailing circumstances. 

 b) Check that all such rates have been properly authorized. 

 c) Where any change in the basis of calculation of depreciation is 

made to investigate as to the reasonableness and also as to whether 

this will have to be specially disclosed in the accounts. 

 Verification of Land and Building 

The responsibilities of an auditor in this case are as follows: 

 

i) Freehold Property: -  

a) Examine the title deeds to satisfy that they appear to be in 

order. In case title deed has been deposited with a bank, 

obtain a certificate to this effect, requesting that any charge 

or lien thereon should also be notified. 

b) If a certain part of the freehold land has been leased out, 

examine the lease documents taking note of the terms of 

lease and amount receivable on various dates as ground 

rent. 

c) See that proper depreciation is being provided on building. 

Verify the figures of depreciation expense and accumulated 

depreciation also. 

d) See that all acquisition expenses for the purchases have 

been includes in the cost (capitalize).  
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ii) Leasehold Property: - 

a) The title deeds should be inspected and the counterpart of 

the lease examined noting details of the ground rent 

receivable. 

b) Lease may be acquired direct from the owner of the 

freehold or by assignment. You should examine the lease, 

and if so required, the assignment thereof, noting the terms 

and conditions of the lease, and its expiry date. Compliance 

by the client with terms of the lease such as the agreed rent 

on the date should be ascertained, for non-compliance may 

involve forfeiture. 

iii) Sub–Tenants: -  

If property has been sub-let, whether it be freehold or a leasehold 

property the agreement should be examined and note taken of the rent 

receivable due receipt of which should be checked. 

iv) Self-constructed Property: - 

Where cost accounting exists such accounts should be checked to 

see that the expenditure has been properly accounted for. In the absence of 

cost accounts you should check all the entries relating to costs and satisfy 

yourself that distinction between the capital and revenue has been 

maintained. 

 

 Verification of Plant and Machinery 

a) Vouch the original invoices from the suppliers. In case of new 

appointment as auditor by an existing company, whose accounts 

have been previously audited by some other auditor, check the 

opening balances from the last year’s audited accounts. 
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b) Inspect the machinery physically in case of a new audit and 

afterwards at intervals considered adequate by you as an auditor. 

c) See that the total of plant and machinery as per fixed assets register 

is in agreement with the figure appearing in the main ledger. Also 

see that this register is being kept up-to-date. 

d) See that the depreciation provided during the year has been 

correctly calculated and provided for in the accounts. 

e) Check the accounting entries with regard to the plant and 

machinery account and the depreciation account and discuss and 

clarify any queries that may have come to light. 

f) Cross-check the assets actually held with the taxation records and 

also with the records kept for insurance purchases. 

g) In case company’s own employees have been engaged on erection 

of machines, see that their wages have been properly charged to 

cost of the asset together with the value of any parts supplied. Also 

check the original documents such as time sheets and costing 

records, if any, maintained in respect of the capital project. 

h) In case machinery has been purchased under a hire-purchase 

agreement, inspect the hire-purchase agreement and see that 

treatment in respect of cost of asset and interest on hire purchase is 

correct. 

 

 Verification of Loose Tools 

Following steps should be taken by you to verify the loose tools: - 

a) Examine the original stock sheets in respect of physical stock taken 

at the balance sheet date. 
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b) Test-check a number of items to verify that loose tools are returned 

to stock after use if it is possible to re-use them. 

c) Note that any abnormal consumption of tools is comparable with 

such matters as increased production etc. 

 Verification of Furniture & Fixtures, Fitting & Office Equipment 

Following steps should be taken for verification of these items: - 

a) See that inventory records (e.g., fixed assets register) have been 

maintained properly and are reconciled with the total figures 

appearing in the general ledger. 

b) If possible, either physically check yourself or request the 

company to do this. Check the list of items physically checked 

with the items appearing in the records of these items. 

c) See that adequate depreciation is being provided and basis of its 

calculation and accounting is correct. 

d) Vouch all additions with the necessary support and see that proper 

accounting entries have been made. 

 Verification of Motor Vehicles 

Following steps may be taken to verify this item: - 

a) See that fixed assets register has been properly kept in respect of 

vehicles. 

b) Inspect registration books, noting particularly whether the vehicles 

are registered in the name of the client. 

c) Vouch the authorities for acquisition and sale. 

d) See that all taxes, insurance and other expenses are being paid 

regularly and charged to expenses. 

e) Verify the sufficiency and accuracy of the depreciation being 

provide on this asset. 
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f) See that entries in the books of account are being properly made in 

respect of acquisition and sale. 

See the vehicle log book, movement register and check the average 

consumption.  

1.10 Self Assessment Questions – 1    

a) Fill in blanks in the following sentences:  

i) Usefulness of ______ assets extends over a number of ___. 

ii) Register of ______ should be maintained by each company. 

iii) __________ to assets should be checked by the auditor. 

iv) _______ should be provided on all fixed assets except land. 

v) All ________ during the year should be vouched with the 

____________ documents. 

b) Comment as ‘right’ or ‘wrong’ to the following statements: 

i) There is no need for the auditor to verify the fixed assets. 

ii) Depreciation is charged on all current assets. 

iii) Rate of depreciation may be changed each year. 

iv) Fixed assets register should be maintained by all the 

companies. 

v) Registration books of the motor vehicles should be 

checked. 

vi) Intangible assets are those assets which have been booked 

fraudulently in the books of account and money shown as 

their cost has been misappropriated. 
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2. VERIFICATION OF INTANGIBLE ASSETS 

These are such assets as are not visible. They cannot be seen and touched; 

but they still have a value. The examples are good will, patents and trademarks. It 

is desirable that:  

(a) The intangible assets should be written off, whenever it is 

practicable to do so; in this way the capital of the business will be 

represented by tangible assets. 

(b) Any amount appearing in the balance sheet in respect of such 

assets should be reviewed from the point of view of presenting a 

true and correct view. 

(c) They should not be shown in the accounts unless actually 

purchased. Special points in respect of verification of some of the 

intangible assets are given below: 

2.1 Verification of Goodwill 

The points given above cover the verification of Goodwill. It should, in 

addition, be seen that it has been shown in the balance sheet at cost less written 

off amount, if any. 

2.2 Verification of Patents  

The cost of patent may either be the purchase consideration or cost of own 

innovation duly registered as a patent. It can either be charged off directly to the 

profit and loss account as and when incurred or may be capitalized and 

depreciated like other fixed assets. The auditor should see that:- 

(a) An up-to-date list of the patents has been maintained to verify this 

items.  

(b) Patents have been properly transferred by means of a registered 

assignment.  
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(c) Renewal of the patents, if any should be verified with the renewal 

certificates. 

(d) The amount has been shown in the balance sheet at amortized 

value.  

2.3 Verification of Copyrights, Trademarks and Designs 

The remarks given above in respect of goodwill and patents apply to these 

items also. 

2.4 Verification of Preliminary Expenses 

Intangible assets such as preliminary expenses should be written off a 

soon as possible for they are of no value to the business. Remarks given above 

apply to item also. 

 

2.5 Self Assessment Questions-II 

1. Describe your under standing about intangible Assets. 

2. When the auditor should see in case of verification of copyright and 

trademarks.  
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3. VERIFICATION OF INVESTMENTS 

3.1 Categories of Investments 

Investment made by the companies can usually be divided into following 

two categories: - 

a) Those held for long-term, for example investments in associated 

companies or those investments which are considered beneficial to 

the company’s own operations or investment of the surplus funds 

not required by the company itself in the near future. 

b) Those which represent a temporary investment of the surplus 

funds. 

3.2 Valuation of Investments 

Investments should normally be stated in the balance sheet at cost less and 

amount necessary to provide for any diminution in their value. When deciding 

whether such provision is necessary it may be noted that: 

a) If they are held for long-term, it will be necessary to make 

provision only where the diminution in value appears to be of a 

permanent nature. 

b) If they represent the temporary investment of surplus funds, they 

should be stated at the lower of cost or realizable value provision 

being made for any amount by which the market value at the 

balance sheet date falls below the original cost. 

3.3 Duties of Auditor regarding Investments 

The duties of the auditor in relation to investments are to verify the 

company’s title to them and their existence at the balance sheet date and to ensure 

that all income due in respect thereof has been provided in the accounts. In 

addition he has also to ensure that they have been shown in the balance sheet at 

proper value. If the auditor considers that the value at which the investments are 
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stated in the accounts is overstated by a material amount, he will normally need to 

quality his audit report. 

3.4 Internal Control on Investments 

You will have to find the answers to the following questions in order to 

judge the adequacy or otherwise of the internal control on the investments: 

A. Control of Investments: 

i) Are they held: 

a) as investments, 

b) on customers’ behalf? 

ii) Where are the investments held? 

iii) Are adequate records kept in respect of investments? 

iv) Are not less than two responsible officials required to have access 

at any one time? Name these officials. 

v) Who has control of keys or is otherwise empowered to have access 

to the investments? 

vi) Are requests in writing required before withdrawal of investments 

is permitted? 

vii) What procedure ensures that all withdrawals of investments are 

properly recorded? 

B. Verification of Investments: 

i) Are verifications, as to holdings, made regularly by staff? 

ii) What procedures are operated for verification? 

iii) Are investments verified in comparison with the investments 

records? 

iv) Are verifications made by persons other than those maintaining the 

investments records, or cash transactions? 
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C. Investment Income: 

i) Is a record maintained showing the dates on which income is 

receivable? 

ii) Are the receipts checked and marked with these records? 

iii) Is this checking carried out by a person independent of cash receipt 

duties and investment control? 

iv) By what means is it ensured that notification of right issue or 

bonus issue is received and acted upon? 

v) Do the records ensure that dividends are received when sales ex-

div or purchases cum-div take place? [for understanding the terms 

ex-div and cum-div, see Section 3.6 below] 

vi) If securities are sold cum-div and due to non-registration before 

books are closed the dividends are subsequently received what 

procedure operates to ensure that such dividends are forwarded to 

the holder? 

vii) What procedure is laid down about receiving income from bearer 

securities? 

 

3.5 Audit Programmes for Verification of Investments 

You should take following steps as an auditor to verify the investments 

and investment income: 

A. Investments 

i) Request for a list of present holding of investments, distinguishing 

between those quoted on the stock exchange and unquoted. 

ii) Reconcile the present book value of investments with that on the 

last balance sheet. 
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iii) Request the client to arrange for the market value of the quoted 

investments as at the balance sheet date. 

iv) Verify purchase and sale of investments during the year with 

documentary evidences, e.g., broker’s advices etc. 

v) Examine minute book of directors to satisfy yourself as to the 

proper authorization for purchase or sale. 

vi) Check list of market values with the stock exchange quotations 

where these are available. For unquoted investments, inspect the 

respective companies’ accounts. 

vii) Enquire into any material falls in the value since the balance sheet 

date. 

viii) If investments are lying with a third party (e.g., bank etc.), obtain 

certificate stating in whose name they are registered and whether 

they are free from any lien or charge.  

ix) Inspect the investments physically at the balance sheet date. 

 

B. Investment Income 

Take following steps to ensure that all income due is actually received: 

i) Where the interest rate is fixed, scrutinize to ensure that the 

amount due is received.  

ii) Verify a proportion of the investments with the income received, 

especially in respect of those purchased or sold during the period. 

This may be done in conjunction with the stock exchange lists or 

company accounts in respect of unquoted investments. 

iii) Obtain information as to bonus and rights issues during the year 

and verify the due receipt of bonus issue or action taken as to 

rights issue. 
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iv) Verify that adjustment of Zakat deducted from the dividends has 

been correctly made in the accounts. 

3.6 Ex-Div. and Cum-Div 

These are terms used in relation to purchase or sale of investments and 

mean to include or exclude the dividends as explained below: 

i) Ex – Div. - It is abbreviation of ‘ex-dividend’ and means that the 

price does not entitle the purchaser to the next dividend which is 

due for payment. 

ii) Cum – Div. - It is abbreviation of ‘cumulative dividend’ and 

means that the purchaser of the investment cum-div. will be 

entitled to receive the next dividend when due. 

 

3.7 Self Assessment Questions – 3    

a) Reply the following questions as ‘right’ or ‘wrong’: 

i) If the auditor disagrees with the value at which investments 

have been shown in the balance sheet, he should qualify his 

report. 

ii) Internal control over investments is not very essential. 

iii) Investment income should be properly accounted for. 

iv) Minute book of the directors should be seen in respect of 

proper authorization for purchase and sale of investments. 

v) Purchaser is not entitled to the dividend in case of 

investment purchased cum-div. 

b) Fill in the blanks in the following sentences: 

i) Inspect the investments ________ at the balance sheet date. 

ii) Investments lying with third parties should be confirmed 

through a ________________. 
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iii) Investment should be shown in the balance sheet at lower 

of __________ or _______________ value. 

iv) Auditor should verify the title, ______________ and 

_________ of the investments at the balance sheet date. 

v) Stock exchange ____________ should be obtained for 

quoted investments. 

 

4. VERIFICATION OF CURRENT ASSETS 

Current assets constitute the circulating capital of a company and as a 

result of the trading cycle, change their form from cash into stock, then into 

debtors and back to cash. Current assets include, in addition to cash; stocks, trade 

debtors, bills receivable, prepaid expenses, short-term loans and advances and 

investments (discussed in section 1 of this unit) where these represent the 

temporary employment of the surplus funds. Current assets less current liabilities 

are often referred to as ‘working capital’.  

 

4.1 Valuation of Current Assets 

The valuation of current assets for inclusion in accounts is governed by 

two fundamental accounting principles, viz: 

i) That profit should not be anticipated, but should be taken to credit 

only when it has actually been realized in the form of cash or trade 

debtors. 

ii) That provision should be made for all expected losses. 

From the above, it follows that current assets should not be valued above 

their original cost even if they have appreciated in value, as it will be amounting 

to taking credit for a profit which has not yet been realised or earned. Where, 

however, the value of current assets has fallen below their original cost, they 
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should be valued at their net realizable value in order to provide for the loss at the 

balance sheet date.     

4.2 Duties of Auditor Regarding Current Assets 

Auditor should verify the company’s title to the current assets at the 

balance sheet date and ensure that their value is properly stated in the accounts. 

His verification should include an examination of the company’s system of 

internal control over the existence and value of its current assets as a means of 

establishing the reliability of the company’s records. 

 

4.3 Verification of Debtors 

Following steps should be taken to verify the debtors: 

i) See that there is proper internal control in respect of credit sales 

and debtors. 

ii) Review and ascertain the period of the outstanding balances to 

ascertain any bad or doubtful debts. 

iii) See that bad debts are being properly written off and there is 

sufficient provision in respect of doubtful debts. 

iv) Discussion should be held with the client with regard to overdue 

amounts. 

v) Bad debts written off and payments made in respect of customers’ 

credit balances should be noted and it should be seen that these 

have been properly authorized. 

vi) Excessive discounts or unusual allowances should be noted and 

verified with correspondence or other evidence. It should be seen 

that any such items have been properly authorised by the 

appropriate responsible official. 
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vii) Transfers from one debtor to another must be specifically checked 

and verified. 

viii) Request the client to ask for the balance confirmation certificates 

from all debtors and creditors. Check the confirmations received 

with the balances in the company’s ledger and note any 

discrepancy. 

ix) Examine the client’s procedures for reviewing the ledger accounts 

for items outstanding longer than the normal credit period and for 

following up such debts. 

x) Refer to remittances received and other events occurring 

subsequent to the balance sheet date, to see whether overdue 

accounts have since been paid, or whether the non-payment 

indicates the existence of any bad debt. 

 

4.4 Verification of Security Deposits 

Deposits required for services such as telephone, electricity and gas need 

not normally be verified every year. The auditor should see that such deposits are 

shown in the balance sheet as such and are written off as expenses at the time of 

payment. 

 

4.5 Verification of Advance Payments & deferred Revenue Expenditure 

Where revenue expenditure incurred during the year is regarded as 

benefiting a subsequent period, it is carried forward as advance payment or 

deferred revenue expenditure to be written off in the benefiting periods. The 

auditor should ensure that the treatment of expenditure is fair, that it does not 

distort the results of the year shown by the profit and loss account and that the 

basis for carrying forward expenditure is followed consistently from year to year. 
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The clients should be recommended to write off the deferred revenue expenditure 

as soon as possible as it is not a tangible asset. 

4.6 Verification of Stocks 

This has been dealt with in Section 5 of this Unit independently and in 

detail. 

 

4.7 Verification of Loans 

Following steps should be taken to verify the loans advanced. 

(i) Study the agreement and note down the important clauses. 

(ii) Ascertain whether any security has been given. Verify the security 

and see whether it constitutes an adequate safegrard in value to 

cover the amount of loan. 

(iii) Authority for granting the loan should be inspected. See that it is 

proper. 

(iv) Check the receipt of interest and principal at the due dates. 

(v) In case of loan on mortgage, the mortgage deed should be 

inspected and important clauses noted. See that terms of the deed 

are being implemented in practice. 

(vi) For loans to staff, inspect the application for advance and see that 

it is approved by a competent authority. Also see that the terms of 

repayment in respect of deduction from salary are being adhered 

to. 

(vii) When loan has been given against the security of a life insurance 

policy, inspect the policy documents and verify that all the 

premiums due have been paid up to date. Also see that the policy 

has been duly assigned to the company and that its surrender value 

is sufficient to cover the amount of the loan. 
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4.8 Verification of Cash and Bank Balances 

(i) Petty Cash.___Petty cash should be physically checked at the 

balance sheet date. Care should be taken that all the balances are 

produced simultaneously in case more than one fund is being 

maintained. Any I.O.Us among the balance in hand must be 

approved by a responsible official and long outstanding I.O.Us 

should be specially checked. 

(ii) Bank Balance.___The balance shown in the ledger should be 

checked with the bank statements and bank reconciliation 

statements. Banks should be requested to certify all balances with 

them and specify the security for loans and also limits as to the 

overdrafts approved in the name of the company. 

 

4.9 Verification of Bills Receivable 

 Bills receivable should be inspected at the balance sheet date. 

Alternatively, a certificate should be obtained direct from the company’s bankers 

stating that they were held free from lien, either for collection or for safe custody, 

or for what other purpose they were held. Payment of the bills subsequent to the 

date of the balance sheet should be verified. Discussion should be made with the 

client to ascertain whether there is any bill doubtful of recovery and to make 

sufficient provision in such cases. If no loss on any discounted bill is likely, the 

total of the schedule of discounted bills should be noted on the accounts as a 

contingent liability. 

4.10 Self Assessment Questions – 4    

(a) Fill in blanks in the following sentences: 
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 (i) Provision should be made for all___________losses. 

 (ii) Credit for no_________should be taken unless it is actually 

 realized. 

 (iii) Current assets less current liabilities are often referred to 

 as_________capital. 

(iv) For verification of loans, the loan________should, be 

studied and  its important________noted down. 

 (v) Bank balances should be checked with bank________,bank 

 _________statements and the balances shown in the ledger. 

(b) (i) Comment on the following statements as ‘right’ or ‘wrong’: 

(ii) Current assets change their form from cash to debtors to 

stock and then to debtors and then back to cash. 

 (iii) Auditor should verify the client’s title to the current assets. 

 (iv) Receipt of interest and principal of the loan given should be 

 verified by the auditor. 

 (v) Petty cash may not be physically checked. 
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5.  VERIFICATION OF STOCKS 

5.1. Importance of Stocks Verification   

Verification of the physical existence and the valuation of stocks   and 

work in progress is of great importance because, unless it is accurate: 

__  the balance sheet will not give a true and correct view of the state 

of company’s affairs,                                                                                                                                   

 __   incorrect trading results will be shown,  

__  the profit and loss account will not give a true and correct view of the 

result of the company for the year.                                                                                

__ the profit may be deliberately manipulated, and  

__ slow-moving, old and obsolete stocks may accumulate. 

 

5.2 Auditor’s Duty in respect of Stocks:-  

The auditor’s approach to the verification of the existence and the value of 

stock is to ascertain the procedures which the directors have instituted and to 

consider whether the internal controls, designed to ensure that these procedure 

produce accurate results, are satisfactory. He must then make such tests as he 

considers necessary to ascertain whether the system is being properly carried out 

and whether the result can be relied upon. Wherever practicable or legally 

required these tests will include observation of the stock-taking also. 

 

5.3  Auditor and the Physical Stocktaking:-   

Although normally it is not part of the auditor’s duty to take stock, the 

application of auditing in depth (i.e. tracing a transaction through its various 

stages from origin to conclusion) has caused attention to be given to the physical 

aspect of stock control. The Institute of Chartered Accountants in England and 

Wales have in their Recommendation U.9 advocated that in examining the 
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effectiveness of the internal control of stock, the auditor should observe 

personally how the procedures involved are carried out on a test basis, Some 

important audit procedures given in this recommendation are:  

 

(i) Examine the client’s stock-taking instructions and discuss any 

weaknesses with the client.                                                      

(ii) Counts or recounts should be made of costly items checking these 

back from records. 

(iii) Notes should be taken of any slow-moving items or other 

important matters. 

(iv) Cut-off should be checked, especially with regard to any 

movements of stock near the balance sheet date. 

 

5.4  Cut-off procedures:- 

These are the arrangements made in order to ensure that at a particular 

point of time, e.g,. the end of the financial period, there will be agreement 

between the physical stock-in-trade and work-in-progress and the figures shown 

in the accounts, as obtained from the records of purchases, sales, debtors and 

creditors. Brieny   the relevant considerations are: 

(i) The linking of sales and stock records to ensure goods sold but not 

dispatched are excluded from stock. 

(ii) The linking of purchases and stock records to ensure that all 

invoices are included for stock held wherever situated.  

(iii) See that the movements of stock in or out are properly added or 

deducted as required, in case physical stock-taking is at a date 

other than the balance sheet date. 

(iv) That stocks held on others behalf are excluded from stock figures. 
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5.5. Auditing Procedures for Stocks.- 

Auditor should apply the following procedures in order to verify the 

stocks: 

 Generals: 

(i) Obtain a copy of any instructions to staff as to method of 

stock taking and examine as to their adequacy.  

(ii) Ensure that issue of stock sheets has been properly 

controlled where pre-numbered— test for complete 

sequence, nothing that all have been signed and counter-

signed.  

(iii) If final stock shares are supplied, request originals and test 

these enquiring into any relevant differences. 

(iv) If continuous stock records are maintained, test the stock 

sheets with the records nothing that the records are adjusted 

and that the cards have been marked as to the physical 

check amounts. Enquire into any material differences and 

examine authority for writing off the differents.  

(v) If the continuous stock records are used for the year-end 

figures, ensure that a physical check has been made at least 

once during the year and that the records have been marked 

accordingly. 

(vi) Enquire as to method for dealing with work-in-progress, 

ascertain whether physical inspection takes place. If not, 

check how the company verifies its existence. Test-check 

records of some of the larger items. 

 (vii) Check that stock in transit is received after the closing date.  
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(viii) Examine stock sheets to ensure that items other than stock 

are excluded, e.g., capital items and property of third 

parties etc. 

(ix) Ensure that the cut-off procedures are properly operated by 

testing  items of sales, sales-returns, purchases and 

purchases returns, to ensure that items are excluded or 

included as necessary.  

 Valuation: 

(x) Test prices shown at cost value with suppliers’ invoices or 

other evidence. Where net realizable value or replacement 

prices are less than the cost figures shown, ensure that 

stocks are of normal production requirements and that a 

profit may still be made on the finished products. 

(xi) Ascertain the method of valuation of any scrap or by-

products. 

(xii) The value of work-in-progress should be checked with the 

costing records: 

(a) noting that individual cost records are in agreement 

with control accounts, 

(b) comparing overhead rates with those used in the 

current period. 

(c) examining a number of items to ensure that with 

estimated future costs, a profit may still be made in 

view of the ultimate sale or contract price. 

(xiii) Ensure that any inter-company or inter-branch 

unrealized profit on stock or work-in-progress is 

eliminated. 
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(xiv) Where contracts are outstanding, ensure that any profit 

taken is calculated on a consistent basis and investigate the 

possibility of losses of retention moneys or penalties 

arising. 

(xv) Investigate slow-moving or obsolete stocks, ensure that the 

system will reveal these, and that the method of valuation is 

satisfactory and duly. 

(xvi) If standard or pre-determined costs are used ensure that. 

(a) the method of overhead recovery is satisfactory, 

(b) the standards applied are in accordance with current 

conditions, and 

(c) the variances arising are properly accounted for so 

far as stock is concerned. 

(xvii) Investigate overall stock position as compared with 

previous year, check with previous gross profit, and if 

possible, account for any material changes. Check ratio of 

stocks to cost of sales. 

(xviii) Obtain a stock certificate from the managing director of the 

company. 

 

5.6. Assessment of Internal Control in respect of Stocks:- 

You should try to find out answers to the following questions to enable 

yourself to assess the effectiveness and reliability of the internal control systems 

in respect of stocks: 

 A. General: 

(i) Has a list of all stocks and stores been received or prepared 

and duly certified by a responsible official? 
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(ii) Is stock efficiently handled as to storage and packing and 

properly safeguarded? 

(iii) Is a continuous or annual stock-taking maintained? 

(iv) Do all goods pass through stores or are some delivered 

direct to customers? 

B. Documentation: 

(i) Are goods only released on authorised requisitions? 

(ii) Who has authority to authorised these? 

(iii) Are any returns inwards records prepared when stores are 

returned? 

(iv) Are proper bin cards maintained in respect of all goods? 

(v) Are the warehouse records maintained in quantity and 

value? 

(vi) Are stock records maintained by: 

(a) storekeepers, 

(b) persons independent of those handling stores? 

(vii) From what sources are entries made in respect of: 

(a) receipts, 

(b) issues? 

(viii) Is any system of internal, check operated to ensure that 

only authorised transactions and documents are entered on 

stock records? 

(ix) Are control accounts maintained in respect of stocks, and 

are these compared and reconciled with the warehouse 

records? 

(x) Are the staff who prepare and check control accounts 

independent of those maintaining stock records? 
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(xi) Are all inter-branch sales clearly recorded for later 

identification on valuation? 

C. Work-in-Progress: 

(i) Is an efficient system of costing in operation? 

(ii) Are costing figures reconciled with financial accounts or is 

a fully integrated system of accounting in operation? 

(iii) If reconciliation are made how regularly is this done? 

(iv) Is it possible to trace the amount of expense involved on 

jobs at any given time such as direct and indirect costs? 

(v) By what method are overheads charged to jobs? 

(vi) Are overheads divided into fixed and variable? 

(vii) What system is operated to ensure that charges to works 

orders are properly allocated? 

(viii) If standard or pre-determined cost are used: 

(a) At what intervals are variances compiled? 

(b) How often are standards revised? 

(c) How often are variances written off? 

(d) Whose responsibility is it to deal with this? 

(ix) What records are compiled when materials and labour are 

transferred between jobs or between departments? 

(x) What system is applied to ensure the accuracy of work-in-

progress values and existence such as physical verification 

etc.? 

D. Scrap and By-Products: 

(i) What types of scrap and by-products arise? 

(ii) What control is exercised over these and what 

documentation arises? 
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E. Stock taking: 

(i) Is a responsible official in charge of stock-taking at each 

centre? List names and centres. 

(ii) Are detailed written instructions given to staff as to the 

method, recording, teams, marking off completed bins etc? 

(iii) Are stock checkers: 

(a) independent of those maintaining the stores, 

(b) never less than two working together? 

(iv) Are specially printed and numbered stock sheets issued and 

checked for continuity on return? 

(v) By what method are stock quantities entered. 

(a) By stock checkers, or 

(b) Previous to stock-taking, from condition or 

movement of stock? 

(vi) Is comment called for as to condition or movement of 

stock? 

(vii) By what method is work-in-progress counted: 

(a) As having reached a certain stage in production? 

(b) As a complete job less certain parts? 

(c) As an assembly of various parts? 

(viii) Are all stock sheets signed by those taking stock and 

countersigned by the official in charge? 

(ix) What system is in operation to ensure that purchases 

returns, sales returns, transfers between departments etc., 

are recorded in the correct accounting periods? 
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(x) What arrangements have been made to ensure that where 

liabilities for goods in transit are accepted, the goods are 

included in the stock figures? 

(xi) Are certificates obtained from third parties where goods are 

held by them, and how often are these obtained? 

(xii) (a) Are stock sheets compared with stock records? 

(b) Are the stock records adjusted to agree with 

physical stock-taking? 

(c) Are material differences investigated? 

(d) Whose responsibility is it to carry out this 

investigation? 

5.7. Stock Valuation: 

(i) Is stock valued on the basis of the lowest of: 

   (a) Cost,  

   (b) Net realizable value, 

   (c) Replacement price? 

(ii) If cost is the method of valuation, what is the method of 

calculating cost e.g., fifo life, or weighted average etc? 

(iii) Are any stocks consistently valued below cost?  

(iv) Are any stocks valued on an estimated basis below cost? If 

it is so, by whom is the estimate made and for what reason? 

(v) If profit is taken on uncompleted contract: 

(a) On what basis is this calculated? 

(b) Is such profit authenticated by a responsible 

official? 

(vi) Is provision made against unrealized profit on inter-

company sales made on a cost plus basis? 
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(vii) On what basis are by products, scrap and obsolete stocks 

valued and who is responsible for this? 

(viii) From what sources are prices on stock sheets obtained? Are 

these independently checked? 

 

6. CONTINGENT ASSETS 

Just like contingent liabilities, they also arise from transactions, the results 

of which are not yet known, and which may or may not result in the acquisition of 

an asset at some future date, e.g., an option to apply for shares in another 

company on favorable terms. Although it is customary to make a note of the 

contingent liabilities in the balance sheet of a concern, it is less common, 

probably for reasons or conservatism to find that similar disclosure has been made 

of the contingent assets. Disclosure contigent assets is also not required by the 

companies ordinance 1984. However, disclosure should be made of both 

contingent liabilities and contingent assets, as the omission of contingent assets 

may , in some circumstances, result in the balance sheet giving a materially 

misleading impression as to the prosperity or otherwise of the concern and thus 

may not give a true and correct view of the state of affairs of the concern. 

 Verification of the existence of contingent assets would involve the same 

steps to be applied by the auditor which have been explained in respect of 

verification of contingent liabilities, with special attention however, in respect of 

existence of any such assets instead of liabilities. 

 

Self Assessment Question-5 

(a) Fill in the blanks in the following sentences: 

(i) Wherever practicable or legally required, the auditor should 

observe_________also. 
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(ii) Notes should be taken of any________items. 

(iii) Obtain a stock certificate from the________of the 

company. 

(iv) Reliability of the _________control in respect of stocks in 

operation should also be verified by the auditor. 

(v) Steps involved in verification of contingent assets are 

almost same as are in respect of____________. 

(b) Comment on the following as ‘right’ or ‘wrong’: 

(i) Accurate verification of the physical existence of stock may 

reveal slow-moving, old and obsolete stocks. 

(ii) There is no need for an auditor to obtain a copy of the 

instructions given to staff as to the methods to be applied in 

stock-taking. 

(iii) Method of valuation of the scrap or by-products should be 

ascertained by the auditor. 

(iv) Contingent assets should also be shown as a note to the 

balance sheet so that it may give a true and correct view of 

the affairs of the company. 

 

7.  SUMMARY OF THE UNIT 

Fixed Assets. 

The auditor’s duties as regards the fixed assets appearing in the balance 

sheet may be summarized as follows: 

(i) To ensure that the system of internal control relating to the 

purchase, sale and custody of fixed assets is sound, and is carried 

out in practice thereby ensuring that assets are properly recorded in 

the books which form the basis for the preparation of the accounts. 
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(ii) To verify the expenditure on fixed assets which has been 

capitalized during the year and that it is of a capital nature.   

(iii) To verify that assets which have been disposed off, destroyed or 

lost have been eliminated from the fixed assets accounts. 

(iv) To ensure that fixed assets have been properly depreciated. 

(v) To verify that all fixed assets appearing in the balance sheet: 

 (a) exist at the balance sheet date; 

 (b) are the property of the company; 

 (c) are stated at proper value. 

Investments: 

The auditor’s duties in relation to investments may be summarized as 

follows: 

(i) To verify the purchases and sales of investments during the year. 

(ii) To verify that the company has received all the investment income 

and other benefits which it should have received during the year. 

(iii) To verify the company’s title to the investments included in its 

balance sheet 

(iv) To verify that the values at which the investments are shown in the 

balance sheet and any market values disclosed in the notes are 

fairly stated. 

(v) To verify that a proper system of internal control is in force and the 

extent of such verification should satisfy him as to its adequateness 

and proper carrying. 

7.3.  Stocks: 

In the accounts of most industrial and commercial undertakings, the figure 

of stocks and work-in-progress is one of the largest in relation to other assets and 

the amount at which it is computed for a carry forward from one accounting 
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period to the next has a marked effect on the results shown by the accounts. The 

proper computation of the amount so that the accounts will show a true and 

correct view of the company’s state if affairs at the balance sheet date and of its 

profit for the period then ended is the responsibility of the directors. In discharge 

of this responsibility the directors will have instituted procedures whereby: 

(a) The physical quantities owned by the company are ascertained. 

Assessed as to condition and recorded. This procedure may be 

carried out continuously (by means of a perpetual inventory) or 

periodically and requires careful organisation and internal control. 

(b) The quantities are valued on a basis or bases appropriate to the 

business. Normally the bases of valuation will be at the lower of 

cost and net realisable value. The process of valuation requires 

careful organisation and internal control and the exercise of 

commercial judgment. 

In the course of the auditor’s work in relation to the verification of the 

amount at which stock and work-in-progress is stated in the accounts he will 

usually have to: 

(i) Ascertain the company’s for determining the quantities owned 

assessing their condition, proving their existence and computing 

their value. 

(ii) Review the internal controls over the procedures and make 

appropriate recommendations for improvement when the controls 

are weak. 

(iii) Observe the stock-taking and operation of the out-off. 

(iv) Test the carrying out of the procedures both in relation to the 

information gained at the observation and against the quantity and 

cost records. 
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(v) Scrutinisc the final stock sheets and compare them with those of 

the last year for large and unusual items which merit special 

inquiry. 

(vi) Carry out such overall tests as may be practicable e.g., 

reconciliation of stocks with purchases and sales and physical 

storage capacity. 

(vii) Consider whether the basis or bases of valuation are appropriate to 

the business, will result in a true and correct view, and are properly 

stated in the accounts. 

(viii) Review and test all supporting evidence whenever the valuation 

has required the exercise of judgment by the company’s officials, 

e.g., in the estimation of net realisable value etc.  

(ix) Obtain a written statement outlining the method of ascertaining 

stock quantities and the bases of valuation in the form of a letter of 

representation from the company’s management. 

Other Current Assets: 

 It is important that the auditor should take particular care when verifying 

the existence of current assets. Cash is the asset that can most easily be 

misappropriated and the other current assets, by their nature, are usually 

converted into cash in the course of the trading cycle. It should also be 

appreciated that often misappropriations can be concealed without much 

difficulty, particularly by using other current assets to cover the shortage. The 

auditor must, therefore, satisfy himself, by such means as physical inspection, 

certificates from reliable third parties, and tests of the company’s records that the 

assets existed at the date of the balance sheet.  

The auditor must also verify that the value of the current assets at the 

balance sheet date is fairly stated. He should ensure that the company has proper 
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procedures for reviewing critically the realisable value of current assets and must 

satisfy himself that adequate provision has been made for any expected losses on 

realization. 

 

8     ANSWERS TO SELF-ASSESSMENT QUESTIONS 

SAQs-1: 

  (a) (i) fixed, years  (ii) fixed assets 

   (iii) Title   (iv) Depreciation 

    (v) additions, supporting   

   

(b) (i) wrong   (ii) wrong 

 (iii) wrong   (iv) right 

 (v) right   (vi) wrong 

 SAQs-2: 

(i) See relevant section 

(ii) See relevant section 

 SAQs-3: 

  (a) (i) right   (ii) wrong 

   (iii) right   (iv) right 

   (v) wrong  

  (b) (i) Physically  (ii) certificate 

   (iii) cost, realisable  (iv) existence, valuation 

   (v) quotations 

 SAQs-4: 

  (a) (i) expected  (ii) Profit 

   (iii) working  (iv) agreement, clauses 

   (v) statement, reconciliation 
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  (b) (i) right   (ii) wrong 

   (iii) right   (iv) right 

   (v) wrong 

 

 SAQs-5: 

  (a) (i) stock-taking  (ii) slow-moving 

   (iii) managing director (iv) internal 

   (v) contingent liabilities  

 

  (b) (i) right   (ii) wrong 

   (iii) right   (iv) right 
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INTRODUCTION 

  

You have already studied general aspects of verification in unit 5. In this unit you 

will learn how to verify the issue of shares, the amounts transferred to reserves and 

various types of liabilities. 

 Ordinary shareholders are the actual owners of the company while preference 

shareholders have preferences in other matters. Share may be issued at par, at discount or 

at premium and for consideration, which may be cash, or other than cash. 

 In addition to share capital there is unappropriated profit and certain reserves, 

which also become part of the shareholders equity. You will study in this unit how to 

verify all these. 

 Verification of various types of liabilities is also included in this unit. This will 

include long-term liabilities and current liabilities. Contingent liabilities and methods of 

their verification have been explained in this unit. 

 In brief, in this unit, you will study how to verify the capital and liabilities side of 

the balance sheet. 

 

OBJECTIVES 

The study of this unit will enable you to: 

(1) Verify the issue of various kinds of shares at par, premium of discount, 

and the amounts contributed by each. 

(2) Verify that all the legal formalities have been observed at the time of issue 

of each. 

(3) Verify the various reserves created for specific and general purposes.  
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(4) Check the long-term liabilities and their terms and conditions, necessary to 

be observed by the firm or company. 

(5) Verify the short-term liabilities to be paid within a year. 

(6) Explain how to discover and identify the liabilities, which have not been 

recorded. 
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1. VERIFICATION OF SHARE CAPITAL 

 

1.1 Objectives of Verification of the share Capital: -  

The objectives behind verification of the share capital by the auditor are: 

(i) To verify the amounts received against issue of shares with the supporting 

documents. 

(ii) To confirm that all the transactions were properly authorized.  

(iii) To check that all the transactions have been properly recorded in the books 

of account and subsidiary records. 

(iv) To see that all the legal formalities required in the matter have been 

fulfilled. 

1.2 Steps involved in Verification of Share Capital: -  

You, as an auditor, will adopt the following procedure in verification of the share capital. 

(i) Examine the authorized share capital with Memorandum and Articles of 

Association of the company and permission from the Controller of Capital 

Issues, if required. This permission is required by the public limited 

companies for issuing capital in excess of Rs. 50 lakh. When the 

authorized share capital has been altered during the year but no permission 

from the Controller is required, you must see the minutes of the meeting of 

shareholders in this aspect. 

(ii) Examine Articles of Association of the company to know the rights 

attached to each type of shares. 

(iii) Check directors’ minute book to see that all allotments have been 

authorized. 
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(iv) Check the application and allotment letters with application and allotment 

book. 

(v) Check the shares allotted and the amounts payable on application and 

allotment into share ledger. 

(vi) Check the amount received on application and allotment with bank 

statement cashbook, share ledger and application and allotment book. 

(vii) Where allotments have not been made and application money have been 

returned, vouch repayment of cash with the application and allotment 

book. 

(viii) Check that provision regarding the minimum subscription has been 

complied with. 

(ix) Check that the statutory provisions and those of articles of association 

relating to underwriting commission and brokerage have been complied 

with. 

(x) Vouch journal entries relating to shares and check postings.  

(xi) Check the balances of share ledger to see that its total agrees with the total 

amount of shares issued. 

(xii) Check the amount received on calls with receipt book, cashbooks, and 

bank statements. 

(xiii) Check the balances of shareholders cash accounts in share ledger and see 

that these agree with the balances shown as outstanding on application and 

allotment accounts. 

(xiv) Where commission has been paid you should check that the legal 

requirements have been complied with. 
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(xv) Where shares have been issued for cash, check that the return (i.e. 

statement) of allotment has been filed with the registrar, and the money 

has not been used before the issue of allotment letters. 

(xvi) Check that the amount shown on the balance sheet is correct. 

(xvii) Check that the balance sheet has been drawn in accordance with the 

disclosure requirements contained in the fourth schedule of the 

companies’ order in 1984 for listed companies and in the fifth schedule for 

not listed companies. 

1.3 Issue of Shares for Consideration other than Cash:  

If the nominal value of a share is Rs. 10 and it is issued at that price it will be said 

to have been issued at par for cash consideration. Shares may, however, be issued for 

considerations other than cash e.g. supply of fixed assets or stocks etc., or against 

services rendered to the company. There are following three categories of persons to 

whom such shares may be issued. 

(i) Vendors, Underwriters or Promoters: - The consideration of vendors may 

be the sale of a running business, of underwriters the under writing 

commission and that of promoters, the preliminary expenses already paid. 

In all these cases, you as an auditor should check the contract entered into 

between the company and the relevant party or parties. You should also 

check the minutes of the directors meeting and shareholders meeting and 

should see that the contract is properly stamped. You should vouch the 

journal entries and the shares allotted should be checked into the register 

of members. 

(ii) The Shareholders of the Company: - Which has been reconstructed, 

absorbed and amalgamated. The minute books of the shareholders and 
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directors should be checked to verify that the arrangements recorded 

therein have been implemented. 

(iii) The existing Shareholders as Bonus Shares: - The consideration in this 

case is the profit distribution. Instead of paying the dividends in cash, 

shares may be issued as bonus shares. This has been discussed in detail in 

1.4 below. 

1.4 Issue of Bonus Shares: -  

As an auditor, you should take the following steps while verifying the issue of 

bonus shares by your client company: 

(i) Confirm that there is a provision in the Articles of Association of the 

company in this respect because otherwise the company cannot issue 

bonus shares. 

(ii) Verify that the limit of the authorized capital has not been crossed by the 

issue of bonus shares. 

(iii) In case all the authorized capital has already been issued, verify that a 

resolution has been passed by the shareholders to increase the authorized 

share capital in order to issue the bonus shares. Also verify that the 

Memorandum and Articles of Association of the company have been duly 

amended in this respect and that consent of the Controller of Capital Issues 

has been obtained if so required. Also see that the prescribed forms have 

been filed in this respect with the Registrar of Joint Stack Companies. 

(iv) Under Companies Act, 1913, bonus shares can be issued only out of 

undistributed profits, reserves, premium on issue of bonus shares or capital 

redemption fund. See that provisions of law in this respect have been 

violated. 
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(v) Verify that there is sufficient disclosure of the bonus shares in the 

financial statements of the company. 

(vi) Vouch journal entries, check the register of members and shares allotted to 

various shareholders. 

1.5 Issue of Shares at Premium: -  

A company may issue its shares at a premium (i.e.. at a price higher than its face 

value). Various provisions of law in this respect are summarized below. 

(i) Premium on issue of shares should be shown separately in the balance 

sheet under the capital section. 

(ii) This premium cannot be distributed to the shareholders as it may amount 

to reduction in the amount of capital, which is not normally allowed as 

specific legal requirements have to be fulfilled for this purpose. 

(iii) The amount of premium cannot be credited to the profit and loss account 

because it is not a business profit. 

(iv) Balance in the share premium account can only be used for following 

purposes: 

 In paying up un-issued shares of the company to be issued to the 

members as fully paid bonus shares. 

 To write off preliminary expenses. 

 To write off the expenses of or the commission paid or discount 

allowed on, any issue of shares or debentures. 

 In providing for the premium payable on redemption of any 

redeemable preference shares or debentures. 

You should verify the issue of such shares just like issue of shares at par described in 

(1.2) and (1.3) above, particularly keeping in mind the above provisions of law. 
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1.6 Issue of Shares at Discount: -  

It means issue of shares at a price less than their face value. Various legal 

provisions in respect of issue of shares at a discount are summarized below: 

(i) The shares issued at discount must be of a class of shares already issued. 

(ii) The issue should be authorised by a resolution passed in a general meeting 

of the shareholders and sanctioned by the court. 

(iii) The maximum rate of discount should not exceed ten per cent of the face 

value of the shares. 

(iv) At least one year must have passed at the date of issue at discount since 

the date on which the company was allowed to commence / business. 

(v) Issue of share must be made within six months from the date on which the 

issue was sanctioned by the court of within such extended times as the 

court may allow. 

(vi) Every prospectus of the company must show the particulars of the 

discount or the amount of unwritten off discount at the date of the 

prospectus. 

(vii) Every balance sheet subsequently issued must show, as a separate item, 

the amount of discount not written off to date. 

Verification of issue of such shares will be made as already mentioned in (1.2) 

and (1.3) above in respect of issue of shares at par. Following specific points, relating to 

issue of shares at a discount are given below: 

 See that the provisions of law mentioned above have been duly           

complied with. 

 See that the shares issued at discount have been shown at their   

face value and not at the discounted value. 
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1.7 Forfeited Shares: -  

You should take the following steps to verify the forfeiture of shares: 

(i) Check the circumstances in which the forfeiture of shares was allowed by 

Articles of Association and see if the forfeiture was proper. 

(ii) Check whether the forfeiture was not illegal. It was held in Re. Hopkinson 

Vs. Mortmur Harley and Company (1917), that forfeiture of shares 

amounts to reduction of capital and hence forfeiture of shares except for 

non-payment of calls is illegal. 

(iii) Check that a director’s resolution for forfeiting the shares was passed. 

(iv) Check the entries in the books of account for the forfeiture of shares; and 

see that adjustments were made in the register of members. 

(v) In case forfeited shares have been re-issued, check that it was authorised 

by directors, resolution. 

(vi) Check that discount allowed on the re-issued did not exceed the amount 

received thereon from the defaulting shareholders. 

(vii) Check that profit on re-issued of forfeited shares has been transferred to 

capital reserve account. 

(viii) Any share premium received on such issue must remain to the credit of the 

share premium account. Verify that it is so. 

(ix) Confirm that return has been filed with the registrar of joint stock 

companies on reissue of the forfeited shares. 

1.8 Redeemable Preference Shares: -  

Such shares may be issued by a company if so authorised by its Articles, provided 

that: 
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(i) No such shares shall be redeemed except out of profits available for 

dividend, or out of the proceeds of a fresh issue of shares made for the 

purpose. 

(ii) At the date of redemption, shares must be fully paid. 

(iii) Where any such shares are redeemed otherwise then out of proceeds of a 

fresh issue a sum equal to the nominal amount of the shares redeemed 

shall be transferred to a reserve fund. Such reserve fund will be called the 

capital redemption reserve fund. The capital redemption reserve fund will 

be created out from profits, which would otherwise have been available 

for dividend. 

(iv) Any premium payable on redemption must have been provided, before the 

redemption, out of profits, or out of the company’s share premium 

account. 

(v) If so desired, the capital redemption reserve fund may be used for the 

purpose of paying up unissued shares of the company to be issued as fully 

paid bonus shares to the members. 

Keeping in view the points mentioned above the auditor will verify such        

shares in the manner described below: 

(a) Check the articles and prospectus or statement in lieu of 

prospectus, as to the terms and date of redemption. 

(b) Check the minutes of directors meeting for authorization of 

redemption. 

(c) Vouch entries in the book and cash payments to members. Verify 

the cancelled certificates. 
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(d) Check that register of members has been amended and a copy of 

amendments has been filed with the registrar of companies. 

(I) Re-organization of Share Capital: - Under section 92 of the 

companies (ordinance1984, a company may, if so authorised by its 

Articles, alter its Memorandum of Association so as to: 

a. Increase its authorised share capital; 

b. Consolidate or divide its existing share capital; and sub divide its 

shares into shares of smaller amount. 

Than it fixed in the memorandum its cancel shares which have not been agreed to 

be taken by any person on the date of passing of the resolution and diminish the amount 

of shares crystal of the shares to cancelled. 

a. Check the minutes of the shareholders meeting. 

b. Check court’s order sanctioning the scheme of reorganization. 

c. Vouch journal entries regarding re-organization. 

d. Check the cancelled share certificates and new shares issued and 

scrutinize the share register. 

1.9 Reduction of Share Capital: -  

If so authorised by the Articles of Association of the company, it may reduce its 

share capital by special resolution confirmed by the court in the following manner 

prescribed by section 96 of the Companies ordinance1984: 

(i) Extinguish or reduce the liability on any of its shares in respect of share 

capital not paid up; or 

(ii) Either with or without extinguishing or reducing liability on any of its 

shares, cancel any paid-up share capital which is lost or un-represented by 

available assets; or 
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(iii) Either with or without extinguishing or reducing liability on any of its 

shares pays off any paid-up share capital, which is in excess of the wants 

of the company? 

Steps to be taken by you, as an auditor, to verify the reduction of share capital are: 

(i) Check the Articles of Association and the special resolution of 

shareholders’ meeting. 

(ii) Examine courts’ order sanctioning the reduction of share capital. Verify 

that a copy of the same has been filed with the Register of Companies. 

(iii) Vouch journal entries regarding the reduction of capital. 

(iv) Check the cancelled share certificates and new shares issued and scrutinize 

the share register. 

(v) See that ‘And reduced’ has been indicated on the balance sheet. 

 

2 SHARE TRANSFER AUDIT 

As the accounts of the company are not affected by share transfers, it is not part of 

the normal audit procedure and, if to safeguard itself against losses arising through 

fraudulent transfers or otherwise, the company requests that such audit be carried out, the 

auditor may charge an additional fee for this. The programme for verification and audit of 

the share transfer will be on the following lines. 

(a)  Examine the articles for relevant clauses. 

(b)  Each transferor should have been notified of the lodgment, and it       

should be seen that no objections have been received. Where any calls due 

have not been paid, the transfer should be refused if the Articles so permit. 

(c) Check that the transfer is properly stamped, that the distinctive numbers (if 

any) of the shares are shown and that the consideration is stated. 
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(d) Note whether the consideration appears adequate. If not, enquiry should be 

made. 

(e) Check the particulars on the old certificates to the transfer deeds and see 

that the old certificates are cancelled. 

(f) Vouch transfer deeds with particulars in the transfer register. 

(g) Check transfer ledger positions to the share ledger. 

(h) See that work done by registration clerks is duly initialed. 

(i) Vouch receipt of transfer fees. 

(j) See that the directors’ minute is passed of the transfers. 

(k) Examine legal evidence where shares have been transferred through 

transmission by operation of law. 

For further details students may see section 76 to 81 of the company’s 

ordinance1984 which deeds with transfer of shares debentures. 

2.1       Self-Assessment Question – 1  

 (a) Reply in “correct” or “wrong” to the following: 

(i) One of the objectives for verification of the share capital is to 

check that all the transactions have been properly authorised and 

recorded. 

(ii) There is no need to study the Articles of Association of the 

company for verifying its share capital. 

(iii) Journal entries relating to shares should be vouched and their 

postings into various books of accounts checked. 

(iv) Balance sheet of the company should be drawn up according to 

provisions of Form F prescribed by the Companies Act, 1913. 
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(b) Fill in blanks in the following sentences: 

(i) Minutes books of ___________ and ____________ should be 

examined for authorization of issue of the bonus shares. 

(ii) A company may issue its shares at ________________ i.e., at a 

price higher than their face value. 

(iii) A company may issue its shares at ________________ i.e., at a 

price lower than their face value. 

(iv) Premium on issue of shares should be shown _____________ in 

the balance sheet under the ________________. 

 (c) What are the provisions of law relating to issue of shares at: 

(i) Premium. 

(ii) Discount. 

(d) What steps you would take to verify the issue of bonus shares? 

3 VERIFICATION OF RESERVES 

3.1 Definition of Reserve: -  

A reserve is an amount set aside out of fits or other surpluses which is not 

designed to meet any liability, contingency, commitment or diminution in the value of 

assets known to exist at the date of balance sheet. It is an appropriation of profit. In other 

words, the amount set aside is debited to profit and loss appropriate account. 

The use of the term, reserve, is loosely used. Its use should be restricted, so that it 

may not include any amount retained by way of any provision.  

3.2 Reserve contrasted from Provision: -  

A provision on the other hand, is an amount set aside to provide for depreciation, 

renewals or diminution in value or assets or to meet a liability, contingency or 
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commitment known to exist at the date of balance sheet but its amount cannot be 

determined with substantial accuracy. It is charged to profit and loss account. 

3.3 Audit of Reserves: -  

While auditing reserves, the auditor should perform the following works: 

(1) Check that reserves represent excess of assets over liabilities and share-

capital. 

(2) Check the opening balance with the balance given in the previous years’ 

audited balance and auditing working papers. 

(3) Check that additions to or deletion from the reserves have been authorised 

by the Articles of company and directors’ resolution. 

(4) Check whether all reserves required under tax laws have been properly 

created. 

(5) Scrutinize if there is any secret reserve i.e., if any amount appears to be 

excessive. A secret reserve should be eliminated. 

3.4 Self-Assessment Questions – 2  

(a) Fill in the blanks in the following sentences: 

(i) The term ________________ should be distinguished from the 

term provision. 

(ii) A reserve is charged to profit and _________________ Account. 

(iii) A provision is charged to profit and __________________.             

(iv) A secret reserve should be _________________________. 

 

(b) Write ‘correct’ or ‘wrong’ against the following sentences: 

(i) A reserve is set aside to provide for a known liability or expense. 

(ii) A provision is set aside to provide for a known liability or expense. 
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(iii) A reserve is debited to the profit and loss account. 

(iv) Reserve is debited to the profit and loss appropriation account. 

(v) Provision is debited to the profit and loss appropriation account. 

(vi) Provision is debited to the profit and loss account. 

 

4. VERIFICATION OF LIABILITIES 

4.1 Importance: -  

Verification of liabilities is very important as their under-statement will show 

better financial position while their over-statement will depict a bad financial position. In 

either case, the balance sheet will not show a true and correct view of the state of affairs 

of the company, which an auditor has to verify and certify. 

4.2 Objects of Verifying Liabilities: -  

Following are the objects of verifying the liabilities of the client company by an 

auditor: 

(1) To verify them with the supporting vouchers to identify the correctness of 

the liability. 

(2) To establish the existence of any unrecorded liability. 

4.3 Work Required in Verification of Liabilities: -  

You should verify the liabilities with documentary evidence. The verification of 

liabilities is much easier than their valuation. The receiving reports, invoices and voucher 

register, control account entries will also be checked by the auditor. 

Where internal control is satisfactory, your work as an auditor will be simplified. 

You will test check all the categories of transactions involved. Where, however, the 

internal control is not satisfactory, you will have to do detailed checking. 
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To identify the correctness of liability you should also obtain confirmation from 

creditors. The confirmation is essential. It will satisfy you that the balances have further 

been verified. The risk of unrecorded liability will also be minimized as the sellers are 

very prompt in replying to confirmation.  

4.4 Steps to Ascertain any Unrecorded Liability: -  

To establish the existence of any unrecorded liability the auditor implies 

following procedures: 

(i) Obtains confirmation from material creditors: creditors having immaterial 

accounts may be ignored if internal control is satisfactory. 

(ii) Reviews transactions during the beginning of the year subsequent to the 

audit year. In case any liability exists but it is not shown, it will be paid in 

subsequent year. This presumption is very important. The scrutiny of 

subsequent years’ payment will reveal such liabilities. 

(iii) The other procedure is to obtain confirmation from bank.  

(iv) Mortgages of assets should also be ascertained and shown on the Balance 

Sheet. 

(v) Review the minutes of directors’ meeting. 

(vi) Check interest account to detect if any bills payable have been omitted. 

(vii) Review sources of cash receipts. 

(viii) Review financing of property required. 

(ix) Obtain a certificate from the management that all the liabilities have been 

recorded. 

The unrecorded liabilities have effect on the assets and on net income, which is 

the most important figure. 
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5 VERIFICATION OF LONG TERM LIABILITIES 

Long-term liabilities are those liabilities, which are due for payment at least one 

year of the date of balance sheet. Examples of such liabilities are loans and debentures 

repayable in a period exceed-one year. 

5.1 Verification of Debentures: -  

A debenture is an acknowledgement of debt given under the seal of the company. 

It is a contract for repayment of the principal at a specified date, and payment of interest 

at a fixed rate per cent until the principal is fully repaid. It may or may not give charge on 

the assets of the company as a security for the loan. 

A company can issue debentures only if it has got express or implied powers to do 

so in its Articles and Memorandum of Association. 

The procedure for verification of debentures is similar to that of shares already 

explained in this unit. The auditor should however, take the following specific points into 

consideration while he is auditing debentures: 

(i) The Articles of Association give to the directors, powers to borrow money 

by issue of debentures. He should examine them. 

(ii) The auditor should also examine the Memorandum, which gives powers to 

the company to borrow. 

(iii) Examine that the terms and conditions given in the trust deed or in 

debenture are in accordance with the Articles of Association. 

(iv) Check that charge on the assets conferred by debentures has been entered 

in register of mortgages and filed with the registrar of joint-stock 

companies. 

(v) If the debentures have been issued at discount, they will appear in the 

books on face value. The discount will be debited to debenture discount 
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account, which is an asset account. See that the amount of discount is 

written off each year over the life of the debentures. 

(vi) In case debentures are issued at premium, see that premium on debenture 

account is credited with the amount of premium. 

(vii) When the debentures are issued for cash, the proceeds should be vouched. 

(viii) For issue of debentures for a consideration other than cash. The contract 

under which they were issued should be vouched. 

(ix) Even if the debentures have been issued as security for any loan, they 

should be shown on the balance sheet. Such debentures are called 

collateral security, which is automatically extinguished on repayment of 

the loan. 

(x) The amounts of interest paid or accrued on debentures should be checked. 

(xi) Examine the entries in the books and on balance sheet. 

(xii) Redemption of debentures should be vouched against the cancelled 

debentures, minutes of the directors’ meeting, and copy of the 

Memorandum of Associations issued by the registrar of Joint Stock 

Companies. It should be verified whether any debenture redemption fund 

has been maintained. If it is so, transfer of the balance remaining in it after 

redemption of debentures to general reserve should be checked. 

5.2 Verification of Loans: -  

For verification of loans, you should refer to the agreement and correspondence 

for obtaining loan. In case a loan is secured of bank overdraft, you must scrutinize the 

agreement with the bank. 

Loans may either be secured or unsecured. The audit procedure to be followed for 

verification of loans is given as under: 
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(i) Check the borrowing powers of the company as conferred by Articles and 

Memorandum of Association. 

(ii) Check the resolution of directors for obtaining the loan. 

(iii) Scrutinize the conditions of loan, i.e., rate of interest, repayment plan, etc. 

(iv) Examine the interest paid and payable.  

(v) Obtain confirmation of loan. 

(vi) Prepare the movements in the account during the year, starting with the 

balance at the beginning and ending with the closing balance. 

In case of secured loan, in addition to the above-mentioned steps, the auditor must 

scrutinize the following: (1) Nature and extent of security (2) The type of charge (3) The 

nature of charge: whether it is a pledge, hypothecation, mortgage, etc. 

5.3 Self-Assessment Questions – 3  

(a) Fill up the blanks in the following: 

 (i) Understatement of ________________ will show better financial 

position. 

(ii) Object of verifying liabilities is to _______________ the existence 

of any ________________ liability. 

(iii) The control ________________ entries should be checked by the 

auditor. 

(iv) Un-recorded _______________ have effect on the assets as well as 

on net ____________, which is the most important ____________. 

(v) Auditors should examine the ________________ to ascertain the 

company powers to borrow. 
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(b) Comment as ‘correct’ or ‘wrong’ to the following: 

(i) When the debentures are issued for cash, their proceeds should not 

be vouched. 

(ii) Object of verifying liabilities is to overlook the unrecorded 

liabilities. 

(iii) A certificate should be obtained from the management that all the 

liabilities have been recorded. 

(iv) A debenture is an acknowledgement of debt given under the seal of 

the company. 

(v) For issue of debentures for a consideration other than cash, entries 

should be vouched in the cashbook. 

 

6 VERIFICATION OF CURRENT LIABILITIES 

Current liabilities are those liabilities which are payable within a period of one 

year from the date of the balance sheet. In fact, most of the liabilities falling under this 

category are paid within a few days or months of the balance sheet date. 

 

6.1 Steps involved in Verification of Liabilities: -  

As a general rule, you should take the following steps in verification of liabilities. 

(i) Vouch the liability 

(ii) Confirmations from creditors having material accounts should be 

obtained. 

(iii) The balances of creditors in the subsidiary ledger should be tallied with 

the main ledger balance. 
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(iv) Scrutinize all invoices received after the close of the financial year to see 

if they belong to the year under audit. 

(v) In case amounts are due to subsidiary companies, you should see that the 

transactions are bona fide and the aggregate amount must be shown as a 

separate item on the balance sheet. 

(vi) You should obtain a certificate from a responsible officer, stating that all 

outstanding liabilities have been taken into accounts. 

(vii) Verify that liabilities are correctly stated in the balance sheet. 

(viii) Look into the internal control system in operation in respect of liabilities 

and confirm that proper approvals are being taken for creation as well as 

disbursement of liabilities. 

6.2 Verification of Bills Payable: -  

See that they are properly authorised, and trace the bills into cashbook for 

payment. Paid bills should be examined and also paid cheques. Any accrued interest 

payable should also be checked and a liability for it should be created, if not already 

done. Confirmation for the bills payable should also be obtained. Bills payable book 

should be checked into bills payable account. A charge created by any bill should be 

shown on balance sheet. 

6.3 Verification of Creditors: -  

Following steps should be taken by you as an auditor to verify creditors: 

(i) Obtain a schedule of creditors from the client and check it with purchases 

ledger. 

(ii) Check purchase ledger with the books of original entry (i.e., purchases 

journal, purchases returns journal, and discount and allowance journal), 

purchase invoices, credit notes, bills payable book and cashbook. This will 
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give you evidence about the liabilities which have not been previously 

paid. 

(iii) Obtain balance confirmations from the creditors, who will remind if any 

liability has been overlooked. 

(iv) Cut-off should be checked minutely and for this purpose advance planning 

is essential. 

6.4 Verification of Unclaimed dividends: -  

Following steps should be taken by you as an auditor: 

(i) Trace the transfer of unclaimed dividend to “Unclaimed Dividend” 

account. 

(ii) Check movement of this account with the opening and closing balances. 

(iii) Check breakdown of closing balance against the unclaimed dividend 

register. 

(iv) For remitting dividend to non-resident outside Pakistan, the approval of 

State Bank be checked. 

6.5 Verification of Unearned Income: -  

It is the amount of income, which has been received in cash but does not relate to 

the accounting year under audit. It is an income, which belongs to the succeeding period 

(i.e., income received in advance) such as subscriptions for magazines or newspapers and 

rent received in advance. 

You should examine vouchers, and segregate the earned income from the 

unearned income. The earned should be credited to profit and loss account and the 

unearned income should be credited to balance sheet as a current liability. 

6.6 Verification of Accrued Expenses: -  
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At the close of an accounting period, some of the expenses incurred during the 

accounting period remain payable. Examples of such expenses are telephone, electricity 

and gas expenses, wages and salaries, traveling expenses etc. Following steps should be 

taken to verify these expenses. 

(i) Obtain list of amounts due and payable and check this with the nominal 

ledger. 

(ii) Each account in the ledger should be scrutinised and any items not shown 

on the list, which should be brought into account, should be enquired into. 

(iii) Where necessary, invoices, statements, or other documentation should be 

examined as to amounts due and not settled. 

(iv) Invoices and payments received and made after date should be examined 

to ensure that all liabilities are brought into the correct period. 

(v) Compare list of outstanding liabilities with list on the previous year’s audit 

file, enquiring into any relevant differences. 

(vi) Examine the payments from the cashbook of the next year and see whether 

any payment relating to the year under audit have been made. If so, verify 

and ensure that provision for all such expenses has been made as accrued 

expenses in the accounts for the year under audit. 

6.7 Verification of Liability in respect of Income Tax: -  

As an auditor, the liability in respect of taxation should be a matter of importance 

to you. The amount set aside in respect of liability to tax can materially affect profits 

available for distribution; it is essential, therefore, that you should check the computation 

of the amount set aside for taxation purposes. For the assessment years the assessment of 

which has been completed by the tax authorities, the tax payable will be treated as a 

liability. For those years, however, the assessments of which has not yet been finalized, it 
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will be treated as a provision. Adjustment of advance payment of tax and tax deduced at 

source should also be verified as to the correctness, in respect of years the assessment of 

which has been finalized. 

6.8 Self-Assessment Question – 4  

(a) Comment on the following as ‘right’ or ‘wrong’: 

(i) Current liabilities are payable after the expiry of one year from the 

date of balance sheet. 

(ii) Long-term liabilities are payable within one year of the date of 

balance sheet. 

(iii) Confirmation should be obtained form creditors in respect of the 

balances outstanding against them. 

(iv) Total of the subsidiary ledger of the debtors and creditors should 

be tallied with the balance in the control account in the general 

ledger.  

(v) Provision for taxation need not be checked and verified by the 

auditor. 

(b) Fill in the blanks in the following sentences: 

(i) Approval from the State Bank of Pakistan should be checked in 

respect of remitting dividends______________ Pakistan. 

(ii) Accrued interest in respect of _______________payable should be 

checked. 

(iii) Internal control system in ___________in respect of liabilities 

should be studied. 

(iv) Accrued expenses form part of the ______________ liabilities. 

(v) Verify that the liabilities are correctly stated in the ____________. 
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7. VERIFICATION OF CONTINGENT LIABILITIES 

7.1 Distinction between Actual and Contingent Liabilities: -  

Contingent liabilities are those that may only become actual liabilities on the 

outcome of some future event. It is important to distinguish between a liability incurred, 

even though the amount cannot be determined with substantial accuracy, and a contingent 

liability. For example, where an action for damages has been brought against a company 

and the company admits liability but disputes the amount of damages claimed, then the 

company has a liability and, pending judgement, should make the best estimate possible 

as to the amount and take this up in its accounts. Where, however, the whole of the 

advice received by the company is that, it has no liability, then the matter remains 

contingent and no provision need be made. A disclosure by way of note of the general 

nature of contingent liabilities not provided for and where practicable the aggregate 

amount or estimated amount of those liabilities should be made. 

 

7.2 Steps for Verification: -  

Following steps should be taken to verify whether there exists any contingent 

liability: 

(i) Seek information concerning actual or contingent liabilities that have not 

been provided for from appropriate officials of the company. 

(ii) When information as to the above has been obtained, it must be decided 

whether full provision should be made in the accounts or whether they can 

be regarded as contingent liabilities in respect of which no loss is expected 

and which can, therefore, be dealt with by means of a note on the 

accounts. 
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(iii) When the company has litigation in progress or impending, you may 

consult with the company’s legal adviser, if possible, in forming your 

view. 

(iv) Where the amount of any liability or contingent liability was unknown or 

uncertain at the balance sheet date, reference should be made to any 

subsequent developments in order to determine the amount to be included 

in the accounts or notes. 

(v) Gets a letter of representation from the management clearly stating the 

amount and detail of the contingent liabilities, if any? 

7.3 Importance of Verifying Contingent Liabilities: -  

In John Fulton & Co., Ltd. (1932), the auditor was held liable in respect of the 

omission of any mention in his client company’s accounts of the guarantees (of which he 

knew) of as associate company’s bank overdrafts which the latter had little prospects 

themselves of being able to discharge. The courts will consider each case upon its own 

particular facts, but the case just mentioned does prove the importance, which an auditor 

has to give to the manner in which a particular contingent liability should be deal with. 

7.4 Legal Requirements: -  

(1) The second Schedule (Part 1) to the securities and Exchange Rules 1971 gives 

following requirements as to disclosure regarding the contingent liabilities etc., in its 

clause 12: 

“There shall be added a foot-note to the balance sheet, showing separately: 

(i) Claims against the company not acknowledged as debts; 

(ii) Uncalled liability on partly paid shares; 

(iii) Arrears of fixed cumulative dividends on preference shares together with 

the period for which the dividends are in arrears. If there is more than one 
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class of preference shares, the gross amount of dividends in arrears, on 

each such class, shall be stated separately; 

(iv) The aggregate amount of contracts for capital expenditure remaining to be 

executed and not provided for; and 

(v) Other sums for which the company is contingently liable. The aggregate 

amount of any guarantees given by the company on behalf of the directors 

(including managing director), managing agents, managers or other 

officers of the company or any of them separately or jointly with any other 

person will be stated separately, and, where practicable, the general nature 

and amount of each such contingent liability, if material, shall also be 

specified; 

(2) The International Accounting Standard 10 (issued by the Internal Accounting 

Standards Committee) which is also binding on the chartered accountants as well 

as cost and management accountants in Pakistan, gives following requirements as 

to disclosure in respect of contingent liabilities, e.g. The amount of a contingent 

loss should be accrued by a charge in the income statement if: 

(a) It is probable that future events will confirm that, after taking into account 

any related probable recovery, an asset has been impaired or a liability 

incurred at the balance sheet date, and  

(b) A reasonable estimate of the amount of the resulting loss can be made. 

The existence of a contingent loss should be disclosed in the financial statements 

if either of the conditions in a and b is not net unless the possibility of loss is remote. 

Contingent gains should not be accrued in financial statements. The existence of 

contingent gains should be disclosed if it is probable that the gain will be realized.” 
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8. COMMITMENTS FOR CAPITAL EXPENDITURE 

Clause 12 of Second Schedule to the Securities and Exchange Rules, 1971 in sub-

clause (iv), [see section 7 (d) above] gives requirement as to disclosure of the aggregate 

amount to contacts for capital expenditure remaining to be executed and not provided for. 

You as an auditor, should call for the detailed schedules, making up the figures 

stated in note regarding contracts for capital expenditure and verify these figures as 

follows: 

(a) Expenditure contracted for, but not provided in the accounts, should be 

verified with the copies of the orders placed or the purchase or building 

contracts as the case may be. 

(b) Expenditure authorized by the board of directors, but not contracted for 

upto the date of the balance sheet may also be verified for future reference 

with the board minutes, supported by the relevant capital expenditure 

proposals which were placed before the board at the time the authorization 

was given. 

8.1 Self Assessment Questions – 5  

(a) Fill in the blanks in the following sentences: 

(i) Contingent liabilities are those, which may become___________ 

liabilities as an outcome of some _______event. 

(ii) A disclosure of _________ liabilities should be made by way of a 

footnote. 

(iii) Consult the company’s _________ adviser, if possible, to have his 

view on any pending litigation. 

(iv) Verification of contingent liabilities is very important for 

an_________. 
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(b) Comment ‘right’ or ‘wrong’ on the following statements. 

(i) There is no need to show the contingent liabilities as a note to the 

balance sheet. 

(ii) The amount of contingent liabilities should be fully provided in the 

financial statements. 

(iii) Commitments for capital expenditure should be shown as a 

footnote to the balance sheet. 

(iv) The amount of Commitments for capital expenditure should be 

fully provided for in the financial statements. 

(c) Which law gives the disclosure requirements in Pakistan in respect of 

contingent liabilities and commitments for capital expenditure? 

9. SUMMARY OF THE UNIT 

The verification considerations are similar in relation to both share and loan 

capital and may be summarized as follows: 

(a) The auditor should ensure that the totals in the financial books are 

supported by the proper statutory records and documentation. 

(b) The auditor will make a test examination of the supporting statutory 

records and documentation in relation to transfers, issues and redemptions, 

the payment of dividends and interest in verification of the amounts of 

share and loan capital in issue at the balance sheet date. He will not 

usually carry out a full transfer audit unless specifically requested to do so; 

this detailed examination is outside the scope of normal audit. 

(c) The auditor must see that the disclosures required by the Companies 

ordinance 1984, in relation to the share and loan capital are made in the 

accounts presented to members and for this purpose he will need to refer 
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to the Memorandum and Articles of Association and the trust deeds 

constituting debentures or unsecured loans. 

(d) The auditor must note any special requirements or restrictions contained in 

the articles or trust deeds so that if they are not being observed, he can 

bring the matter to the attention of the directors. 

In relation to reserves, the auditor has to verify the transactions which give rise to 

movements during the year and inquire into the purpose and source of all reserves in 

order to make sure that the amounts at the year-end, together with the increases and 

decreases during the year, are properly classified and described in the accounts give a 

true and correct view of the state of the company’s affairs. 

The auditor’s task of ensuring that the company has included all its liabilities in 

the accounts is often a difficult one, for there is always the possibility that the company 

may have overlooked, or suppressed, some liabilities. It is important, therefore, for the 

auditor not only to review the company’s procedures, for bringing in outstanding items 

and to test the operation of those procedures, but also to scrutinize the expense accounts 

in the normal ledger and the purchase and cash payments records after the year-end in 

order to satisfy himself that no major items have been overlooked. He should also make 

specific inquiries of officials of the company as to the existence of actual or contingent 

liabilities, which may not have been provided for in the accounts, bringing to their 

attention examples of circumstances, which might be expected to give, rise to liabilities. 

It is desirable to obtain a letter of representation from the company stating timer alias that 

all known liabilities have been taken up in the books dealing specifically with contingent 

liabilities and commitments. 

As regards taxation, it is not a part of the auditor’s normal duties to prepare the 

taxation computation, though he may often be asked to do so by the client. It is his duty, 
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however, to ensure that an adequate provision for taxation has been made in the accounts, 

he audits. 

 

10. ANSWER TO SELF-ASSESSMENT QUESTIONS 

 

SAQs – 1  

 (a) (i) correct  (ii) wrong 

  (iii) correct  (iv) correct 

 (b)  (i) Directors, shareholders 

  (ii) Premium 

  (iii) discount 

  (iv) separately, capital 

 (c) (i) See section 1(e) of the Unit 

  (ii) See section 1 (f) of the Unit 

 (d)  see section 1 (d) of the Unit 

    

SAQs – 2  

 (a) (i) reserve  (ii) loss, appropriation 

  (iii) loss, account (iv) eliminated 

 

(b)  (i) wrong  (ii) correct 

  (iii) wrong  (iv) correct 

  (v) wrong  (vi) correct 
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SAQs – 3  

 (a) (i) liabilities  (ii) establish, unrecorded  

  (iii) account  (iv) liabilities, income, figure 

  (v) memorandum 

 

 (b) (i) wrong  (ii) wrong 

(iii) correct  (iv) correct 

 (v) wrong 

 

SAQs – 4  

 (a) (i) wrong  (ii) wrong 

  (iii) right  (iv) right 

  (v) wrong 

 (b) (i) outside  (ii) bills 

  (iii) operation  (iv) current 

  (v) balance sheet 

 

SAQs – 5  

 (a) (i) actual, future (ii) contingent 

  (iii) legal  (iv) auditor 

 (b) (i) wrong  (ii) wrong 

  (iii) right  (iv) wrong 

 (c) Securities and Exchange Rules, 1971. 
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INTRODUCTION 

 At the outset, it may be mentioned that profit and loss account has three sections: 

(1) Trading Account, (2) Profit and loss Account, and (3) Appropriation Account. In the 

case of a manufacturing concern, it has four sections: (1) Manufacturing Account,  

(2) Trading Account, (3) Profit and loss Account, and (4) Appropriation Account. 

 There is not much work of audit in verifying the profit and loss account, as the 

vouching and verification of various income and expenses and also of balance sheet items 

(i.e., assets and liabilities) have already been performed by you as explained in earlier 

units. In this unit, we will study the legal provisions, governing the profit and loss 

account.  We will, then see how various items of this account’ are verified. You as an 

Auditor are required to scrutinize all the significant items and investigate into any 

unusual items. You will raise queries on any point arising out. Further, you will check the 

correctness and reliability of gross profit and net profit by various methods. It is 

important to remember that the checking will require analytical approach. The legal 

requirements mentioned in this unit are not binding in preparation of profit and loss 

accounts of sole proprietorships, private limited companies and partnership but they 

represent the best practices. Hence they have been discussed. 

OBJECTIVES 

 The study of this unit will enable you to understand: 

1. Checking the various kinds of income. 

2. Comparing the incomes and the ratios with the figures and the various ratios of 

previous year to evaluate their reliability and correctness. 

3. Checking the various kinds of expenses. 
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4. Comparing the expenses and the various ratios of the current period with those of 

the previous year to establish their accuracy and reliability. 

5. Examining the adequacy of provisions and reserves. 

6. Examining chiefly the correctness and reliability of gross profit and net profit. 
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1. GENERAL 

1.1. Legal Requirements: 

The following laws govern the preparation of profit and loss account: 

1. Companies ordinance 1984, chiefly section 255(3) and 4th and 5th schedule 

of companies ordinance 1984. 

2. Income Tax Ordinance, 2001. 

 Of the above, the requirements of the Companies Ordinance 1984, have been 

discussed in the course ‘Principles of Accounting’. The same, together with the form and 

contents of the Profit and Loss Account and its component parts should be carefully 

studied by you as the same would be helpful in auditing also. 

Income tax Ordinance, 2001: Has effect on the accounts. The provisions relating to 

income and expense accounts should also be observed. 

1.2. Importance of profit and loss Account 

During recent years, profit and loss account has assumed greater importance than 

balance sheet. Not only management but also creditors and investors attach more 

importance to profit and loss account, as income stream is lifeblood for a company. 

Previously balance sheet was considered the most important document, profit and loss 

account was at secondary position. The shifting of the importance is significant and due 

to the following factors. 

Factors Contributing to its Importance: The following are the factors which have 

contributed to the importance of profit and loss account: 

(a) High rates of income taxes, which share the profits as shown by profit and loss 

account. 

(b) Government economic policies. 
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(c) Government purchases on large scale from business organisations. Its policy is to 

allow only a reasonable margin of profit to the suppliers. It appoints its auditors to 

check the profit and loss accounts. 

(d) Shareholders are interested in having fair returns by way of dividends. They are 

therefore, much interested in profit and loss account. 

In spite of what has been mentioned regarding the importance of profit and loss 

account, we find that organisation of audit work in terms of balance sheet topics is still 

being practiced by auditors. The main reason is audit custom and tradition established 

since early days. 

Present Position: Whatever has been said above does not mean that profit and loss 

items have been totally neglected by auditors. It simply means that they did not give so 

much importance to profit and loss items as they do to balance sheet items. It is claimed 

that income and expenditure accounts are verified in connection with the balance sheet 

items and there is so close relationship between balance sheet items and profit and loss 

items that balance sheet items cannot be checked independent of profit and loss items. 

Errors in one will automatically have effect on the other. It is clear to every student of 

double entry bookkeeping that the balancing figures of balance sheet and profit and loss 

account are always equal. 

1.3. Link between balance sheet items and profit and loss items 

It is clear that balance sheet items and profit and loss account items cannot be 

totally delinked from one another. In our study of balance sheet items in the previous 

units we have seen that many items of profit and loss account have already been verified. 

Examples of such items are: provision for bad debts; depreciation of various depreciable 

assets; interest income; interest expenses; wages; stock-in-trade; prepaid items; accrued 

expenses payable; gain or loss on sale of items, etc. 
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Items of profit and Loss Account Unrelated to Balance Sheet Items: There are other 

items of incomes and expenses which are not so directly connected with the balance sheet 

items. Such accounts are examined independently and completely, e.g., officers salaries 

miscellaneous incomes and expense accounts, professional fees, chartable contributions, 

etc. 

Errors: The following errors are not discovered or disclosed by examination of only the 

balance sheet items: 

(a) Charging of fixed assets acquisition to repairs and maintenance expenses and vice 

versa. 

(b) Failure to bill customers for goods shipped. 

(c) Failure to defer appropriate portions of profit and loss items. 

(d) Errors in classification. 

1.4. Procedures for auditing profit and loss account 

An Auditor takes a balance from ledger and the detailed entries from the books of 

original entry, and verifies them with the vouchers and their supporting documents. For 

each entry, he checks the documents to (a) Date, (b) Authorisation to judge the properity 

of the entry, (c) checks whether it wholly and exclusively pertains to the business, and (d) 

Checks whether it has been recorded according to the principles and the company’s 

accounting practices. As usual, he raises queries and places special importance on proper 

classification. 

Manipulation: The problem of manipulation and fraud were given due consideration in 

the previous units. In auditing profit and loss items, no such serious problem exists. If it 

exists at all, it is of minor nature. The reason is that the field has already been covered in 

the verification of assets and liabilities. The work of auditor in respect of profit and loss 

account is not much in discovering fraud. 
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Cut-off-Tests: Cut-off tests of various items which have not already been verified are 

now taken up in hand. Usually, cut-off tests of an asset or a liability is done 

simultaneously with the examination of the cut-off tests of an asset or a liability is done 

simultaneously with the examination of the cut-off of the relevant revenue and expense 

items as already explained in Section 4.1 (a) of Unit 4 and in Section 1 of Unit 7. 

1.5 Self Assessment Questions-1 

(i). Write whether the following are correct or incorrect; 

(a) Balance sheet items and profit and loss accounts items cannot be divorced 

from one another. 

(b) Loss on sale of investments and loss on sale of fixed assets should not be 

shown separately in profit and loss account. 

(c) It is not essential to give previous year’s figures. 

(d) The shifting of importance form balance sheet to profit and loss account 

during recent years is imaginary, not real. 

(e) Shareholders are much interested in profit and loss account because they 

are more concerned with dividends. 

(f) There are some items of profit and loss account which are examined 

independently of balance sheet items. 

(ii) State whether the following items of profit and loss account are linked or not with 

balance sheet items: 

(a) Internet income  (b)  Officers salaries 

(c) Provision for bad debts (d)  Depreciation 

(e) Interest expense  (f)  Miscellaneous income account 

(g) Charitable contributions (h)  Miscellaneous expense account 

(i) Accrued expenses payable 
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2. VERIFICATION OF INCOME ITEMS 

2.1.  Audit objectives in verification of revenues 

The following are the audit objectives in respect of revenue items appearing in 

profit and loss account: 

(i) To verify the accounts by supporting documents.  

(ii) Only the revenues for the period should be classed as revenues. The 

revenues for the period or periods other than those which pertain to the 

period under audit should be excluded. The realized income and deferred 

income should be distinguished.  

(iii) Classification of incomes should be appropriate and should be followed 

consistently.  

(iv) Clear distinction should be made between operating and non-operating 

incomes. Operating income relates to operations of business and occurs 

regularly . There is another category of income which is of insignificant 

amount but which occurs regularly. This should be shown separately. A 

third category of income is that which does not occur regularly but is of 

significant amount. This income should be classified as non-operating 

income.  

(v) Ascertainment that all the incomes have been recorded. The balance sheet 

examination has already established that all the earned revenues have been 

brought into account. 

2.2. Test-checking 

Auditor does not examine hundred percent of entries. He carries out test-checks 

only. He should take a few significant items and check them from the beginning to the 

posting to the ledger. This will enable him to evaluate the internal control at various 
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stages. A few tests may satisfy him about the sound internal control.  In case, the internal 

control is found weak, more detailed work will have to be done by the auditor.  

(a)  Internal Control: The main source of income of a business concern is derived 

from sales of commodities or services. The sales may be on cash or credit basis. You as 

Auditor, before examining sales and other items of revenue, will examine and evaluate 

internal control over sales. Your approach to test the revenue items will be the same as 

was in the case of audit of balance sheet items you examined be evidences for the entries 

in the books of accounts. 

(b) Internal Control over Sales (a resume): It was mentioned in Unit No.3, that 

for cash sales, the “cash register” is a good device of internal control, in the absence of 

cash register, administrative controls were considered essential. Moreover, the cash 

receipts (or cash memos) should be pre-numbered. The cash received should be given to 

the cashier who should deposit the amount intact in bank and record the entries in cash 

book. Bank reconciliation statement is also a device of internal control. Further, it was 

shown in the unit that cash collection by salesmen requires strict administrative control 

and segregation of duties; there is danger of collusion of salesmen with the cashier which 

should be watched vigilantly by you. As regard Cheques received from the debtors, it was 

mentioned that dak should be opened in the presence of a responsible officer; the 

Cheques should be crossed and a list of the Cheques should be prepared every day. 

 Earlier, you have also learnt about internal control over credit sales you studied in 

this connection how control was exercised over: 

(a) Sales order department. 

(b) Credit department. 

(c) Shipping department. 

(d) Billing department. 
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(e) Accounts department. 

You also studied that the forms used in every department should be pre-numbered 

and there should be segregation of duties, of staff. The cut-off procedure was given due 

importance. Proper authorisation was also considered as very essential, especially proper 

authorisation in case of credit sanction, invoices and shipping documents. The forms used 

should be pre-numbered. You as auditor should also examine the internal reports and 

internal auditing and the evaluation of their effectiveness. 

You should see that the internal control over retail sales is sound.  

In cases of other sales and revenues, you should examine and evaluate internal 

control. 

In respect of sales returns and allowances, your studied that these should be 

properly authorised. It is here that fraud and misappropriations are committed; money 

received from the debtors is misappropriated and allowances and discounts of an equal 

amount are credited to the debtors’ account. You should also see that discount voucher 

are not re-usable. Further, correspondence about allowances and discount should be 

checked. 

Studying the audit of sales, you learnt that you have to verify selected transactions 

with (i) Orders received (ii) Credit approval (iii) Invoices and (iv) Shipping documents. 

Invoices should be checked against price-lists and calculations verified. The sales journal 

entries totals should be checked against ledger entries. 

Sales cut-off has already been studied in vouching cash and receivables. 

At this stages, i.e., in verification of items of profit and loss account, this exercise 

will not be repeated. 

 

 



 12

2.3. Overall scrutiny of sales 

The main work is scrutiny of sales that you as auditor do at this stage. 

 You will compare the figures of sales returns and allowances with the figures of 

the previous period, excessive returns and allowances on sales indicate: 

(a) Shipments have been made without customers orders. This shows that 

either procedure are not followed or there is a lack of procedure. 

(b) The items sold ins merchandise or manufactured goods, are substandard or 

defective. 

(c) A mis-statement of inventory, sales or/and debtors. 

(d) A weakness in the system of internal control. 

A review of sales and returns subsequent to the balance sheet date is essential as it 

may reveal irregularities. You should match sales invoices and dispatch documents for 

several days before and after the close of the year. Such examination may uncover 

fictitious sales at the close of the year. 

Careful analysis and comparison of sales is also essential. You should compare 

the following: 

(i) Sales with the budgeted sales. 

(ii) Sales with the sales of corresponding period of the previous year. 

Generally month-wise comparison is useful.  

(iii) Sales with the cost data (giving margin of profit) compared with the 

figures of the previous periods (month-wise as well as total figures). 

(iv) Classification of sales by:   

(a) Kinds of items sold 

(b) Departments 

(c) Territories  
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(d) Salesmen 

Again you should compare the figures of the previous periods with these of the 

Current period. 

The variances arising from the comparisons mentioned above, are very useful. 

You should try to identify the causes of these variances. You should also discuss the 

matters with responsible officers of the company. 

Thus you will establish the accuracy and reliability of sales, avoiding window-

dressing by increasing or decreasing of sales. Further checks resorted to by you are (1) 

checking of the cost of sales, and (2) gross profit percentages as described in unit 17 of 

“Accountancy B. A. level”. 

2.4. Dispatch of goods on consignment basis 

It is your duty to examine all consignment contracts, reports from consignees and 

related dispatch documents. Unsold portions consignments should be valued at cost plus 

the proportionate relevant expenses. In case the goods were sent to consignees at the 

prices higher than cost price, the higher prices should not be recorded in the books. The 

goods on consignment should be recorded at cost price and should not be shown as sales. 

Only goods sold must be shown as sales and the goods unsold should be valued at cost 

plus the relevant proportionate expenses. Moreover, provision should be made of any 

probable loss. 

Confirmation from consignees should be obtained. 

2.5. Hire-purchase and Instalment sales incomes 

While vouching the amounts received under hire-purchase agreements, it was 

studied that the amount of each Instalment received was segregated  into repayment of 

capital and interest. The interest was credited to interest income account. Now, while 
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verifying these accounts, arrear amounts which pertain to the period under review, should 

be brought into account, if not done already. 

2.6. Interest received on loan amount of commission earned, royalty and rent 

 These have already been vouched as cash receipts. At this stage you are verifying 

them as items of profit and loss account. You will trace then against ledger accounts. The 

amounts for the period under audit will be examined by you very carefully. The amounts 

for the period under audit will be examined by you very carefully. The figures for current 

year will be compared with those of the previous year any variance will be investigated. 

In this way you will satisfy yourself about the accuracy and reliability of the figures. 

2.7. Goods sent on sales or returns basis 

You should obtain a list of such items as have been sent on approval to the 

customers. They are not to be treated as sales, unless approval from the customers have 

been obtained. 

 Such goods should be shown at cost on the balance sheet. 

2.8. Sale of fixed assets 

You have already vouched the entry and seen the minutes of meetings of the 

directors, authorizing the sales. You will now verify that the entries have been recorded 

in the ledger account and plant register. The depreciation account should also be checked 

to see that the depreciation on the sold machinery no longer exists in the books. 

2.9 Self Assessment Questions-2 

(i) Write against each of the following sentence ‘correct’ or ‘incorrect’: 

(a) Deferred income of this year may be the realized income of the 

succeeding year. 

(b) Goods sent on sales or returns basis should be shown at sales 

prices. 
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(c) Provision should be made of any probable loss on consignment 

out. 

(d) The verification of items of balance sheet establishes that all the 

earned incomes have been brought into account. 

(e) Auditor’s approach to test the revenue items is not the same as was 

in the case of audit of balance sheet items. 

(f) Efficient internal control over retail sales is not difficult to 

establish. 

(ii) Fill in the blanks in the following sentences: 

(a) Realized income and______________ income should be 

distinguished. 

(b) Classification of incomes should be appropriate and should be 

followed____________. 

(c) In test-checking, the auditor should take a few____________ items 

and check them from____________ to the posting to the 

_____________. 

(d) In case, internal control is found weak, more____________ weak 

will be done by auditor. 

(e) Cash register is a good device of_______________. 

 

 

 

 

 



 16

3. VERIFICATION OF EXPENSES 

3.1. Introduction  

Having studied the verification of the various kinds of income, which were few in 

number, we now take up the study of costs and expenses. The items are large in number. 

They have been marshaled and recorded in the trading account. Which of them have 

already been dealt with in unit 4 Section 3.1 in this section we will give revise of what 

you learnt earlier. 

(a) Internal Control on Expenses: In the first instance, you have to examine internal 

control over costs and expenses. If in your opinion internal control is strict and efficient, 

your work is simplified and you will test-checked a few transactions. 

(b) Cost of Goods Sold: The most important item is materials because the amount 

involved in it is significant. The cost of goods sold figure has great importance. It is 

calculated as under. 

Suppose inventory at the beginning was, Rs. 10,000, purchases during the period 

amounted to Rs. 53,000. The cost of the materials at the end of the period was Rs.13,000. 

The cost of goods sold is arrived at as follows: 

 

Sr. No. Items Rs. 

1 

2 

3 

4 

Stock at the beginning. 

Add purchases 

Goods available for sales 

Less stock at the end   

10,000 

53,000 

63,000 

13,000 

Total Cost of goods sold 50,000  
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  Auditing of cost of goods sold requires examination of: 

(a) stock at the beginning,  

(b) purchases during the period, and 

(c) stock at the end. 

Stock  at the beginning will be checked from the last audited balance sheet into 

the Journal recording opening entries. 

3.2. Resume of Internal Control over Purchases 

You have studied internal control over purchases in unit No.2. The purchase 

requisition should be signed by an authorised official. Tenders and quotations were called 

by the purchasing department and purchase order in economical quality was placed. The 

goods were received in receiving department, where the goods were counted, weighed 

and quality was examined. The goods were compared with the purchase order. 

 Purchase order, receiving report and invoices were linked together and recorded 

in the books of accounts. They were made when an authorised officer authorised 

payment. 

3.3. Resume of vouching purchases 

The various steps required in vouching that we studied were: 

(a) Checking the entries in purchases day book (this is the name of purchases 

Journal which is the book of original entry for purchases). 

(b) Checking purchases invoices. 

(c) Checking the procedure of purchases. 

(d) Checking proper authorisation for purchases. 

You also studied the work of receiving section and accounting department. You 

also studied the vouching of purchases returns book (unit 3). In this connection, you 

vouched the credit notes received, gate keepers book, purchases returns book and 
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statement of account from the suppliers. You also evaluated the internal control over 

purchases and its returns.  

3.4. Wages 

The amount involved is significant. The auditor has already vouched. (1) Internal 

control over wages and (2) Payment of wages (unit No.2): - 

(a) Resume of Internal Control over Wages: In unit No. 3, you studied that 

majority of workers are other time-workers or piece-rate workers. Proper time recording 

certified by a responsible officer, strict supervision, surprise check of attendance and 

internal audit were studied. Division of work in the preparation of wages sheet was 

studied. It was learnt that the division of work was efficient method of internal control. 

(b) Resume of Vouching: Vouching involves the checking of calculations of wages, 

time-records, receipts of payments, unpaid amounts, the various deductions, 

authorisation, cash book and the allocation of wages to the various departments, etc.    

(c) Verification of Wages: You check that outstanding wages have been taken into 

account as year-end adjustment. You also check the wages into ledger. You compare the 

wages month by month with the wages of previous years corresponding months. Any 

unusual figure as well as the variances are investigated into. 

3.5. Verification of salaries 

These have been vouched (unit No.3). The amount involved is not as significant 

as wages. You however, should verify it into ledger and see that leave-pay and other 

fringe benefits are not overlooked and outstanding salaries have been adjusted at the year 

end. 

3.6. Verification of depreciation 

Fixed assets decline in their utility with the passage of time. Whatever may be the 

causes (wear and tear, obsolescence, etc.), of depreciation, a portion of the cost of fixed 
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asset should be debited to profit and loss account. This periodic cost allocation which is 

called charging of depreciation is essential to arrive at (1) Correct valuation of the 

depreciable assets and reasonability of depreciation charges, and (2) Correct profit. 

 The verification of assets has already been performed by you. You have also 

checked the disposal of and addition to assets. 

At this stage you check the reasonability of depreciation charges which should be 

consistently followed year after year. The rates should be reasonable and based on expert 

advice and proper data. The calculations should also be checked. 

3.7. Verification of other Expenses 

They have been vouched and they have been verified as explained in unit 3. 

Overall View of Profit and Loss Account: You have now verified all the revenue and 

expensed items. You will now turn to examine and evaluate the profit and loss account. 

You have to verify reliability and accuracy of the net income. You should therefore see 

that profit is neither overstated nor understated. The usual methods which are adopted for 

overstatement of profits are: 

(a) Capitalization of repairs and maintenance charges. 

(b) Charging insufficient amount of depreciation. 

(c) Overstatement of inventory or understatement of cost of goods. 

(d) Booking are payments as an expenses. 

For understatement of profits the reverse of the above is true; i.e., 

(i) Treating capital expenditure as revenue expenditure. 

(ii) Charging excessive amount of depreciation. 

(iii) Understatement of inventory or overstatement of cost of sales. 

(iv) Not booking an revenue items or treating it as a defend income. 
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3.8. Overall Checking of Items  

Profit and loss account, like a balance sheet is a summary. Detailed accounts are 

kept in ledger. These ledger accounts are grouped together and presented in profit and 

loss account. On that there is significant difference (not minor difference), you should 

check the ledger accounts to find out entries or items which are responsible for the 

change. You will investigate into the reasons and discuss with the client’s staff. 

 Review of individual accounts on the profit and loss account requires experience 

on your part. One example will make this point clear. Suppose, you come across an 

unusual expense figure of ‘Packing Expense’. You discuss the matter with an officer who 

informs that it is due to increase in export. You check the purchases of packing material 

and export sales. In way you establish reliability of the data: 

(a) Gross Profit: In an overall review the percentage of gross profit of the year 

under audit should be compared with that of the previous year. If there is any difference, 

it should be checked whether it is due to change in selling price or due to rise in the price 

of cost of sales. Where a company sells many products each product’s gross profit should 

be analysed likewise. Again, in a manufacturing concern, the cost of goods is composed 

of labour material and overheads. You should analysed each to bring out the causes of 

difference. 

(b) Proper Classification: You have to test-check classification of accounts. Trading 

account, as mentioned previously, is a summary, where various accounts are grouped 

together. It is, therefore, essential that items should be properly grouped. There should be 

consistency in grouping from year to year; otherwise they will lose their comparability. 

The comparability is very important not only for the auditor and investors but also for 

other interested groups. 
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(c) Operating Income: Operating income should not include non-operating expenses, 

like interest on debentures, extraordinary expenses or losses and non-recurring expenses 

and incomes. 

3.9 Self Assessment Questions-3 

 You are verifying wages and salary expenses charged to the Profit and Loss 

Account. How will you check that correct amount has been charged without any over or 

under debit under this head of account? 

 

4. PROFIT AND LOSS APPROPRIATION ACCOUNT 

4.1. Introduction 

This is the last section of profit and loss account. A skeleton of the account is: 

P & L Appropriation A/c 

Reserves of various kinds  Un-appropriate profit 

Dividends    b/d 

Balance of un-appropriated  Profit for the year b/d 

Profit /d 

On the right hand side of this account is the figure of “retained profits” (also 

called un-appropriated profit) from the balance sheet of the previous year. The other 

figure on the right hand side is the profit for the current year. The amount of profits set 

aside by the Directors for various kinds of reserves are placed on the left hand side. Some 

reserves may be required by law or by contract. In other cases, they are appropriated to an 

appropriate account (called by appropriate descriptions) by the directors. 

It is noteworthy, that amounts set aside out of profits are not available for 

distribution as dividend. 
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4.2. Provision and Reserve 

A provision is an amount set aside out of profits to provide for bad debts, 

discounts, depreciation, amortization or diminution in the value of assets or to meet 

liability, contingency or commitments known to exist at the date of balance sheet and the 

amount of which cannot be established with substantial accuracy. 

 A provision is a charge against profit. It is not an appropriation of profit. When a 

definite loss as capable of being determined, it is an expense and not a provision. 

Provisions and expenses are debited to profit and loss account and not to profit and loss 

appropriation account. 

 A reserve however, is an appropriation of profit. It is therefore debited to profit 

and loss appropriation account. It is an amount set side out of profits or other surpluses it 

is not meant to meet any liability, contingency, commitment or diminution in the assets 

known at the balance sheet date. It is meant to safeguard against an happening which if 

materialized will be debited to profit and loss appropriation account. 

4.3. Revenue and Capital Reserves 

(a) General reserve: Its main object is to strengthen the general financial position of 

the company. It represents undistributed profit which the directors are considered to be 

competent to set aside. In other words, it provides an additional capital, which the 

directors do not desire to distribute as dividend to shareholders. 

(b) Specific Reserves: Are different from general reserve. They are meant for 

meeting certain specific purposes. When the purpose has been served, they are returned 

back to the credit of appropriation account. The reserves should be classified under the 

headings appropriate to the company’s business. 

Examples of specific reserves are: 



 23

(i) Preference share capital redemption reserve (which should not be mixed with 

share premium account). 

(ii) Reserve for fixed assets replacement of renews. 

(iii) Contingencies reserve. 

(iv) Exchange equalization reserve. 

(v) Dividend equalization reserve. 

(c) Capital reserve: Capital reserves are those reserves which relate to capital items. 

They are generally created out of capital profits e.g., 

—       Sale of fixed assets at a profit. 

— Profit on forfeiture of shares. 

— Premium on shares or debentures. 

— Profit on redemption of debentures. 

— Profit on revolution of assets and liabilities. 

— Capital redemption reserve fund. 

— Excess of assets over purchase consideration of the company. 

Verification of Reserves: You have to verify the reserves which are set up by discretion 

of directors. You should see that they are not excessive and there is a need for such 

reserves. As for other kinds of reserves, you should check the entries in those accounts 

and see if they are according to contract or need as the case may be. 

4.4. Dividends 

Directors are competent to recommended dividend. You should see that the 

amount of dividend is reasonable is reasonable and does not result in reduction of capital. 

4.5. Conclusions 

Auditor’s duty is to perform the following works: 
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(a) Check that a clear distinction has been maintained between capital and 

revenue. 

(b) Check that all the expenses in profit and loss account belong to the year 

under audit. 

(c) Check that all items of expenses and incomes have been brought in. 

(d) Check that adjustments are properly made and entered in the books of 

accounts. 

(e) Check that all items were computed on consistent basis. 

(f) Compare the items of the current year with the figures of previous year 

(variances should be calculated and material differences investigated). 

In the case of public limited companies, in addition to the above work, you should 

check that statutory provisions have been complied with, chiefly in respect of disclosure 

of material information. 

In this way, you establish the correctness and reliability of profit and loss account. 

You will then be in a position to express your opinion on the profit and loss account as a 

whole as well as on its component parts. 

4.6 Self Assessment Questions-4 

Write ‘Yes’ or ‘No’ against each of the following statements: 

(a) Appropriation account is the last part of Profit and Loss Account. 

(b) Dividends appear on the right-hand side of the P &L Appropriation Account. 

(c) Amounts set aside out of profits as reserves are always available for 

distribution to the shareholders as dividends. 

(d) A provision is created by charging to the Profit and Account. 

(e) Reserve is debited to the Profit and Loss Appropriation Account. 
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(f) Capital reserves of the companies are the share-capital contributed by the 

shareholders. 

 

5. SUMMARY OF THE UNIT 

 Verification of incomes of all kinds has already been done by you. At this stage 

you will compared the sales returns of the current year with that of the preceding year. 

Careful analysis and comparisons of sales will be done by comparing the sales of the 

current year with the figures of the budgeted sales and of the preceding year (month by 

month comparison is better), total sales and sales classified according to categories, 

departments, territories and salesmen. In the same way, the sales should be compared 

with cost data and margin of profit. You should check the figures will the ledger, trial 

balance and the figures of the previous year. The material difference should be looked 

into. 

 Sales of fixed assets have already been vouched, now you should see that its 

depreciation has also been excluded from the depreciation account. 

 All items of expenses will be audited by examination and evaluation of internal 

control, comparing the expenses of the current year with the budgeted figures and the 

preceding year’s figures, variances should be brought out and investigated. 

Overall View: You should detect the understatement and overstatement of profits. Your 

work in this connection in this connection involves the following: - 

(1) Checking the figures of each item with the figures of the last years, 

bringing out variances and examining the reasons therefore. 

(2) Checking whether the grouping or sub-grouping is done on consistent 

basis from year to year to make the figures comparable. 
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(3) Percentage of gross profit of the current year should be compared with the 

previous year’s figures. Where a company sells many products, each 

product’s gross profit should be analysed like-wise. In a manufacturing 

concern, each of the components of cost— material, Labour and 

overheads— should be analysed to look into various and their causes. 

(4) Income and expenses should be classified as operating and non-operating. 

Appropriation account: Reserves are placed in appropriation account. A reserve is meant 

to safeguard a company against certain happening which if materialized will be debited to 

debited to profit and loss appropriation account. Reserves may be categorised as: - 

 The auditor should see that a reserve is meant to serve a need and it should not be 

excessive. In auditing dividend, the auditor should examine that the amount involved is 

reasonable and does not reduce capital of the company. 
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6. ANSWERS TO SELF-ASSESSMENT QUESTIONS 

 

SAQs-1. 

 (i) (a) Correct   (b) Incorrect 

(c) Incorrect   (d) Incorrect 

(e) Correct   (f) Correct 

 

 (ii) (a) Directly linked  (b) Not directly linked 

(c) Directly linked  (d) Directly linked 

(e) Directly linked  (f) Not directly linked 

(g) Not directly linked  (h) Not directly linked 

(i) Directly linked 

 

SAQs-2. 

 (i) (a) Correct   (b) Incorrect 

  (c) Correct   (d) Correct 

  (e) Incorrect   (f) Incorrect 

 

(ii) (a) Deferred   (b) Consistently 

(c) Significant, Beginning, (d) Detailed 
Ledger 

(e) Internal control 

 

SAQs-3. 

 For salaries and wages please see Section 3 and 4 respectively of this unit. 
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SAQs-4. 

  (a) Yes    (b) No 

(c) No    (d) Yes 

(e) Yes    (f) No 
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 and the manner in which he can be removed from his office. The object of these 



 40 

and the manner in which he can be removed from his office. The object of these 
nd the manner in which he can be removed from his office. The object of these provisions 
d the manner in which he can be removed from his office. The object of these provisions 
 the manner in which he can be removed from his office. The object of these provisions is 
the manner in which he can be removed from his office. The object of these provisions is 
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 in which he can be removed from his office. The object of these provisions is to ensure, 
in which he can be removed from his office. The object of these provisions is to ensure, 
n which he can be removed from his office. The object of these provisions is to ensure, as 
 which he can be removed from his office. The object of these provisions is to ensure, as 
which he can be removed from his office. The object of these provisions is to ensure, as 
hich he can be removed from his office. The object of these provisions is to ensure, as far 
ich he can be removed from his office. The object of these provisions is to ensure, as far 
ch he can be removed from his office. The object of these provisions is to ensure, as far 
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e can be removed from his office. The object of these provisions is to ensure, as far as 
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ure, as far as possible, the appointment of an independent auditor with adequate 
re, as far as possible, the appointment of an independent auditor with adequate 
e, as far as possible, the appointment of an independent auditor with adequate 
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as possible, the appointment of an independent auditor with adequate professional 
s possible, the appointment of an independent auditor with adequate professional 
 possible, the appointment of an independent auditor with adequate professional 
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he appointment of an independent auditor with adequate professional qualification and 
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 appointment of an independent auditor with adequate professional qualification and 
appointment of an independent auditor with adequate professional qualification and 
ppointment of an independent auditor with adequate professional qualification and 
pointment of an independent auditor with adequate professional qualification and training 
ointment of an independent auditor with adequate professional qualification and training 
intment of an independent auditor with adequate professional qualification and training 
ntment of an independent auditor with adequate professional qualification and training 
tment of an independent auditor with adequate professional qualification and training 
ment of an independent auditor with adequate professional qualification and training who 
ent of an independent auditor with adequate professional qualification and training who 
nt of an independent auditor with adequate professional qualification and training who 
t of an independent auditor with adequate professional qualification and training who will 
 of an independent auditor with adequate professional qualification and training who will 
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 independent auditor with adequate professional qualification and training who will be in 
independent auditor with adequate professional qualification and training who will be in a 
ndependent auditor with adequate professional qualification and training who will be in a 
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dependent auditor with adequate professional qualification and training who will be in a 
ependent auditor with adequate professional qualification and training who will be in a 
pendent auditor with adequate professional qualification and training who will be in a 
endent auditor with adequate professional qualification and training who will be in a 
ndent auditor with adequate professional qualification and training who will be in a 
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nt auditor with adequate professional qualification and training who will be in a position 
t auditor with adequate professional qualification and training who will be in a position to 
 auditor with adequate professional qualification and training who will be in a position to 
auditor with adequate professional qualification and training who will be in a position to 
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r with adequate professional qualification and training who will be in a position to give 
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dequate professional qualification and training who will be in a position to give an 
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qualification and training who will be in a position to give an unbiased and competent 
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alification and training who will be in a position to give an unbiased and competent 
lification and training who will be in a position to give an unbiased and competent 
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tion and training who will be in a position to give an unbiased and competent opinion on 
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n unbiased and competent opinion on the annual financial statements of the company. His 
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unbiased and competent opinion on the annual financial statements of the company. His 
nbiased and competent opinion on the annual financial statements of the company. His 
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ased and competent opinion on the annual financial statements of the company. His 
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nual financial statements of the company. His independent status is of vital importance 
ual financial statements of the company. His independent status is of vital importance for 
al financial statements of the company. His independent status is of vital importance for 
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financial statements of the company. His independent status is of vital importance for he 
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ancial statements of the company. His independent status is of vital importance for he 
ncial statements of the company. His independent status is of vital importance for he 
cial statements of the company. His independent status is of vital importance for he must 
ial statements of the company. His independent status is of vital importance for he must 
al statements of the company. His independent status is of vital importance for he must be 
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 statements of the company. His independent status is of vital importance for he must be 
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s of the company. His independent status is of vital importance for he must be in a 
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of the company. His independent status is of vital importance for he must be in a position 
f the company. His independent status is of vital importance for he must be in a position 
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is of vital importance for he must be in a position to stand his ground and carry out his 
s of vital importance for he must be in a position to stand his ground and carry out his 
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of vital importance for he must be in a position to stand his ground and carry out his 
f vital importance for he must be in a position to stand his ground and carry out his duties 
 vital importance for he must be in a position to stand his ground and carry out his duties 
vital importance for he must be in a position to stand his ground and carry out his duties 
ital importance for he must be in a position to stand his ground and carry out his duties as 
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sition to stand his ground and carry out his duties as auditor in the face of opposition 
ition to stand his ground and carry out his duties as auditor in the face of opposition 
tion to stand his ground and carry out his duties as auditor in the face of opposition 
ion to stand his ground and carry out his duties as auditor in the face of opposition 
on to stand his ground and carry out his duties as auditor in the face of opposition without 
n to stand his ground and carry out his duties as auditor in the face of opposition without 
 to stand his ground and carry out his duties as auditor in the face of opposition without 
to stand his ground and carry out his duties as auditor in the face of opposition without 
o stand his ground and carry out his duties as auditor in the face of opposition without 
 stand his ground and carry out his duties as auditor in the face of opposition without fear 
stand his ground and carry out his duties as auditor in the face of opposition without fear 
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and his ground and carry out his duties as auditor in the face of opposition without fear 
nd his ground and carry out his duties as auditor in the face of opposition without fear for 
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sheet and the profit and loss account, cash flow statement and statement of charges in 
heet and the profit and loss account, cash flow statement and statement of charges in 
eet and the profit and loss account, cash flow statement and statement of charges in 
et and the profit and loss account, cash flow statement and statement of charges in equity 
t and the profit and loss account, cash flow statement and statement of charges in equity 
 and the profit and loss account, cash flow statement and statement of charges in equity 
and the profit and loss account, cash flow statement and statement of charges in equity 
nd the profit and loss account, cash flow statement and statement of charges in equity 
d the profit and loss account, cash flow statement and statement of charges in equity 
 the profit and loss account, cash flow statement and statement of charges in equity 
the profit and loss account, cash flow statement and statement of charges in equity 
he profit and loss account, cash flow statement and statement of charges in equity 
e profit and loss account, cash flow statement and statement of charges in equity together 
 profit and loss account, cash flow statement and statement of charges in equity together 
profit and loss account, cash flow statement and statement of charges in equity together 
rofit and loss account, cash flow statement and statement of charges in equity together 
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ofit and loss account, cash flow statement and statement of charges in equity together 
fit and loss account, cash flow statement and statement of charges in equity together with 
it and loss account, cash flow statement and statement of charges in equity together with 
t and loss account, cash flow statement and statement of charges in equity together with 
 and loss account, cash flow statement and statement of charges in equity together with 
and loss account, cash flow statement and statement of charges in equity together with 
nd loss account, cash flow statement and statement of charges in equity together with 
d loss account, cash flow statement and statement of charges in equity together with notes 
 loss account, cash flow statement and statement of charges in equity together with notes 
loss account, cash flow statement and statement of charges in equity together with notes 
oss account, cash flow statement and statement of charges in equity together with notes 
ss account, cash flow statement and statement of charges in equity together with notes 
s account, cash flow statement and statement of charges in equity together with notes 
 account, cash flow statement and statement of charges in equity together with notes 
account, cash flow statement and statement of charges in equity together with notes 
ccount, cash flow statement and statement of charges in equity together with notes 
count, cash flow statement and statement of charges in equity together with notes bearing 
ount, cash flow statement and statement of charges in equity together with notes bearing 
unt, cash flow statement and statement of charges in equity together with notes bearing 
nt, cash flow statement and statement of charges in equity together with notes bearing 
t, cash flow statement and statement of charges in equity together with notes bearing part 
, cash flow statement and statement of charges in equity together with notes bearing part 
 cash flow statement and statement of charges in equity together with notes bearing part 
cash flow statement and statement of charges in equity together with notes bearing part 
ash flow statement and statement of charges in equity together with notes bearing part 
sh flow statement and statement of charges in equity together with notes bearing part 
h flow statement and statement of charges in equity together with notes bearing part 
 flow statement and statement of charges in equity together with notes bearing part 
flow statement and statement of charges in equity together with notes bearing part thereof 
low statement and statement of charges in equity together with notes bearing part thereof 
ow statement and statement of charges in equity together with notes bearing part thereof 
w statement and statement of charges in equity together with notes bearing part thereof of 
 statement and statement of charges in equity together with notes bearing part thereof of a 
statement and statement of charges in equity together with notes bearing part thereof of a 
tatement and statement of charges in equity together with notes bearing part thereof of a 
atement and statement of charges in equity together with notes bearing part thereof of a 
tement and statement of charges in equity together with notes bearing part thereof of a 
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ement and statement of charges in equity together with notes bearing part thereof of a 
ment and statement of charges in equity together with notes bearing part thereof of a 
ent and statement of charges in equity together with notes bearing part thereof of a 
nt and statement of charges in equity together with notes bearing part thereof of a 
t and statement of charges in equity together with notes bearing part thereof of a company 
 and statement of charges in equity together with notes bearing part thereof of a company 
and statement of charges in equity together with notes bearing part thereof of a company 
nd statement of charges in equity together with notes bearing part thereof of a company 
d statement of charges in equity together with notes bearing part thereof of a company are 
 statement of charges in equity together with notes bearing part thereof of a company are 
statement of charges in equity together with notes bearing part thereof of a company are 
tatement of charges in equity together with notes bearing part thereof of a company are to 
atement of charges in equity together with notes bearing part thereof of a company are to 
tement of charges in equity together with notes bearing part thereof of a company are to 
ement of charges in equity together with notes bearing part thereof of a company are to 
ment of charges in equity together with notes bearing part thereof of a company are to be 
ent of charges in equity together with notes bearing part thereof of a company are to be 
nt of charges in equity together with notes bearing part thereof of a company are to be 
t of charges in equity together with notes bearing part thereof of a company are to be 
 of charges in equity together with notes bearing part thereof of a company are to be 
of charges in equity together with notes bearing part thereof of a company are to be 
f charges in equity together with notes bearing part thereof of a company are to be drawn 
 charges in equity together with notes bearing part thereof of a company are to be drawn 
charges in equity together with notes bearing part thereof of a company are to be drawn 
harges in equity together with notes bearing part thereof of a company are to be drawn up 
arges in equity together with notes bearing part thereof of a company are to be drawn up 
rges in equity together with notes bearing part thereof of a company are to be drawn up in 
ges in equity together with notes bearing part thereof of a company are to be drawn up in 
es in equity together with notes bearing part thereof of a company are to be drawn up in 
s in equity together with notes bearing part thereof of a company are to be drawn up in 
 in equity together with notes bearing part thereof of a company are to be drawn up in 
in equity together with notes bearing part thereof of a company are to be drawn up in 
n equity together with notes bearing part thereof of a company are to be drawn up in 
 equity together with notes bearing part thereof of a company are to be drawn up in 
equity together with notes bearing part thereof of a company are to be drawn up in 
quity together with notes bearing part thereof of a company are to be drawn up in 
uity together with notes bearing part thereof of a company are to be drawn up in 
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ity together with notes bearing part thereof of a company are to be drawn up in 
ty together with notes bearing part thereof of a company are to be drawn up in conformity 
y together with notes bearing part thereof of a company are to be drawn up in conformity 
 together with notes bearing part thereof of a company are to be drawn up in conformity 
together with notes bearing part thereof of a company are to be drawn up in conformity 
ogether with notes bearing part thereof of a company are to be drawn up in conformity 
gether with notes bearing part thereof of a company are to be drawn up in conformity 
ether with notes bearing part thereof of a company are to be drawn up in conformity with 
ther with notes bearing part thereof of a company are to be drawn up in conformity with 
her with notes bearing part thereof of a company are to be drawn up in conformity with 
er with notes bearing part thereof of a company are to be drawn up in conformity with the 
r with notes bearing part thereof of a company are to be drawn up in conformity with the 
 with notes bearing part thereof of a company are to be drawn up in conformity with the 
with notes bearing part thereof of a company are to be drawn up in conformity with the 
ith notes bearing part thereof of a company are to be drawn up in conformity with the 
th notes bearing part thereof of a company are to be drawn up in conformity with the 
h notes bearing part thereof of a company are to be drawn up in conformity with the 
 notes bearing part thereof of a company are to be drawn up in conformity with the 
notes bearing part thereof of a company are to be drawn up in conformity with the 
otes bearing part thereof of a company are to be drawn up in conformity with the 
tes bearing part thereof of a company are to be drawn up in conformity with the 
es bearing part thereof of a company are to be drawn up in conformity with the 
s bearing part thereof of a company are to be drawn up in conformity with the 
 bearing part thereof of a company are to be drawn up in conformity with the 
bearing part thereof of a company are to be drawn up in conformity with the requirements 
earing part thereof of a company are to be drawn up in conformity with the requirements 
aring part thereof of a company are to be drawn up in conformity with the requirements 
ring part thereof of a company are to be drawn up in conformity with the requirements of 
ing part thereof of a company are to be drawn up in conformity with the requirements of 
ng part thereof of a company are to be drawn up in conformity with the requirements of 
g part thereof of a company are to be drawn up in conformity with the requirements of 
 part thereof of a company are to be drawn up in conformity with the requirements of the 
part thereof of a company are to be drawn up in conformity with the requirements of the 
art thereof of a company are to be drawn up in conformity with the requirements of the 
rt thereof of a company are to be drawn up in conformity with the requirements of the 
t thereof of a company are to be drawn up in conformity with the requirements of the 
 thereof of a company are to be drawn up in conformity with the requirements of the 
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thereof of a company are to be drawn up in conformity with the requirements of the 
hereof of a company are to be drawn up in conformity with the requirements of the 
ereof of a company are to be drawn up in conformity with the requirements of the 
reof of a company are to be drawn up in conformity with the requirements of the 
eof of a company are to be drawn up in conformity with the requirements of the 
of of a company are to be drawn up in conformity with the requirements of the 
f of a company are to be drawn up in conformity with the requirements of the Companies 
 of a company are to be drawn up in conformity with the requirements of the Companies 
of a company are to be drawn up in conformity with the requirements of the Companies 
f a company are to be drawn up in conformity with the requirements of the Companies 
 a company are to be drawn up in conformity with the requirements of the Companies 
a company are to be drawn up in conformity with the requirements of the Companies 
 company are to be drawn up in conformity with the requirements of the Companies 
company are to be drawn up in conformity with the requirements of the Companies 
ompany are to be drawn up in conformity with the requirements of the Companies 
mpany are to be drawn up in conformity with the requirements of the Companies 
pany are to be drawn up in conformity with the requirements of the Companies 
any are to be drawn up in conformity with the requirements of the Companies Ordinance. 
ny are to be drawn up in conformity with the requirements of the Companies Ordinance. 
y are to be drawn up in conformity with the requirements of the Companies Ordinance. 
 are to be drawn up in conformity with the requirements of the Companies Ordinance. An 
are to be drawn up in conformity with the requirements of the Companies Ordinance. An 
re to be drawn up in conformity with the requirements of the Companies Ordinance. An 
e to be drawn up in conformity with the requirements of the Companies Ordinance. An 
 to be drawn up in conformity with the requirements of the Companies Ordinance. An 
to be drawn up in conformity with the requirements of the Companies Ordinance. An 
o be drawn up in conformity with the requirements of the Companies Ordinance. An 
 be drawn up in conformity with the requirements of the Companies Ordinance. An 
be drawn up in conformity with the requirements of the Companies Ordinance. An 
e drawn up in conformity with the requirements of the Companies Ordinance. An 
 drawn up in conformity with the requirements of the Companies Ordinance. An 
drawn up in conformity with the requirements of the Companies Ordinance. An 
rawn up in conformity with the requirements of the Companies Ordinance. An 
awn up in conformity with the requirements of the Companies Ordinance. An 
wn up in conformity with the requirements of the Companies Ordinance. An independent 
n up in conformity with the requirements of the Companies Ordinance. An independent 
 up in conformity with the requirements of the Companies Ordinance. An independent 
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up in conformity with the requirements of the Companies Ordinance. An independent 
p in conformity with the requirements of the Companies Ordinance. An independent 
 in conformity with the requirements of the Companies Ordinance. An independent audit 
in conformity with the requirements of the Companies Ordinance. An independent audit 
n conformity with the requirements of the Companies Ordinance. An independent audit 
 conformity with the requirements of the Companies Ordinance. An independent audit 
conformity with the requirements of the Companies Ordinance. An independent audit 
onformity with the requirements of the Companies Ordinance. An independent audit 
nformity with the requirements of the Companies Ordinance. An independent audit 
formity with the requirements of the Companies Ordinance. An independent audit 
ormity with the requirements of the Companies Ordinance. An independent audit ensures 
rmity with the requirements of the Companies Ordinance. An independent audit ensures 
mity with the requirements of the Companies Ordinance. An independent audit ensures 
ity with the requirements of the Companies Ordinance. An independent audit ensures that 
ty with the requirements of the Companies Ordinance. An independent audit ensures that 
y with the requirements of the Companies Ordinance. An independent audit ensures that 
 with the requirements of the Companies Ordinance. An independent audit ensures that 
with the requirements of the Companies Ordinance. An independent audit ensures that 
ith the requirements of the Companies Ordinance. An independent audit ensures that the 
th the requirements of the Companies Ordinance. An independent audit ensures that the 
h the requirements of the Companies Ordinance. An independent audit ensures that the 
 the requirements of the Companies Ordinance. An independent audit ensures that the 
the requirements of the Companies Ordinance. An independent audit ensures that the 
he requirements of the Companies Ordinance. An independent audit ensures that the 
e requirements of the Companies Ordinance. An independent audit ensures that the 
 requirements of the Companies Ordinance. An independent audit ensures that the 
requirements of the Companies Ordinance. An independent audit ensures that the 
equirements of the Companies Ordinance. An independent audit ensures that the 
quirements of the Companies Ordinance. An independent audit ensures that the company 
uirements of the Companies Ordinance. An independent audit ensures that the company 
irements of the Companies Ordinance. An independent audit ensures that the company 
rements of the Companies Ordinance. An independent audit ensures that the company has 
ements of the Companies Ordinance. An independent audit ensures that the company has 
ments of the Companies Ordinance. An independent audit ensures that the company has 
ents of the Companies Ordinance. An independent audit ensures that the company has 
nts of the Companies Ordinance. An independent audit ensures that the company has duly 
ts of the Companies Ordinance. An independent audit ensures that the company has duly 
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s of the Companies Ordinance. An independent audit ensures that the company has duly 
 of the Companies Ordinance. An independent audit ensures that the company has duly 
of the Companies Ordinance. An independent audit ensures that the company has duly 
f the Companies Ordinance. An independent audit ensures that the company has duly 
 the Companies Ordinance. An independent audit ensures that the company has duly 
the Companies Ordinance. An independent audit ensures that the company has duly 
he Companies Ordinance. An independent audit ensures that the company has duly 
e Companies Ordinance. An independent audit ensures that the company has duly 
 Companies Ordinance. An independent audit ensures that the company has duly fulfilled 
Companies Ordinance. An independent audit ensures that the company has duly fulfilled 
ompanies Ordinance. An independent audit ensures that the company has duly fulfilled 
mpanies Ordinance. An independent audit ensures that the company has duly fulfilled 
panies Ordinance. An independent audit ensures that the company has duly fulfilled these 
anies Ordinance. An independent audit ensures that the company has duly fulfilled these 
nies Ordinance. An independent audit ensures that the company has duly fulfilled these 
ies Ordinance. An independent audit ensures that the company has duly fulfilled these 
es Ordinance. An independent audit ensures that the company has duly fulfilled these 
s Ordinance. An independent audit ensures that the company has duly fulfilled these 
 Ordinance. An independent audit ensures that the company has duly fulfilled these 
Ordinance. An independent audit ensures that the company has duly fulfilled these 
rdinance. An independent audit ensures that the company has duly fulfilled these 
dinance. An independent audit ensures that the company has duly fulfilled these 
inance. An independent audit ensures that the company has duly fulfilled these 
nance. An independent audit ensures that the company has duly fulfilled these 
ance. An independent audit ensures that the company has duly fulfilled these 
nce. An independent audit ensures that the company has duly fulfilled these requirements 
ce. An independent audit ensures that the company has duly fulfilled these requirements 
e. An independent audit ensures that the company has duly fulfilled these requirements or 
. An independent audit ensures that the company has duly fulfilled these requirements or 
 An independent audit ensures that the company has duly fulfilled these requirements or 
An independent audit ensures that the company has duly fulfilled these requirements or 
n independent audit ensures that the company has duly fulfilled these requirements or that 
 independent audit ensures that the company has duly fulfilled these requirements or that 
independent audit ensures that the company has duly fulfilled these requirements or that 
ndependent audit ensures that the company has duly fulfilled these requirements or that 
dependent audit ensures that the company has duly fulfilled these requirements or that the 
ependent audit ensures that the company has duly fulfilled these requirements or that the 
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pendent audit ensures that the company has duly fulfilled these requirements or that the 
endent audit ensures that the company has duly fulfilled these requirements or that the 
ndent audit ensures that the company has duly fulfilled these requirements or that the 
dent audit ensures that the company has duly fulfilled these requirements or that the 
ent audit ensures that the company has duly fulfilled these requirements or that the 
nt audit ensures that the company has duly fulfilled these requirements or that the 
t audit ensures that the company has duly fulfilled these requirements or that the members 
 audit ensures that the company has duly fulfilled these requirements or that the members 
audit ensures that the company has duly fulfilled these requirements or that the members 
udit ensures that the company has duly fulfilled these requirements or that the members 
dit ensures that the company has duly fulfilled these requirements or that the members 
it ensures that the company has duly fulfilled these requirements or that the members 
t ensures that the company has duly fulfilled these requirements or that the members have 
 ensures that the company has duly fulfilled these requirements or that the members have 
ensures that the company has duly fulfilled these requirements or that the members have 
nsures that the company has duly fulfilled these requirements or that the members have 
sures that the company has duly fulfilled these requirements or that the members have 
ures that the company has duly fulfilled these requirements or that the members have 
res that the company has duly fulfilled these requirements or that the members have been 
es that the company has duly fulfilled these requirements or that the members have been 
s that the company has duly fulfilled these requirements or that the members have been 
 that the company has duly fulfilled these requirements or that the members have been 
that the company has duly fulfilled these requirements or that the members have been 
hat the company has duly fulfilled these requirements or that the members have been 
at the company has duly fulfilled these requirements or that the members have been made 
t the company has duly fulfilled these requirements or that the members have been made 
 the company has duly fulfilled these requirements or that the members have been made 
the company has duly fulfilled these requirements or that the members have been made 
he company has duly fulfilled these requirements or that the members have been made 
e company has duly fulfilled these requirements or that the members have been made 
 company has duly fulfilled these requirements or that the members have been made 
company has duly fulfilled these requirements or that the members have been made 
ompany has duly fulfilled these requirements or that the members have been made aware 
mpany has duly fulfilled these requirements or that the members have been made aware 
pany has duly fulfilled these requirements or that the members have been made aware of 
any has duly fulfilled these requirements or that the members have been made aware of 
ny has duly fulfilled these requirements or that the members have been made aware of 
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y has duly fulfilled these requirements or that the members have been made aware of any 
 has duly fulfilled these requirements or that the members have been made aware of any 
has duly fulfilled these requirements or that the members have been made aware of any 
as duly fulfilled these requirements or that the members have been made aware of any 
s duly fulfilled these requirements or that the members have been made aware of any 
 duly fulfilled these requirements or that the members have been made aware of any 
duly fulfilled these requirements or that the members have been made aware of any 
uly fulfilled these requirements or that the members have been made aware of any matter 
ly fulfilled these requirements or that the members have been made aware of any matter 
y fulfilled these requirements or that the members have been made aware of any matter in 
 fulfilled these requirements or that the members have been made aware of any matter in 
fulfilled these requirements or that the members have been made aware of any matter in 
ulfilled these requirements or that the members have been made aware of any matter in 
lfilled these requirements or that the members have been made aware of any matter in 
filled these requirements or that the members have been made aware of any matter in 
illed these requirements or that the members have been made aware of any matter in 
lled these requirements or that the members have been made aware of any matter in 
led these requirements or that the members have been made aware of any matter in 
ed these requirements or that the members have been made aware of any matter in respect 
d these requirements or that the members have been made aware of any matter in respect 
 these requirements or that the members have been made aware of any matter in respect 
these requirements or that the members have been made aware of any matter in respect of 
hese requirements or that the members have been made aware of any matter in respect of 
ese requirements or that the members have been made aware of any matter in respect of 
se requirements or that the members have been made aware of any matter in respect of 
e requirements or that the members have been made aware of any matter in respect of 
 requirements or that the members have been made aware of any matter in respect of 
requirements or that the members have been made aware of any matter in respect of 
equirements or that the members have been made aware of any matter in respect of which 
quirements or that the members have been made aware of any matter in respect of which 
uirements or that the members have been made aware of any matter in respect of which 
irements or that the members have been made aware of any matter in respect of which the 
rements or that the members have been made aware of any matter in respect of which the 
ements or that the members have been made aware of any matter in respect of which the 
ments or that the members have been made aware of any matter in respect of which the 
ents or that the members have been made aware of any matter in respect of which the 
nts or that the members have been made aware of any matter in respect of which the 
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ts or that the members have been made aware of any matter in respect of which the 
s or that the members have been made aware of any matter in respect of which the 
 or that the members have been made aware of any matter in respect of which the 
or that the members have been made aware of any matter in respect of which the accounts 
r that the members have been made aware of any matter in respect of which the accounts 
 that the members have been made aware of any matter in respect of which the accounts 
that the members have been made aware of any matter in respect of which the accounts 
hat the members have been made aware of any matter in respect of which the accounts do 
at the members have been made aware of any matter in respect of which the accounts do 
t the members have been made aware of any matter in respect of which the accounts do 
 the members have been made aware of any matter in respect of which the accounts do 
the members have been made aware of any matter in respect of which the accounts do not 
he members have been made aware of any matter in respect of which the accounts do not 
e members have been made aware of any matter in respect of which the accounts do not 
 members have been made aware of any matter in respect of which the accounts do not 
members have been made aware of any matter in respect of which the accounts do not 
embers have been made aware of any matter in respect of which the accounts do not 
mbers have been made aware of any matter in respect of which the accounts do not 
bers have been made aware of any matter in respect of which the accounts do not 
ers have been made aware of any matter in respect of which the accounts do not conform 
rs have been made aware of any matter in respect of which the accounts do not conform 
s have been made aware of any matter in respect of which the accounts do not conform to 
 have been made aware of any matter in respect of which the accounts do not conform to 
have been made aware of any matter in respect of which the accounts do not conform to 
ave been made aware of any matter in respect of which the accounts do not conform to 
ve been made aware of any matter in respect of which the accounts do not conform to the 
e been made aware of any matter in respect of which the accounts do not conform to the 
 been made aware of any matter in respect of which the accounts do not conform to the 
been made aware of any matter in respect of which the accounts do not conform to the 
een made aware of any matter in respect of which the accounts do not conform to the law. 
en made aware of any matter in respect of which the accounts do not conform to the law. 
n made aware of any matter in respect of which the accounts do not conform to the law. 
 made aware of any matter in respect of which the accounts do not conform to the law. 
made aware of any matter in respect of which the accounts do not conform to the law. 
ade aware of any matter in respect of which the accounts do not conform to the law. 
de aware of any matter in respect of which the accounts do not conform to the law. 
e aware of any matter in respect of which the accounts do not conform to the law. 
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 aware of any matter in respect of which the accounts do not conform to the law. Auditors 
aware of any matter in respect of which the accounts do not conform to the law. Auditors 
ware of any matter in respect of which the accounts do not conform to the law. Auditors 
are of any matter in respect of which the accounts do not conform to the law. Auditors 
re of any matter in respect of which the accounts do not conform to the law. Auditors 
e of any matter in respect of which the accounts do not conform to the law. Auditors 
 of any matter in respect of which the accounts do not conform to the law. Auditors 
of any matter in respect of which the accounts do not conform to the law. Auditors 
f any matter in respect of which the accounts do not conform to the law. Auditors express 
 any matter in respect of which the accounts do not conform to the law. Auditors express 
any matter in respect of which the accounts do not conform to the law. Auditors express 
ny matter in respect of which the accounts do not conform to the law. Auditors express 
y matter in respect of which the accounts do not conform to the law. Auditors express 
 matter in respect of which the accounts do not conform to the law. Auditors express their 
matter in respect of which the accounts do not conform to the law. Auditors express their 
atter in respect of which the accounts do not conform to the law. Auditors express their 
tter in respect of which the accounts do not conform to the law. Auditors express their 
ter in respect of which the accounts do not conform to the law. Auditors express their 
er in respect of which the accounts do not conform to the law. Auditors express their 
r in respect of which the accounts do not conform to the law. Auditors express their 
 in respect of which the accounts do not conform to the law. Auditors express their views, 
in respect of which the accounts do not conform to the law. Auditors express their views, 
n respect of which the accounts do not conform to the law. Auditors express their views, 
 respect of which the accounts do not conform to the law. Auditors express their views, 
respect of which the accounts do not conform to the law. Auditors express their views, 
espect of which the accounts do not conform to the law. Auditors express their views, 
spect of which the accounts do not conform to the law. Auditors express their views, 
pect of which the accounts do not conform to the law. Auditors express their views, 
ect of which the accounts do not conform to the law. Auditors express their views, 
ct of which the accounts do not conform to the law. Auditors express their views, 
t of which the accounts do not conform to the law. Auditors express their views, 
 of which the accounts do not conform to the law. Auditors express their views, 
of which the accounts do not conform to the law. Auditors express their views, 
f which the accounts do not conform to the law. Auditors express their views, comments, 
 which the accounts do not conform to the law. Auditors express their views, comments, 
which the accounts do not conform to the law. Auditors express their views, comments, 
hich the accounts do not conform to the law. Auditors express their views, comments, 
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ich the accounts do not conform to the law. Auditors express their views, comments, 
ch the accounts do not conform to the law. Auditors express their views, comments, 
h the accounts do not conform to the law. Auditors express their views, comments, 
 the accounts do not conform to the law. Auditors express their views, comments, 
the accounts do not conform to the law. Auditors express their views, comments, 
he accounts do not conform to the law. Auditors express their views, comments, 
e accounts do not conform to the law. Auditors express their views, comments, criticisms 
 accounts do not conform to the law. Auditors express their views, comments, criticisms 
accounts do not conform to the law. Auditors express their views, comments, criticisms 
ccounts do not conform to the law. Auditors express their views, comments, criticisms 
counts do not conform to the law. Auditors express their views, comments, criticisms and 
ounts do not conform to the law. Auditors express their views, comments, criticisms and 
unts do not conform to the law. Auditors express their views, comments, criticisms and 
nts do not conform to the law. Auditors express their views, comments, criticisms and 
ts do not conform to the law. Auditors express their views, comments, criticisms and 
s do not conform to the law. Auditors express their views, comments, criticisms and 
 do not conform to the law. Auditors express their views, comments, criticisms and 
do not conform to the law. Auditors express their views, comments, criticisms and 
o not conform to the law. Auditors express their views, comments, criticisms and 
 not conform to the law. Auditors express their views, comments, criticisms and 
not conform to the law. Auditors express their views, comments, criticisms and 
ot conform to the law. Auditors express their views, comments, criticisms and 
t conform to the law. Auditors express their views, comments, criticisms and 
 conform to the law. Auditors express their views, comments, criticisms and 
conform to the law. Auditors express their views, comments, criticisms and 
onform to the law. Auditors express their views, comments, criticisms and 
nform to the law. Auditors express their views, comments, criticisms and 
form to the law. Auditors express their views, comments, criticisms and 
orm to the law. Auditors express their views, comments, criticisms and recommendations 
rm to the law. Auditors express their views, comments, criticisms and recommendations 
m to the law. Auditors express their views, comments, criticisms and recommendations 
 to the law. Auditors express their views, comments, criticisms and recommendations 
to the law. Auditors express their views, comments, criticisms and recommendations 
o the law. Auditors express their views, comments, criticisms and recommendations 
 the law. Auditors express their views, comments, criticisms and recommendations 
the law. Auditors express their views, comments, criticisms and recommendations 
he law. Auditors express their views, comments, criticisms and recommendations through 
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e law. Auditors express their views, comments, criticisms and recommendations through 
 law. Auditors express their views, comments, criticisms and recommendations through a 
law. Auditors express their views, comments, criticisms and recommendations through a 
aw. Auditors express their views, comments, criticisms and recommendations through a 
w. Auditors express their views, comments, criticisms and recommendations through a 
. Auditors express their views, comments, criticisms and recommendations through a 
 Auditors express their views, comments, criticisms and recommendations through a 
Auditors express their views, comments, criticisms and recommendations through a 
uditors express their views, comments, criticisms and recommendations through a report 
ditors express their views, comments, criticisms and recommendations through a report to 
itors express their views, comments, criticisms and recommendations through a report to 
tors express their views, comments, criticisms and recommendations through a report to 
ors express their views, comments, criticisms and recommendations through a report to 
rs express their views, comments, criticisms and recommendations through a report to the 
s express their views, comments, criticisms and recommendations through a report to the 
 express their views, comments, criticisms and recommendations through a report to the 
express their views, comments, criticisms and recommendations through a report to the 
xpress their views, comments, criticisms and recommendations through a report to the 
press their views, comments, criticisms and recommendations through a report to the 
ress their views, comments, criticisms and recommendations through a report to the 
ess their views, comments, criticisms and recommendations through a report to the 
ss their views, comments, criticisms and recommendations through a report to the 
s their views, comments, criticisms and recommendations through a report to the 
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nambiguous language. 
ambiguous language. 
mbiguous language. 
biguous language. 
iguous language. 
guous language. 
uous language. 
ous language. 
us language. 
s language. 
 language. 
language. 
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anguage. 
nguage. 
guage. 
uage. 
age. 
ge. 
e. 
. 
 
OBJECTIVES 
BJECTIVES 
JECTIVES 
ECTIVES 
CTIVES 
TIVES 
IVES 
VES 
ES 
S 
 
 You have learnt various processes of audit in earlier units. The objective of this 
You have learnt various processes of audit in earlier units. The objective of this unit is to 
ou have learnt various processes of audit in earlier units. The objective of this unit is to 
u have learnt various processes of audit in earlier units. The objective of this unit is to 
 have learnt various processes of audit in earlier units. The objective of this unit is to 
have learnt various processes of audit in earlier units. The objective of this unit is to 
ave learnt various processes of audit in earlier units. The objective of this unit is to enable 
ve learnt various processes of audit in earlier units. The objective of this unit is to enable 
e learnt various processes of audit in earlier units. The objective of this unit is to enable 
 learnt various processes of audit in earlier units. The objective of this unit is to enable 
learnt various processes of audit in earlier units. The objective of this unit is to enable 
earnt various processes of audit in earlier units. The objective of this unit is to enable you 
arnt various processes of audit in earlier units. The objective of this unit is to enable you 
rnt various processes of audit in earlier units. The objective of this unit is to enable you to 
nt various processes of audit in earlier units. The objective of this unit is to enable you to 
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t various processes of audit in earlier units. The objective of this unit is to enable you to 
 various processes of audit in earlier units. The objective of this unit is to enable you to 
various processes of audit in earlier units. The objective of this unit is to enable you to 
arious processes of audit in earlier units. The objective of this unit is to enable you to 
rious processes of audit in earlier units. The objective of this unit is to enable you to 
ious processes of audit in earlier units. The objective of this unit is to enable you to 
ous processes of audit in earlier units. The objective of this unit is to enable you to 
us processes of audit in earlier units. The objective of this unit is to enable you to 
s processes of audit in earlier units. The objective of this unit is to enable you to 
 processes of audit in earlier units. The objective of this unit is to enable you to 
processes of audit in earlier units. The objective of this unit is to enable you to understand 
rocesses of audit in earlier units. The objective of this unit is to enable you to understand 
ocesses of audit in earlier units. The objective of this unit is to enable you to understand 
cesses of audit in earlier units. The objective of this unit is to enable you to understand 
esses of audit in earlier units. The objective of this unit is to enable you to understand the 
sses of audit in earlier units. The objective of this unit is to enable you to understand the 
ses of audit in earlier units. The objective of this unit is to enable you to understand the 
es of audit in earlier units. The objective of this unit is to enable you to understand the 
s of audit in earlier units. The objective of this unit is to enable you to understand the 
 of audit in earlier units. The objective of this unit is to enable you to understand the legal 
of audit in earlier units. The objective of this unit is to enable you to understand the legal 
f audit in earlier units. The objective of this unit is to enable you to understand the legal 
 audit in earlier units. The objective of this unit is to enable you to understand the legal 
audit in earlier units. The objective of this unit is to enable you to understand the legal 
udit in earlier units. The objective of this unit is to enable you to understand the legal 
dit in earlier units. The objective of this unit is to enable you to understand the legal 
it in earlier units. The objective of this unit is to enable you to understand the legal 
t in earlier units. The objective of this unit is to enable you to understand the legal 
 in earlier units. The objective of this unit is to enable you to understand the legal 
in earlier units. The objective of this unit is to enable you to understand the legal 
n earlier units. The objective of this unit is to enable you to understand the legal 
 earlier units. The objective of this unit is to enable you to understand the legal 
earlier units. The objective of this unit is to enable you to understand the legal 
arlier units. The objective of this unit is to enable you to understand the legal 
rlier units. The objective of this unit is to enable you to understand the legal requirements 
lier units. The objective of this unit is to enable you to understand the legal requirements 
ier units. The objective of this unit is to enable you to understand the legal requirements 
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er units. The objective of this unit is to enable you to understand the legal requirements 
r units. The objective of this unit is to enable you to understand the legal requirements 
 units. The objective of this unit is to enable you to understand the legal requirements 
units. The objective of this unit is to enable you to understand the legal requirements 
nits. The objective of this unit is to enable you to understand the legal requirements 
its. The objective of this unit is to enable you to understand the legal requirements 
ts. The objective of this unit is to enable you to understand the legal requirements 
s. The objective of this unit is to enable you to understand the legal requirements 
. The objective of this unit is to enable you to understand the legal requirements regarding 
 The objective of this unit is to enable you to understand the legal requirements regarding 
The objective of this unit is to enable you to understand the legal requirements regarding 
he objective of this unit is to enable you to understand the legal requirements regarding 
e objective of this unit is to enable you to understand the legal requirements regarding 
 objective of this unit is to enable you to understand the legal requirements regarding 
objective of this unit is to enable you to understand the legal requirements regarding 
bjective of this unit is to enable you to understand the legal requirements regarding 
jective of this unit is to enable you to understand the legal requirements regarding auditor 
ective of this unit is to enable you to understand the legal requirements regarding auditor 
ctive of this unit is to enable you to understand the legal requirements regarding auditor 
tive of this unit is to enable you to understand the legal requirements regarding auditor of 
ive of this unit is to enable you to understand the legal requirements regarding auditor of 
ve of this unit is to enable you to understand the legal requirements regarding auditor of a 
e of this unit is to enable you to understand the legal requirements regarding auditor of a 
 of this unit is to enable you to understand the legal requirements regarding auditor of a 
of this unit is to enable you to understand the legal requirements regarding auditor of a 
f this unit is to enable you to understand the legal requirements regarding auditor of a 
 this unit is to enable you to understand the legal requirements regarding auditor of a 
this unit is to enable you to understand the legal requirements regarding auditor of a 
his unit is to enable you to understand the legal requirements regarding auditor of a 
is unit is to enable you to understand the legal requirements regarding auditor of a limited 
s unit is to enable you to understand the legal requirements regarding auditor of a limited 
 unit is to enable you to understand the legal requirements regarding auditor of a limited 
unit is to enable you to understand the legal requirements regarding auditor of a limited 
nit is to enable you to understand the legal requirements regarding auditor of a limited 
it is to enable you to understand the legal requirements regarding auditor of a limited 
t is to enable you to understand the legal requirements regarding auditor of a limited 
 is to enable you to understand the legal requirements regarding auditor of a limited 
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is to enable you to understand the legal requirements regarding auditor of a limited 
s to enable you to understand the legal requirements regarding auditor of a limited 
 to enable you to understand the legal requirements regarding auditor of a limited 
to enable you to understand the legal requirements regarding auditor of a limited 
o enable you to understand the legal requirements regarding auditor of a limited 
 enable you to understand the legal requirements regarding auditor of a limited company, 
enable you to understand the legal requirements regarding auditor of a limited company, 
nable you to understand the legal requirements regarding auditor of a limited company, 
able you to understand the legal requirements regarding auditor of a limited company, 
ble you to understand the legal requirements regarding auditor of a limited company, 
le you to understand the legal requirements regarding auditor of a limited company, 
e you to understand the legal requirements regarding auditor of a limited company, 
 you to understand the legal requirements regarding auditor of a limited company, 
you to understand the legal requirements regarding auditor of a limited company, 
ou to understand the legal requirements regarding auditor of a limited company, 
u to understand the legal requirements regarding auditor of a limited company, especially 
 to understand the legal requirements regarding auditor of a limited company, especially 
to understand the legal requirements regarding auditor of a limited company, especially 
o understand the legal requirements regarding auditor of a limited company, especially in 
 understand the legal requirements regarding auditor of a limited company, especially in 
understand the legal requirements regarding auditor of a limited company, especially in 
nderstand the legal requirements regarding auditor of a limited company, especially in 
derstand the legal requirements regarding auditor of a limited company, especially in 
erstand the legal requirements regarding auditor of a limited company, especially in 
rstand the legal requirements regarding auditor of a limited company, especially in 
stand the legal requirements regarding auditor of a limited company, especially in respect 
tand the legal requirements regarding auditor of a limited company, especially in respect 
and the legal requirements regarding auditor of a limited company, especially in respect 
nd the legal requirements regarding auditor of a limited company, especially in respect 
d the legal requirements regarding auditor of a limited company, especially in respect of:  
 the legal requirements regarding auditor of a limited company, especially in respect of:  
the legal requirements regarding auditor of a limited company, especially in respect of:  
he legal requirements regarding auditor of a limited company, especially in respect of:  
e legal requirements regarding auditor of a limited company, especially in respect of:  
 legal requirements regarding auditor of a limited company, especially in respect of:  
legal requirements regarding auditor of a limited company, especially in respect of:  
egal requirements regarding auditor of a limited company, especially in respect of:  
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gal requirements regarding auditor of a limited company, especially in respect of:  
al requirements regarding auditor of a limited company, especially in respect of:  
l requirements regarding auditor of a limited company, especially in respect of:  
 requirements regarding auditor of a limited company, especially in respect of:  
requirements regarding auditor of a limited company, especially in respect of:  
equirements regarding auditor of a limited company, especially in respect of:  
quirements regarding auditor of a limited company, especially in respect of:  
uirements regarding auditor of a limited company, especially in respect of:  
irements regarding auditor of a limited company, especially in respect of:  
rements regarding auditor of a limited company, especially in respect of:  
ements regarding auditor of a limited company, especially in respect of:  
ments regarding auditor of a limited company, especially in respect of:  
ents regarding auditor of a limited company, especially in respect of:  
nts regarding auditor of a limited company, especially in respect of:  
ts regarding auditor of a limited company, especially in respect of:  
s regarding auditor of a limited company, especially in respect of:  
 regarding auditor of a limited company, especially in respect of:  
regarding auditor of a limited company, especially in respect of:  
egarding auditor of a limited company, especially in respect of:  
garding auditor of a limited company, especially in respect of:  
arding auditor of a limited company, especially in respect of:  
rding auditor of a limited company, especially in respect of:  
ding auditor of a limited company, especially in respect of:  
ing auditor of a limited company, especially in respect of:  
ng auditor of a limited company, especially in respect of:  
g auditor of a limited company, especially in respect of:  
 auditor of a limited company, especially in respect of:  
auditor of a limited company, especially in respect of:  
uditor of a limited company, especially in respect of:  
ditor of a limited company, especially in respect of:  
itor of a limited company, especially in respect of:  
tor of a limited company, especially in respect of:  
or of a limited company, especially in respect of:  
r of a limited company, especially in respect of:  
 of a limited company, especially in respect of:  
of a limited company, especially in respect of:  
f a limited company, especially in respect of:  
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 a limited company, especially in respect of:  
a limited company, especially in respect of:  
 limited company, especially in respect of:  
limited company, especially in respect of:  
imited company, especially in respect of:  
mited company, especially in respect of:  
ited company, especially in respect of:  
ted company, especially in respect of:  
ed company, especially in respect of:  
d company, especially in respect of:  
 company, especially in respect of:  
company, especially in respect of:  
ompany, especially in respect of:  
mpany, especially in respect of:  
pany, especially in respect of:  
any, especially in respect of:  
ny, especially in respect of:  
y, especially in respect of:  
, especially in respect of:  
 especially in respect of:  
especially in respect of:  
specially in respect of:  
pecially in respect of:  
ecially in respect of:  
cially in respect of:  
ially in respect of:  
ally in respect of:  
lly in respect of:  
ly in respect of:  
y in respect of:  
 in respect of:  
in respect of:  
n respect of:  
 respect of:  
respect of:  
espect of:  
spect of:  
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pect of:  
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ct of:  
t of:  
 of:  
of:  
f:  
:  
  
 
Appointment 
ppointment 
pointment 
ointment 
intment 
ntment 
tment 
ment 
ent 
nt 
t 
 

 Professional qualifications 

 Remuneration 

 Powers, duties, status,  

 Certification of statutory reports. 

 Preparation of various types of audit reports. 
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1. APPOINTMENT AND REMOVAL 

 Companies Ordinance 1984 requires every company to appoint an auditor(s). The 

appointment of an auditor of a company and removal is governed by the provisions 

contained in section 252 of the Company Ordinance 1984. 

1.1 Appointment of the First Auditor(s) 

If the company is newly established, the first auditor(s) of the company shall be 

made in accordance with the provisions of Sub section (3) of section 252 of the 

Company’s Ordinance 1984. This section states: 

 The first auditor(s) of a company shall be appointed by the directors within sixty 

days of incorporation of the company; and the auditor(s) so appointed shall hold office 

until the conclusion of the first annual general meeting. 

 Provided that: 

(a) The company in a general meetings may remove any such auditor(s) and 

appoint in his her place any other person or persons who have been 

nominated for appointment by any member of the company and of whose 

nomination notice has been given to the members of the company not less 

than fourteen days before the date of the meeting; and 

(b) If the directors fail to exercise their power under this subsection, the 

company in general meeting may appoint the first auditors. 

1.2 Casual Vacancy 

 According to the provisions of section 252 (4), the directors may fill any casual 

vacancy in the office of an auditor; but while any such vacancy continues, the surviving 

or continuing auditor or auditors, if any, may act. 

 Section 252 (5) desires that any auditor appointed to fill in any casual vacancy 

shall hold office until the conclusion of the next annual general meeting. 
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 The question may arise in the students mind that how appointment subsequent to 

the first appointment shall be made? Let us see answer of this question.  

 In short we can say that every company shall at each annual general meeting 

appoint an auditor or auditors to hold office from the conclusion of that meeting until the 

conclusion of the next general meeting. 

 Section 253 (1) states “ A notice shall be required for a resolution at a company’s 

annual general meeting appointing as auditor a person other than a retiring auditor”. 

 If we read to the section 252 (1) with section 253 of the Companies Ordinance 

1984 will provide us the comprehensive answer to this question. 

1.3 Restrictions on Appointment as Auditors 

           Despite holding prescribed qualification, under subsection 1 of section 254 the 

following persons cannot be appointed as auditors of a company: 

i. A  person who is or at any time during the preceding three years  was a 

director , other  officer or employee of the company; 

ii. A person who is a partner of, or in the employment of ,a director , officer 

or employee of the company;  

iii. The spouse of  a director of the company;  

iv. A person indebted to the company; 

v.  and a body corporate. 

The object of these restrictions under Section 254(3) of the 

Ordinance is to secure that the auditors shall be independent of any 

control, direct or in direct, by the directors of the company.  

If a person after his appointment, as an auditor becomes subject to 

any of the disqualifications specified above, he shall be deemed to have 
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vacated his office as auditor with effect from the date on which he 

becomes so disqualified.     

You must, however, note that a person who, not being qualified to 

be an auditor of a company, or being or having become subject to any 

disqualification to act as such, acts as auditor of a company shall be liable 

to fine which may extend to twenty five thousand rupees.  

1.4 Removal of Auditors: 

 Under Company Ordinance 1984, the authority for removal of an auditor is vested 

in the shareholders in a general meeting.  The objects of these provisions are:   

a) To preserve the right of the members to appoint the auditors of their own 

choice. 

b)  To maintain the auditor’s independence of the directors by not permitting 

the latter (who may be in disagreement with the auditor) to dismiss him. 

 Special notice of not less than fourteen days is required for a resolution at an 

annual general meeting appointing as auditor a person other than the retiring auditor.  On 

receipt of such notice the company must send its copy to retiring auditor as well as to 

members at least seven days before the annual general meeting.  When the first auditor(s) 

have been appointed by the directors before the statutory meeting, such auditor(s) may be 

removed by a resolution of the company in general meeting.  

1.5 Procedure of Resolutions to the Appointment and Removal of Auditors 

(section 253 (3) to 253 (6) 

 A notice is required for a resolution at a company’s annual general meeting 

appointing as auditor a person other than a retiring auditor. This notice shall be given by 

a member of the company not less than fourteen days before the annual general meeting, 

and the company shall forth with send a copy of such notice to the retiring auditor and 
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shall give notice thereof to its members not less than seven days before the date fixed for 

the annual general meeting and, if the company is a listed company, shall also publish it 

at least in one issue each of a daily newspaper in English language and a daily newspaper 

in Urdu language having circulated in the province in which the stock exchange on which 

the company in listed, is situated. 

 The retiring auditor can make a representation, in this connection it is stated that 

where notice is given of such a resolution and the retiring auditor makes with respect 

thereto a representation in writing to the company not exceeding a reasonable length and 

requests its communication to the members of the company, the company shall, unless 

the representation is received by it too late for it to do so: 

(a) In any notice of the resolution given to members of the company, state the 

fact of the representation having been made; and 

(b) Send a copy of the representation to every member of the company to 

whom notice of the meeting is sent whether or after receipt of the 

representation by the company; and if a copy of the representation is not 

sent as aforesaid because it was received too late or because of the 

company’s default, the auditor may, without prejudice to his right to be 

heard in person, require that the representation shall be read out at the 

meeting. But this is subject to the provision in law that it shall not be 

necessary to send out or to read out the representation of the meeting if, on 

this application either of the company or of any other person who claims 

to be aggrieved, and the registrar is satisfied that the rights conformed by 

this section are being abused to secure needless publicity for defamatory 

matter, and the registrar may order the company’s costs on an application 
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under this section to be paid in whole or in part by the auditor, not with 

standing that he is not a party to the application. 

It further states that every company shall within fourteen days from the date of 

any appointment or retirement, removal or other ceasing to hold office of an auditor, an 

auditor sends intimation to the registrar together with the consent in writing of the auditor 

concerned. 

Sometimes it may happen that the first auditor(s) are not appointed by the 

directors within one hundred and twenty days (120) of the date of incorporation of the 

company or where auditors appointed are unwilling to act as auditors of the company or 

where a casual vacancy in the office of an auditor is not filled within thirty days after the 

occurrence of the vacancy. The commission (Security and Exchange Commission) may 

appoint a person to fill the vacancy. 

 

1.6 Self-Assessment Questions-1 

Fill in the blanks with suitable and appropriate words in the following sentences: 

i. The object of Companies Ordinance provision is to ensure the 

appointment of an_______________ auditor. 

ii. The auditor should be in a position to give an _______________ and 

____________ opinion on the Company’s financial statements. 

iii. His _______________ status is of vital importance. 

iv. An independent audit ensures that _____________ of the law have been 

duly complied with by the company. 

v. Every company shall, at each annual general meeting, appoint auditors to 

hold office until the next______________________________________. 
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vi. There is said to be a ____________ vacancy when the auditor ceases to 

act before the expiry of his term of office. 

vii. Under Company Law the authority for removal of an auditor is vested in 

the _____________ in a general meeting. 

 

2.      QUALIFICATION AND DISQUALIFICATION OF AUDITORS 

Law prescribes specific qualification to be an auditor of public limited company 

or a private limited company. 

2.1    Qualification of Auditors of Public Limited Company. 

  According to Section 254 (1) of the Companies Ordinance 1984 the person (s) to 

be appointed as an auditor of a public limited company or private limited Company 

which is a subsidiary of a public Company, must be a Chartered Accountant within the 

meaning of the Chartered Accountant Ordinance 1961 (X of 1961). 

Section 254 of the company Ordinance 1984 provides that no person can be 

appointed or can act as the auditor of a public company or a private company which is the 

subsidiary of a public company, unless he is a Chartered Accountant within the meaning 

of the Chartered Accountants Ordinance, 1961. 

A firm whereof all the partners practicing in Pakistan are Chartered Accountants 

may be appointed by its firm name to be auditor of a company and may act in its firm’s 

name. 

For becoming a duly qualified chartered accountant it is necessary that: 

(i) The candidate should have completed prescribed period of article ship in a 

firm of Chartered Accountants in Pakistan. 
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(ii) He should have passed all the prescribed examinations of the Institute of 

Chartered Accountants of Pakistan. 

(iii) He should have become a member of the Institute of Chartered 

Accountants of Pakistan as an ACA or FCA and have been granted a 

certificate of practice by the Institute. 

(iv) As an alternate to(I) and (ii) above, he is member of an approved foreign 

Institute of Chartered Accountants and has also become member of 

Institute of Chartered Accountants of Pakistan and holds a certificate of 

practice from this Institute. 

2.2 Qualification of Auditors of Private Limited Company 

In case of a private company having paid up capital of three million rupees or 

more, he must also be a Chartered Accountant with the meaning of Chartered Accountant 

Ordinance 1961. 

The auditor of a private company which is not the subsidiary of any public 

company and having paid up capital less than three million rupees need not hold any 

professional qualification. . 

2.3 Disqualification of Auditor 

 Section 254 (3) to 254 (7) of the companies ordinance 1984 deal with the matter 

of disqualification of auditors. 

 None of the following persons shall be appointed as auditor of the company: 

(1) A person who is, or at any time during the preceding three years was, a 

director, other officer or employee of the company. 

(2) A person who is a partner of or in the employment of a director, officer or 

employee of the company; 
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(3) The spouse of a director of the company. 

(4) A person who is indebted to the company; 

(5) A body corporate. 

(6) A person or his spouse or minor children, or in case of a firm, all partners 

of such firm who holds any shares of an audit client or any of its 

associated Companies. 

It should be noted that reference in this section to an “officer” or “employee” do 

not include auditor. 

If after his appointment an auditor has becomes subject to any of the 

disqualification’ as mentioned above he shall be deemed to have vacated his office as 

auditor with effect from the date on which he becomes so disqualified. 

 A person who, not being qualified to be an auditor of a company, or become 

subject to any disqualification to act as such acts as auditor of a company shall be liable 

to a fine which may extend to twenty five thousand rupees. 

2.4 Remuneration of an Auditor 

The expression “auditor’s remuneration” includes sums paid by the company to 

its auditors in respect of:- 

- Audit fee 

- Tax Services 

- Corporate consultancy 

- Out of pocket expenses 

 

Section 252(8) deals with the remuneration of auditors. The remuneration of 

auditors is to be fixed by directors if appointed by them, by Commission if appointed by 
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it and in all other carises by the company in the general meeting or in such manners as the 

general meeting may determine. 

The professional ethics framed by the Institute of Chartered Accountants of 

Pakistan regarding remuneration are also applicable to company auditors. 

2.5 Self-Assessment Questions-2 

(i) What qualification is necessary for the auditor of a company in Pakistan? 

(ii) How such qualification can be acquired? 

(iii) Mr. Kabir Ahmad is a fellow member of the Institute of Cost and 

Management Accountants of Pakistan as well as of U.K. Can he accept the 

appointment as a company auditor in Pakistan? 

 

3 POWERS, RIGHTS, DUTIES AND STATUS OF A COMPANY   AUDITOR 

3.1 Powers and Rights of Auditor of a Company. 

In order to enable an auditor of a company to carry out his statutory duties 

independently, the following powers and rights are given to him under section 255 of the 

Companies’ Ordinance 1984. 

3.1.1 Rights to access the books of Accounts. 

Every auditor of a company shall have a right to access at all times to the 

books and accounts and vouchers of the company. 

The books and accounts and vouchers referred to above include not only 

the financial books, but all books and documents whether financial, statistical or 

memoranda. The auditor has thus a right to attend and require production of any 

necessary data at any time. 
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In case the company having a branch office outside Pakistan it shall be 

sufficient if the auditor is allowed access to such copies of an extracts from the 

books and papers of the branch as have been transmitted to the principle office of 

the company in Pakistan. But it has been held that the auditors have no lien of the 

books of accounts audited by them. Lien could however be exercised on the 

correspondence and working papers only. 

3.1.2. Right to require information and explanations from the directors and 

officers of the company. 

Every auditor shall be entitled to require from the directors and officers of 

the company such information and explanation as may be necessary for the 

performance of his duties. 

 The nature of the information and explanation which the auditor may 

require from the directors and officers of the company is a matter to be decided by 

the auditor himself, and no limit can be placed upon his requirements in this 

connection, if the information is, in his opinion, necessary for the performance of 

his statutory duties. 

 If the management of a company do not allow the auditor access to any 

books or documents or do not furnish him the information required by him in the 

course of his work, he should state these facts in his audit report to the 

shareholders of the Company. 

3.1.3 Rights to attend general meeting of the company. 

The auditor of a company shall be entitled to receive notice of and to 

attend any general meeting of the company in which any accounts which have 

been examined or reported on by him are to be laid before the company, and he 
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may make any statement or give any explanation he desires with respect to 

accounts. 

Generally speaking, an auditor need not attend every general meeting of 

the company of which any accounts reported upon by him have been laid before 

the shareholders. However, in the following circumstances it would be advisable 

that he should attend the general meeting. 

(a) If in a particular case he has specially been requested to attend the 

meeting. 

(b) When his report contains important qualifications directly affecting 

the company management. 

(c) When he has received a notice from the company that someone 

else is going to be proposed for appointment as auditor of the 

company at the annual general meeting. 

3.2 Duties of a Company Auditor. 

Where the powers and rights have been given to the Auditor, Law also imposes 

certain duties on a company auditor which are described below: 

3.2.1 To certify statutory report: (Section 157) 

Every company limited by shares and every company limited by guarantee 

and having a share capital shall, within a period of not less than three months or 

more than six months from the date at which the company is entitled to 

commence the business hold a general meeting of the members of the company 

which is called the statutory meetings. An auditor is required to certify the 

statutory report so far as it relates to the shares allotted by the company, the cash 

received in respect of such shares and to the receipts and payments of the 
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company. As this report is to be discussed in the statutory meeting is known as 

statutory report. 

3.2.2. To give report for insertion in the prospectus: (Second Schedule –

section 2) 

When a company, which has been caring on business, issues a prospectus, 

its auditor is required to give a report (for insertion in the prospectus) with regard 

to the profits and losses and assets & liabilities and the rates of dividends paid by 

the company during the proceeding five years or a shorter period, if the company 

has been in existence for less than three years. 

3.2.3. To make report to be laid in general meeting :( section 255 (3)) 

An auditor of a company shall make a report to the members of the 

Company on the accounts and books of accounts of the company and on every 

balance sheet.-Profit and losses account or income statement including notes, 

statements or schedules appended thereto, which are laid before the Company in 

general meeting during his tenure of office, and his report should be in the format 

as specified in Form 35 A or Form 35 B as may be the case of Companies Rules 

1985. 

3.2.4. To certify solvency in case of voluntarily winding up the company 

(section 362). 

In case it is proposed to wind up the company voluntarily. The directors 

make a declaration to the effect that they have made a full inquiry into the affairs 

of the company and they have formed the opinion that the company will be able 

to pay its debts in full within a period not exceeding twelve months from the 

commencement of the winding up. This declaration is accompanied by a copy of 
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the company auditors report which also give statement of the company’s assets 

and liabilities as at that date 

3.2.5.  To give help to the Advocate General.. 

An auditor (Past or Present) of the company is bound to give all possible 

help to the advocate general in connection with a prosecution of directors, etc, 

3.3 Agreement with Client regarding Reduction of Auditor’s Powers. 

You should carefully note that rights and powers of company auditor cannot be 

compromised or reduced by any agreement between the auditors and his client. Any 

mutual understanding and agreement whereby the powers of auditor  reduced is ultra 

virus  the Companies Ordinance 1984. It was held in Newton Vs. Birmingham small 

Arms Company Limited that Articles of Association which would limit the powers of the 

auditor are ultra virus.   

3.4 Status of a Company Auditor 

The auditor of a company is the agent of the shareholders as far as the audit of the 

accounts is concerned. That is why the audit report is addressed to the shareholders. The 

auditor is not, however, deemed to be the agent of the shareholders in respect of 

knowledge acquired by him in the course of audit and the shareholders are not bound 

thereby. Similarly communication of information by the auditor to the directors will not 

be deemed communication to an agent whereby the principal is bound. It means that if 

the auditor has to convey some information to the shareholders, he must not give it 

merely to the directors, but he must include it in his audit report to the shareholders. 

The auditor of a company is, not one of its officers except for the purposes of 

section 412,417 and 418 of the Companies Ordinance 1984. Under section 412, where a 

company is in liquidation, its past and present auditors are liable to make good any losses 
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sustained by the company on account of negligence on their part if misfeasance 

proceedings are taken against them by the liquidator. Under sections 417 and 418, if a 

charge of falsification of accounts or forgery is brought against the auditor by the 

liquidator of the company, the auditor is punishable with imprisonment for a term which 

may extend to two years or with fine, which may extend to twenty thousand rupees on 

both. 

Apart from these three sections, the auditor is not an officer of the company. 

Under a number of sections of the Companies Ordinance 1984, if default is made in 

complying with the requirements thereof, the company and its officers are made liable to 

fine, but here the auditor is not included in the term “officer”, and he is therefore not 

liable for such defaults. 

3.5 Self-Assessment Questions-3 

 (i)  During the course of audit, the auditor observes that the affairs of the 

company are not running prudently. He has an adverse opinion about the 

soundness of the company’s financial policy. 

 Offer your comments whether the auditor should qualify his report on 

account of above matters. 

(ii)  Study the following carefully and write ‘Yes’ or ‘No’ against each as you 

deem fit: 

(a) To enable the auditor to get necessary information and documents 

for discharge of his statutory duties, he is to be considered an 

officer of the company. 

(b) Every auditor of a company shall have a right of access at all times 

to the books, accounts and vouchers of the company. 
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(c) With a view to support his qualifications in the audit report, the 

auditor has lien on the books and accounts of the company. 

(d) The auditor has to attend every annual general meeting of the 

company wherein his report is being laid before the shareholders 

for consideration. 

(e) The auditor may discuss scope of his work of annual audit with the 

directors of the company and make suitable adjustments to reduce 

his work on assurance of the directors that accounts of the 

company have been prepared on an idealistic basis. 

iii. Put suitable words and complete following sentences: 

(a) The amalgamation is aimed at elimination ___________ and 

achieving ________________. 

(b) During normal audit, the auditor is not ____________ about plans 

of the recapitalization unless the work is __________ given to him. 

(c) The questions of reconstruction and points arising there from are 

normally not ____________ by annual audit unless it _______ the 

balance sheet of the company to be ___________ by the auditor. 

(d) Auditor is _____________ not an officer of the Company. 
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4.  TYPES OF AUDIT REPORTS 

 In the previous units you studied about the audit procedure and different 

techniques of audit.  Once the auditor completes his audit work, he has to submit his 

report. In his report he expresses his opinion as to how the financial statements were 

prepared. Auditors may have to submit their reports for various purposes which will be 

discussed later, but the audit report may be categorized as either:   

i. A clean report; or  

ii. A qualified report, 

4.1. Unqualified /Clean Report: 

 An unqualified opinion should be expressed when the auditor concludes that the 

financial statements give a true and fair view in accordance with the identified financial 

reporting frame work.  

4.2. Qualified Reports 

 If on the other hand the auditor is not satisfied that financial statements give a true 

and fair view in accordance with the identified financial reporting frame work etc, he can 

issue a report as “qualified/modified report”. In this case he will specify the points on 

which he is not satisfied and will also give a clear statement to his observation. Some of 

the important grounds on which the auditors may have to qualify his report are:  

 In the auditor’s opinion, the profit and loss account and balance sheet do not 

conform to the accounting principles, appropriate to the circumstances and nature 

of the business.  

 The profit and loss account and balance sheet have been prepared on principles 

inconsistent with the previously adopted principles and change found without 

adequate explanation and disclosure of the effects of the change. 

 



 111 

 The auditor does not agree with the amount at which an asset or liability has been 

stated.  

 The profit and loss account and balance sheet does not disclose information which 

is necessary for presenting a true and correct view. 

 Information given in a note to the accounts materially alters the view otherwise 

given by the accounts.  

4.3. Self Assessment Question-4 

i. Study the following statements carefully and write ‘Yes’ or ‘No’ against 

each  according to your judgment. 

(a) The object of audit is preparation of various types of accounts 

statements.  

(b) One of the objects of audit is certification of the statutory report. 

(c) The result of audit is incorporated by the accountant in the ledger.  

(d) A clean report specifies the points on which the auditor is not 

satisfied.  

ii. What are the basic characteristics of a good audit report? 
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5. FORMS OF REPORTS 

There are various purposes for which an auditor’s report may be required, such as: 

 i) Statutory report. 

 ii) Report for insertion in the prospectus.  

 iii) Annual audit report.  

 iv) Report in support of director’s declaration of company’s solvency. 

 v) Report prepared for miscellaneous purposes as required by a particular 

 client.           

 These reports are discussed in detail in the ensuing paragraphs. 

5.1 Certification of Statutory Report 

Under Section 157 of the Companies Ordinance 1984 every company is required 

to hold a general meeting within a period of not less than three months and not more than 

six months from the date at which the company is entitled to commence business. This 

meeting is called the statutory meeting. Before at least 21 days of the date of this 

meeting, the directors have to forward to each share-holder a report (called the statutory 

report) duly signed by the directors. This report should contain the information required 

by section 157(3) of the Companies ordinance. Out of the matters required by this section 

to be given in the statutory report, the following information have to be certified as to its 

correctness by the auditors of the company as required by section 157(5):- 

(I) Shares allotted by the Company. 

(II) Cash received in respect of shares issued. 

(III) Receipts and payments of the Company. 

 The following work will have to be performed by the auditor for the purpose of 

certifying the information contained in the statutory report.  
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(I) Terms contained in the prospectus and Articles of Association in 

connection with issue of shares should be examined and seen to verify that 

these have been complied with.  

(II) Application and allotment sheets should be vouched with application 

forms and cash received.  

(III) Number of shares allotted should be checked with director’s minutes of 

allotment.  

(IV) It should also be seen that the allotments do not exceed authorized capital 

or shares offered for subscription.  

(V) Allotments should be checked with allotment sheets, register of members 

and share ledger.  

(VI) It should be seen that the return of allotments has been filed with the 

Registrar of Companies within prescribed time limit.  

(VII) Letter of regret should be checked with application money refunded. 

(VIII) Casting and posting of applications and allotment sheets, cash book, 

journal, ledger etc., should be checked. 

(IX) Cashbook and ledger should be checked with bank statements and bank 

reconciliation statements.  

(X) Expenditure should be vouched and finally checked to the ledger accounts 

concerned.  

(XI) Entries should   check with the statutory report.  

 If the auditor, after his verification and check, is satisfied with the accuracy of the 

shares allotted by the company and cash received in respect of shares so issued, he will 

issue the following report which will be attached to the statutory report (or will appear 

just below the statutory report) of the company:  
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We hereby certify that so much of the statutory report as relates to the shares 

allotted, cash received in respect of such shares and receipts and payments of 

company is correct. We further certify that the said payments were made for 

the purpose of the company. 

 

Dated:---------------------                                                    ABC &Co., 

                                                                                  Chartered Accountants 

5.2 Report for Insertion in the Prospectus 

 The prospectus is an invitation to the general public for subscription to the share 

capital of the company. Section 53 of the Companies ordinance 1984 governs various 

legal requirements in this respect. A prospectus should contain the information required 

by this Section. Out of this information, second schedule requires that a report from the 

auditor of the Company should be annexed to the prospectus in respect of the following 

matters:  

(I) Profits of the company in respect of each of five financial years 

immediately preceding the issue of prospectus.  

(II) Rates of dividends, if any, paid by the company on each class of shares in 

the company for each of the five years immediately preceding the issue of 

prospectus.  

(III) Source from which the dividends have been paid. 

(IV) Particulars of shares on which no dividends have been paid.  

(V) If no accounts have been made up to three months before the issue of the 

prospectus, a statement of this fact.  

(VI) This information should be supported by a statement in respect of profits 

of the company for the preceding five years showing clearly the trading 
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results and all charges and incidental expenses, but excluding the 

following:  

(a) income or profit having no relation to the trading for 

 The period covered.  

(b) items of profit or income of a non-recurring nature 

 Amounts appropriated to reserves or for payment for taxes etc. should however, 

be included. 

 If a company has been carrying on business for less than five years, then the 

auditors’ report will cover only that period. 

 In case the company has a subsidiary company, the above-mentioned information 

relating to the subsidiary should also be included in the auditors’ report.  

 The auditor will have to thoroughly examine and scrutinized the information 

mentioned above. He will also see that a tabulated Profit and Loss account (see page ) for 

the preceding five years has been prepared and it shows the information required by law 

(as mentioned above). If he is satisfied with this information he will issue that following 

report for insertion in the prospectus:-  

We report that the profits of the company as disclosed by the annual audited accounts for 

five years from July 1, 1999 to June 30, 2004 and  rates of dividends together with the 

source from which these have been paid by the company shown below are correct.  We 

also certify that June 30, 2004 is the last date unto which the audited accounts have been 

made up and that the company has no subsidiary company. 

 

 

Dated: --------------------------                                                       ABC & C0., 

                                                                                                 Chartered Accountants.  



 116 

 

 

 
 

 

PROFIT AND LOSS ACCOUNT 



PROFIT AND LOSS ACCOUNT 

1999-2000, 2000-01,2001-02,2002-03,2003-04. 
 

Participation 1999-00 2000-01 2001-02 2002-03 2003-04 Particulars 1999-00 2000-01 2001-02 2002-03 2003-04 

Cost of goods 

sold 

     Sales      

Establishment 

charges 

     Interest on 

investments 

     

Managing Agents 

remuneration 

           

Directors’ fees            

Interest            

Depreciation            

Balance C/D            

       Rs.                  Rs.      

Provision for 

taxation 

     Balance 

B/D  

     

Transfer to 

general reserve 

(Balance from 

which dividends 

have been paid) 

     Balance 

B/D from 

last year 

     

 

            Rs. 

                   Rs.      

 



STATEMENT OF SHARE CAPITAL AND DIVIDENDS PAID 

Year ended 

30th          June  

Paid-up share 

capital  

Number of 

shares of Rs. 10 

each 

Dividends paid 

less tax 

 

2000     

2001     

2002     

2003     

2004     

 

5.3 Self-Assessment Question-5 

(I) Mark ‘Yes’ or ‘No’ against each of the following statements indicating 

your agreement or disagreement with their contents: 

(a) The accountant of the company prepares a statutory report.  

(b) Statutory report is prepared at the end of each financial year.  

(c) A statutory report certifies the information about a company 

regarding share allotment and money received and spent.   

(d) A prospectus is prepared at the time of incorporation of a limited 

company. 

(II) How would you proceed, as an auditor, with checking work for the 

purpose of preparation of a statutory report? 
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5.4 Annual Audit Report Under Companies Ordinance 1984 

Under section 255(3) of the Companies Ordinance 1984 every limited company 

incorporated under this ordinance has to get its balance sheet and profit and loss account 

audited every year and the auditor has to give his report on company’s financial 

statements. The requirements of the Companies ordinance 1984 in this respect are as 

under. 

(I) The auditors of a Company have to report on the financial statements  

examined by them to the members of the company. They have, thus, to 

report on every balance sheet and profit and loss account laid before the 

company in the general meeting.  

(II) The auditors report has to be laid before the members in the general 

meeting and shall be opened to inspection by any members.  

(III) The duty of the auditor is discharged after he has sent his signed report to 

the secretary of the company for further action.  

Contents of the Report 

From section 255(3) of the Companies ordinance 1984 the contents of the auditors 

report as shown on the next page.  
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THE COMPANIES ORDINANCE, 1984 

[ See section 255(3) and rule 17A] 

AUDITORS’ REPORT TO THE MEMBERS 

We have audited the annexed balance sheet of ------------------------------------------ 

as at ----------------- and the related *1 profit and loss account, cash flow statement and 

statement of changes in equity together with the notes forming art thereof, for the year 

then ended and we state that we have obtained all the information and explanations 

which, to the best of our knowledge and belief, were necessary for the purposes of our 

audit. 

 It is the responsibility of the company’s management to establish and maintain a 

system of internal control, and prepare and present the above side statements in 

conformity with the approved accounting standards and the requirements of the 

Companies Ordinance, 1984. Our responsibility is to express an opinion on these 

statements based our audit. 

 We conduct our audit in accordance with the auditing standards as applicable in 

Pakistan. These standards require that we plan and perform the audit to obtain reasonable 

assurance about whether the above side statements are free of any material misstatement. 

An audit includes examining on a test basis, evidence supporting the amounts and 

disclosures in the above side basis, evidence supporting the amounts and disclosures in 

the above side statements. An audit also include assessing the accounting policies and 

significant estimates made by management, as well as, evaluating the overall presentation 

of the above said statements. We believe that our audit provides a reasonable basis for 

our opinion and, after due verification, we report that_____ 
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(a) In our opinion, proper books of accounts have been kept by the company 

as required by the Companies Ordinance, 1984; 

 (b) In our opinion ______ 

(i) the balance sheet and profit and loss account together with 

the notes thereon have been drawn up in conformity with 

the Companies Ordinance, 1984, and are in agreement with 

the books of accounts and are further in accordance with 

accounting policies consistently applied *2 except for the 

changes as stated in note(s) with which we concur; 

(ii) the expenditure incurred during the year was for the 

purpose of  the company’s business; and  

(iii) the business conducted, investments made and the 

expenditure incurred during the year were in accordance 

with the objects of the company; 

(c) In our opinion and to the best of our information and according 

to the explanations given to us, the balance sheet, *1 profits 

and loss account, cash flow statement and statement of 

changes in equity together with the notes forming part thereof 

conform with approved accounting standards as applicable in 

Pakistan, and, give the information required by the Companies 

Ordinance, 1984, in the manner so required and respectively 

give a true and fair view of the state of the company’s affairs 
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as at ------------ and of the *3 profit/loss, its cash flows and 

changes in equity for the year then ended; and  

(d) In our opinion *4 Zakat deductible at source under the Zakat 

and Ushr Ordinance, 1980 (XVIII) of 1980), was deducted by 

the company and deposited in the Central Zakat Fund 

established under section 7 of that Ordinance. 

Signature 

 [ Name(s) of Auditors] 
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The contents of this report are discussed para-wise in more detail below:  

(I) Information and Explanation.—the auditor has got a right to examine the 

books of account and relevant records of the company and also to obtain such 

information and explanations which may be necessary for the purpose of 

performing his duties. If he is not satisfied with the information and 

explanations given to him, he can qualify his report. 

(II) Conformity with the Law.—The auditors should see that the balance sheet and 

profit and loss account have been prepared in conformity with the provisions 

of section 234  (Forth/Fifth  schedule as may be the case of the Companies 

Ordinance) 1984. 

(III) State of the Company’s Affairs.—In order to certify that the balance sheet and 

profit and loss account exhibit a true  and correct view of the state of the 

company’s affairs according to the best of his information and explanations 

given to him and as shown by the books of the company, the auditors should: 

(a) Examine the vouchers with necessary supports i.e. Memorandum and 

Articles of Association etc.  

(b) Verify all the assets and liabilities of the company;  

(c) Carry out routine checking and verify the arithmetical accuracy of the 

books of account.  

(IV) Proper Books of Account.—The auditors should verify that proper books of 

account as required under section 230 of the companies ordinance 1984 have 
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been kept to show all the receipts and payments, purchases and sales and 

assets and liabilities of the company.     

5.5 Self-Assessment Question-6 

(I) What are the requirements of the Companies Ordinance, 1984, regarding 

annual audit report of a company? 

(III) Messers Liaqat and Brother is a Partnership firm. Would its annual 

accounts require audited by external auditors under the provisions of 

companies Ordinance, 1984?  

5.6 Annual Audit Report Under Banking Companies Ordinance, 1962. 

The reporting requirements under this Ordinance are almost the same as under the 

Companies ordinance 1984. The auditors report under section 35(5) of the Banking 

Companies Ordinance is given on the next page.  
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AUDITORS’ REPORT TO THE MEMBERS 

We have audited the annexed balance sheet of ABC Commercial Bank Limited (“ 

the Bank”) as at December 31, 2002 and the related profit and loss account, cash flow 

statement and statement of changes in equity together with the notes forming part thereof 

(here-in-after referred to as the financial statements’) for the year then ended, in which 

are incorporated the unaudited certified returns form the branches except for seven 

branches which have been audited by us and we state that we have obtained all the 

information and explanations which, to the best of our knowledge and belief, were 

necessary for the purposes of our audit.  

It is the responsibility of the Bank’s Board of Directors to establish and maintain a 

system of internal control, and prepare and resent the financial statements in conformity 

with approved accounting standards and the requirements of the Banking Companies 

Ordinance, 1962 (LVII of 1962), and the Companies Ordinance, 1984 (XLVII of 1984). 

Our responsibility is to express an opinion on these statements based on our audit.  

We conducted our audit in accordance with the International Standards on Auditing as 

applicable in Pakistan. These standards require that we plan and perform the audit of 

obtain reasonable assurance about whether the financial statements are free of any 

material misstatement. An audit includes examining, on a test basis, evidence supporting 

amounts and disclosures in the financial statements. An audit also includes assessing 

accounting policies and significant estimates made by management, as well as, evaluating 

the overall presentation of the financial statements: We believe that our audit provides a 

reasonable basis for our opinion and after due verification, which in case of loans and 
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advances covered more than 60% of the total loans and advances of the Bank, we report 

that: 

(a) In our opinion, proper books of accounts have been kept by the Bank as required by 

the Companies Ordinance, 1984 (XLVII of 1984), and the returns referred to above 

received from the branches have been found adequate for the purposes of our audit; 

(b) In our opinion: 

(i) The balance sheet and profit and loss account together with the notes thereon have 

been drawn up in conformity with the Banking Companies Ordinance, 1962, (LVII of 

1962), and the Companies Ordinance, 1984 (XLVII of 1984), and are in agreement with 

the books of account and are further in accordance with accounting policies consistently 

applied; 

(ii) the expenditure incurred during the year was for the purpose of the Bank’s business; 

and  

(iii) the business conducted, investments made and the expenditure incurred during the 

year were in accordance with the objects of the Bank and the transactions of the Bank 

which have come to our notice have been within the powers of the Bank; 

(c) In our opinion and to the best of our information and according to the explanations 

given to us, the balance sheet, profit and loss account, cash flow statement and statement 

of changes in equity together with the notes forming part thereof conform with approve 

accounting standards as applicable in Pakistan, and give the information required by the 

Banking Companies Ordinance, 1962 (LVII of 1962), and the Companies Ordinance, 

1984 (XLVII of 1984), in the manner so requited and give a true and fair view of the state 
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of the Bank’s affairs as at December 31, 2002, and its true balance of the profit, its cash 

flows and changes in equity for the year then ended; and  

(d) In our opinion Zakat deductible at source under the Zakat and Ushr Ordinance, 1980 

(XVIII of 1980), was deducted by the Bank and deposited in the Central Zakat Fund 

established under section 7 of that Ordinance.  

February 27, 2003     XYZ & CO 

ISLAMABAD      CHARTERED ACCOUNTANTS  
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ANNUAL AUDIT REPORT UNDER INSURANCE ACT, 1938. 

Under the Insurance Act the auditors have to report, in addition to matter referred 

under annual audit under Companies ordinance 1984, whether: 

(I). They have verified cash and bank balances and the securities relating to 

the insurance company’s loans and investments by actual inspector or by 

the production of certificates:  

(II). Any part of the assets of the life insurance fund has been directly or 

indirectly applied in contravention of the provisions of the Insurance Act 

relating to the application and investment of life insurance fund. 

(III). To the best of their knowledge and belief and according to the information 

and explanations given to them and so far as appears from their 

examination of the company’s books of account, all expenses of 

management wherever incurred, whether directly or indirectly, and all 

charges incurred in respect of life, fire, marine and miscellaneous 

insurance business transacted in Pakistan, have been debited to the 

respective revenue accounts and to the profit and loss account as expenses. 

(IV). To the best of their knowledge and belief the company has not paid to any 

person any commission in any form outside Pakistan in respect of 

insurance business transacted by the company in Pakistan and also 

whether the company also whether the company has received, outside 

Pakistan, from any person any commission in any form in respect of any 

business reinsured abroad. 
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Following are extracts from Securities and Exchange Commission (Insurance) Rules, 

2002, comaining the formats of auditors, reports as modified by SECP’s F. No. 

7(1)(T(1)/2000, dated March 11, 2003:- 

“ AUDITORS’ REPORT TO THE MEMBERS OF A LIFE INSURANCE 

COMPANY 

 We have audited the annexed financial statements comprising of:- 

 (i) balance sheet; 

(ii) profit and loss account; 

(iii) statement of changes in equity; 

(iv) cash flow statement; 

(v) revenue account; 

(vi) statement of premium; 

(vii) statement of claims; 

(viii) statement of expenses; and  

(ix) statement of investment income 

of ……………………… as at ………………………. together with the notes part 

thereof, for the year then ended.  

 It is the responsibility of the Company’s Board of Directors/Management to 

establish and maintain a system of internal control, and prepare and present the financial 

statement in conformity with the Approved Accounting Standards as applicable in 

Pakistan and the requirements of the Insurance Ordinance, 2000 (XXXIX of 2000) and 

the Companies Ordinance, 1984 (XLVII of 1984). Our responsibility is to express an 

opinion on these statements based on our audit.  

 We conducted our audit in accordance with the Auditing Standards as applicable 

in Pakistan. Those standards require that we plan and perform the audit to obtain 
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reasonable assurance about whether the financial statements are free of material 

misstatement. An audit includes examining, on a test basis, evidence supporting the 

amounts and disclosures in the financial statements. An audit also includes assessing 

the accounting polices used and significant estimates made by management, as well 

as, evaluating the overall financial statements presentation. We believe that our audit 

provides a reasonable basis for our opinion. 

 In our opinion – 

(a) Proper books of accounts have been by the Company as required by the 

Insurances Ordinance, 2000 and the Companies Ordinance, 1984; 

(b) The financial statements together with the notes thereon have been drawn 

up in conformity with the Insurance Ordinance, 2000 and the Companies 

Ordinance, 1984, and accurately reflect reflect the books and records of 

the Company and are further in accordance with accounting policies 

consistently applied *1except for the changes as stated in note(s) ……….. 

with which we concur; 

(c) The financial statements together with the notes thereon present fairly, in 

all material respects, the state of the Company’s as at …………. and of 

the profit, its cash flows and changes in equity fir the year than ended in 

accordance with Approved Accounting Standards as applicable in 

Pakistan, and information required to disclosed by the Insurance 

Ordinance, 2000 and the Companies Ordinance, 1984; 

(d) The apportionment of assets, liabilities, revenue and expenses between 

two or more funds has been performed in accordance with the appointed 

actuary; and  
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(e) Zakat deductible *2 at source undor the zakat and Ushr Ordinance, 1980 

(XVIII of 1980). Was deducted by the Company and deposited in the 

Central Zakat Fund established under Section 7 of that Ordinance.  

Dated …………………      Signature 

Place ………………….     [ Name(s) of Auditors] 

NOTES 

*1 Where there is no change in the accounting policy(ies) the portion “except for the 

changes as stated in note(s) ……………. Which we concur” may be omitted. 

*2 Where no Zakat is deductible, substitute “no Zakat was deductible at source under 

the Zakat and Ushr Ordinance, 1980”. 

 Where any of the mater referred to in the Auditors’ Report is answered in the 

negative or with a qualification, the report shall state the reason for such answers  

along with the factual position to the best of the auditor’s information.” 
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“AUDITORS’ REPORT TO THE MEMBER OF A NON-LIFE INSURANCE 

COPANY 

We have audited the annexed financial statements comprising of:- 

 (i) balance sheet; 

(ii) profit and loss account; 

(iii) statement of changes in equity; 

(iv) cash flow statement; 

(v) statement of premium; 

(vi) statement of claims; 

(vii) statement of expenses; and  

(viii) statement of investment income; 

of ……………………….. as at ……………………. Together with the notes forming 

part thereof, for the year then ended.  

 It is the responsibility of the Company’s Board of Directors/management to 

establish and maintain a system of internal control, and prepare and present the financial 

statements in conformity with the Approved Accounting Standards as applicable in 

Pakistan and the requirements of the Insurance Ordinance, 2000 (XXXIX of 2000) and 

the Companies Ordinance, 1984 (XLVII of 1984). Our responsibility is to express an 

opinion on these statements based on our audit. 

 We conducted our audit in accordance with Auditing Standards as applicable in 

Pakistan. Those Standards require that we plan and perform the audit to obtain reasonable 

assurance about whether the financial statements are free of material misstatement. An 

audit examining, on a test basis. evidence supporting the amounts and disclosures in the 

financial statements. An audit also includes assessing the accounting policies used and 

significant estimates made by management, as well as, evaluating the overall financial 
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statements presentation. We believe that our audit provides a reasonable basis for our 

opinion. 
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5.8 Report on Affairs of a Company in Support Of Directors Declaration of the 

Company’s Solvency 

Before proceedings in voluntary winding up, it is necessary for the directors, first 

to consider whether the company is solvent or insolvent.  The directors  or a majority of 

them have to make a declaration that after full enquiry into the affairs of the company, 

they are of the opinion that the company will be able to pay its debts in full within a 

period not exceeding 12 months from   the date of commencement of winding up.  

Under  the Companies Ordinance 1984 such declaration has to be supported by a 

report on  the companies affairs by its  auditors. For this purpose the auditor  should 

verify all the assets and liabilities of the company and its income and expenses. He 

should also enquire into the reasons due to which the company is being wound up.  

 

SUGGESTED PROFORMA OF AUDITOR’S REPORT 

The Directors       Dated___________________ 

_______________                                                                                  

_______________ 

 

Dear Sir,  

 

 We have audited the accounts of your company from -------------------------------

to_____________________ and have signed the balance sheet together with the profit 

and loss account. 

 

 We have obtained all the information and explanations which we have required 

and in our opinion, the balance sheet exhibits a true an a correct view of the state of the 
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company’s affairs, according to the best of our information and the explanations given to  

us and as shown by the books of the company.  

 It will be seen from the accounts that the total liabilities and total secured debts 

were approximately Rs.______________. Against these, there were the following assets:  

    

 (a) Fixed assets     Rs._____________________ 

 (b) Stocks           _____________________ 

 (c) Book debts          _____________________ 

             _____________________ 

 (d) Cash in hand and in bank          _____________________ 

             _____________________ 

 

                       Yours faithfully, 

 

 

         ABC & Co. 

        Chartered Accountants.  
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ADDITIONAL REPORTS IN CERTAIN CASES 

If proceeds or any part of the proceeds of the issue of shares or debentures are 

going to be applied, whether directly or indirectly, for purchase of any business, a report 

from a chartered accountant on profits of the business will also have to be given in 

prospectus. This report should cover the preceding five years or such shorter period for 

which that business has been in operation. Form for this report will be the same as has 

been shown in section 5.2 on the previous pages.  
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6. PRACTICAL EXAMPLES 

6.1     Audit Report of Electric Supply Companies 

          The form of auditor’s report or certificate would be as under:-  

 “We have audited the balance sheet of the Multan Electric supply Company 

Limited as on 31st December, 1980 and the annexed revenue account and other 

supporting statements of the company for the year ended upon that state with the books 

and accounts as kept in the company’s head office and report that;  

(I) We have obtained all the information and explanation which we required.  

(II) In our opinion the balance sheet, revenue account and other statements have 

been drawn up on conformity with the law.  

(III) Such balance sheet exhibits a true and correct view of the state of company’s 

affairs according to the best of our information and the explanations given to 

us and as shown by the books of the company.  

(IV) In our opinion the company as required by Electricity Act, 1910, has kept the 

books of accounts.  

(V) Our report is subject to the following points:  

 

…………………………………………………………………………………

………………………………………………………………………………….. 

Dated____________________  
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6.2     Cost Audit Reports 

 The type of audit conducted by the auditor determines the format and frequency 

of cost audit report. It may be a preliminary survey highlighting the problem areas. It 

may, on the other hand, contains a detailed critical analysis of the cost function. 

Whatever may be the format, a routine cost audit report may reveal the following 

information:  

(I) Name of the company and place of business.  

(II) Location of factories and type of business carried on.  

(III) General management structure.  

(IV) Installed and utilized production capacity.  

(V) Cost accounting system in force.  

(VI) Capital employed and net Worth.  

(VII) Expenses, income and profit before taxes.  

(VIII) Various ratios.  

(IX) Production and sale  figures. 

(X) Detailed comments on  

(a) Raw materials. 

(b) Salaries and wages. 

(c) Stores, spares and Depreciation.  

(d) Overheads.  

(e) Abnormal and non-recurring cost.  

 

(XI) Extent to which objectives (for which audit was conducted ) have been 

achieved.  
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(XII) Projections, their basis and expectancy of achievement.  

(XIII) Review on efficiency of various functions.  

 Unit No: 15 deals entirely with cost and management audit and you should refer 

to its contents carefully regarding cost audit.  

7. SUMMARY OF THE UNIT 

The object of legal provisions made in the Company Ordinance 1984  is to ensure, 

as for as possible, the appointment of independent auditors with adequate professional 

qualification and training who will be in a position to give an unbiased and competent 

opinion on accounts of the company without any fear of loss of appointment or 

remuneration. 

The first auditors may be appointed by the directors before the statutory meeting. 

If so appointed they will hold office until the first annual general meeting in which the 

new auditors are appointed or their continuation is confirmed for the next year. 

Every company shall at each annual general meeting appoint auditors to hold 

office until the next annual general meeting. No new auditor, other than retiring auditor 

can be appointed unless notice of appointing another auditor has been given by a 

shareholders at least 14 days or more, before the annual general meeting and the 

company has sent a copy of such notice to the retiring auditor and to each shareholder not 

less than seven days before the annual general meeting. 

The audit of a public limited company must be conducted by a chartered 

accountant within the meaning or Chartered Accountant Ordinance, 1961. The audit of 

private limited companies can be carried out by any person, except that if their paid up 

capital is three million rupees or more, under Income Tax Law their accounts must be 

certified either by a chartered accountant or by a cost and management accountant. 
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The remuneration of the auditors is to be fixed by the agency which appoints them 

i.e., the directors or the shareholders or the Scan lies and Exchange conversion of 

Pakistan.  The auditor has right of: 

(i) assess at all times to books, accounts and vouchers. 

(ii) Requiring necessary information or explanations necessary for conduct of 

his duties, and  

(iii) Receiving notice to attend any general meeting in which accounts are to be 

discussed. 

Following are duties to be performed by the auditors: 

(i) Certification of statutory report. 

(ii) Report on performance of company to be included in the Prospectus. 

(iii) Annual audit and submission of report to the shareholders. 

(iv) Report on company’s affairs in support of directors declaration of the 

company’s solvency. 

(v) All possible assistance to the Advocate General in connection with 

prosecution of the directors. 

Auditor’s report is medium through which he expresses his opinion on the 

accounts which he has audited. It may be CLEAN  report when he is satisfied with these 

accounts and QUALIFIES  one when he is not so satisfied.  

(i) Various laws in respect of reports issued for various purposes audits 

prescribe different forms of reports.  

(ii) Audit report must identify the accounts which are the subject of the report 

and the accounts should contain a cross-reference to the position of he 

audit report.  
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(iii) The audit report should not normally be signed until the board of directors 

for submission to the shareholders has approved the accounts.  

(iv) It should be the policy of the auditor to sign an audit report on the 

accounts submitted for audit, even if it is necessary to qualify his report 

and however, serious the qualification may be.  

(v) When the amounts regarding which an auditor is not satisfied are material, 

the qualify his report.  

(vi) When an auditor has to qualify his audit, the wording of the qualification 

must explain to the reader with precision and clarity the matters, which 

prevent the auditor form giving an unqualified report.  

 

8. ANSWERS TO SELF –ASSESSMENT QUESTIONS 

SAQ-1. 

 (i) Independent   (ii) Unbiased, Competent. 

 (iii) Independent   (iv) Requirements.  

 (v) Annual general meeting (vi) Casual 

 (vii) Shareholders 

SAQ-2. 

(a) See section 2.1 

(b) See section 

(c) Mr. Kabir Ahmed can undertake audit of private limited companies 

only if their paid up capital is under three million of rupees. The 

audit of private limited companies with paid up capital of three 

million rupees and above can be undertaken by him if he holds a 

certificate of practice from the Institute of Cost and Management 
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Accountants of Pakistan. He cannot undertake audit work of public 

limited companies. 

SAQ-3. 

(i) As the law stands at present, it is the statutory duty of an auditor to 

report to the shareholders all matters coming to his notice in the 

course of the audit which would cause to the balance sheet not to 

disclose a true state of the company’s affairs. But it is not a part of 

an auditor’s duty to tell the shareholders whether the company’s 

business is being carried on prudently or imprudently. The 

soundness or otherwise of the company’s financial policy is left to 

the directors; the auditor has nothing to do with it so long as he 

discharges his statutory duty. If a dividend or bonus proposed by 

the directors is legally justified by the amount of profits available 

and is within the authority of the company’s articles the auditor 

need not see whether it is justified by the company’s finances or 

not. The financial policy is the concern of the management. 

The auditor’s report should therefore confine itself only to 

the scope of work arising out of his duties under the Company Law 

and matters irrelevant to his real duties should not drag him into 

reporting on what is not required of him. 

 (ii) (a) No  (b) Yes  (c) No   

(d) No  (e) No  

(iii) (a) Destructive competition, economies 

(b) Concerned, specially 

(c) Covered, affects, audited 
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(d) Normally 

SAQ-4. 

 (i) (a) No 

  (b) Yes 

  (c) No 

  (d) Yes 

 (ii) See section 4 

SAQ-5. 

 (i) (a) No 

  (b) No 

  (c) Yes 

  (d) Yes 

 (ii) See section of the unit. 5.1 
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