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Chapter one 

Introduction to Auditing 

1 Introduction 

The word 'audit' is derived from the Latin word "audire" which means to hear. In the 

good old days whenever the proprietors of a concern suspected a fraud, certain people 

were appointed to hear verbal evidence of transactions of barter etc., and to judge the 

facts. 

In modern accounting world the auditing may be defined as “Auditing is such an 

examination of the books, accounts and vouchers of a business, as shall enable the 

auditor to satisfy himself whether the balance sheet is properly drawn up, so as to give a 

true and fair view of the state of affairs of the business, and that the profit and loss 

account gives a true and fair view of the profit or loss for the financial period, according 

to the best of his information and the explanations given to him as shown by the books ; 

and if not, in what respects he is not satisfied." 

1.1 Other definitions are: 

Auditing is an independent, objective and confidential statement about accuracy of 

records, in order to provide reasonable assurance to the management. 

An audit is an examination of accounting records undertaken with a view to establishing 

whether they correctly and completely reflect the transactions to which they purport to 

relate." 

A special committee of the American Institute of Accountants has defined the term 

'Audit' in the Accounting Research Bulletin No 9 as: An examination of a claim for 

payment or credit and of supporting evidence for the purpose of determining whether 

the expenditure is Properly authorized, has been or should be duly made, and how it 

should be treated in the accounts of the payer -hence 'audited voucher'. 

An examination of similar character and purpose of an account purporting to deal with 

actual transactions only, such as receipts and payments. 
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By extension, an examination of accounts which Purport to reflect only actual 

transactions but valuations, estimates, and opinions for purpose of determining 

whether the accounts are properly stated fairly reflect the matters with which they 

purport to deal. 

An examination intended to serve as a basis for an expression opinion regarding the 

fairness, consistency and conformity accepted accounting principles, of statements 

prepared by a corpora" or other entity for publication - in this case more generally 

'examination’. 

Perhaps the best way to define audit is to tell why it is done, as the action presumably 

such as to fulfill its purpose. In this context the definition of audit would differ 

depending upon whether it is in the case of concerns which voluntarily get accounts 

audited or whether it is mandatory. 

International standards on auditing- ISA 1 lays down that the auditor is responsible for 

forming and expressing opinion on the financial statements. The term "Financial 

Statements" includes balance sheets, income statements or profit and 'loss accounts, 

statements of changes financial position, notes and other statements and explanatory 

material identified as part of financial statements. 

Economic decisions in every society must be based upon the information available at 

the time the decision is made. For example, the decision of a bank to make a loan to a 

business is based upon previous financial relationships with that business, the financial 

condition of the company as reflected by its financial statements and other factors. 

If decisions are to be consistent with the intention of the decision makers, the 

information used in the decision process must be reliable. 

Unreliable information can cause inefficient use of resources to the detriment of the 

society and to the decision makers themselves. In the lending decision example, assume 

that the barfly makes the loan on the basis of misleading financial statements and the 

borrower company is ultimately unable to repay. As a result, the bank has lost both the 

principal and the interest. In addition, another company that could have used the funds 

effectively was deprived of the money. 

As society become more complex, there is an increased likelihood that unreliable 

information will be provided to decision makers. There are several reasons for this: 
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remoteness of information, voluminous data and the existence of complex exchange 

transactions. 

As a means of overcoming the problem of unreliable information, the decision-maker 

must develop a method of assuring him that the information is sufficiently reliable for 

these decisions. In doing this he must weigh the cost of obtaining more reliable 

information against the expected benefits. 

A common way to obtain such reliable information is to have some type of verification 

(audit) performed by independent persons. The audited information is then used in the 

decision making process on the assumption that it is reasonably complete, accurate and 

unbiased. 

2 Limitations of Auditing 

Generally following are the Limitations of auditing: 

 Non-detection of errors/frauds: Auditor may not be able to detect certain frauds 

which are committed with mala fide intentions. 

 Dependence on explanation by others: Auditor has to depend on the 

explanation and information given by the responsible officers of the company. 

Audit report is affected adversely if the explanation and information prove to be 

false. 

 Dependence on opinions of others: Auditor has to rely on the views or opinions 

given by different experts viz. Lawyers, Solicitors, Engineers, and Architects etc. 

he cannot be an expert in all the fields 

 Conflict with others: Auditor may have differences of opinion with the 

accountants, management, engineers etc. In such a case personal judgement 

plays an important role. It differs from person to person. 

 Effect of inflation: Financial statements may not disclose true picture even after 

audit due to inflationary trends. 

 Corrupt practices to influence the auditors: The management may use corrupt 

practices to influence the auditors and get a favorable report about the state of 

affairs of the organisation. 

 No assurance: Auditor cannot give any assurance about future profitability and 

prospects of the company. 

 Inherent limitations of the financial statements: Financial statements do not 

reflect current values of the assets and liabilities. Many items are based on 
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personal judgement of the owners. Certain non-monetary facts cannot be 

measured. Audited statements due to these limitations cannot exhibit true 

position. 

 Detailed checking not possible: Auditor cannot check each and every 

transaction. He may be required to do test checking. 

3 Contrast between Scope of Auditor & Accountant 

 

3.1 What Do Accountants Do? 

Accountants take care of the daily financial transactions for a company or business. 

Their duties can cover various tasks that range from incoming earnings to outgoing 

payments. They may be in charge of figuring payrolls and tax deductions, paying 

vendors, implementing cash check and electronic payments, preparing tax returns and 

reconciling the books at year end. An accountant’s duties may also vary depending on 

what type of accountant they are. For instance, Princeton Review states that the duties 

of a tax accountant are very difference from that of a general accountant. 

3.2 What Do Auditors Do? 

Auditors often perform many of the same tasks as accountants, although they also have 

very different responsibilities. The Houston Chronicle states that while auditors and 

accountants have similarities and differences, many companies use these two 

individuals interchangeably. So, what exactly is the difference between an accountant 

and an auditor? The best answer to this question is that while both these professionals 

are responsible for the accounting processes of a company, an auditor is generally 

responsible for reviewing the work of the accountant. 

3.3 What is the Difference between an Accountant and an Auditor? 

As similar as these two occupations are, there are several differences between an 

accountant and an auditor. 

 Accountants are usually employees of the company for which they work, 

whereas, auditors are often hired from an outside firm to verify the accuracy of 

the accountant’s work. Although not always the case, an auditor generally has no 

financial connections to the company. 
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 The work done by accountants is done on a daily basis, whereas auditors usually 

perform quarterly or annual accounting work. Auditors are often brought into a 

company after a specific situation, such as suspected fraud. 

 The work performed by accountants is governed by international accounting 

standards, but auditors’ work is regulated by auditing standards. 

 Accountants are generally a requirement for a business; however, hiring an 

auditor is an option. 

 Accountants create financial statements for the company at year-end. These 

statements create a picture of the financial stability of the company. An auditor 

will look over the financial statements and determine their accuracy. 

 Because accountants work for a specific company, they generally have their own 

office or workspace. Auditors, on the other hand, often move around from 

company to company. 

4 Internal Control its Objectives & Principles 

Internal control is an important tool of management. It assists the management in the 

performance of its various functions. It means the built in cross-checks in the system 

supplemented with proper supervision and internal audit carried out by the staff 

appointed by the organisation These days’ business has been become more complex 

both in nature and size and the management finds it difficult to get correct information 

about the various aspects of the business. Internal control assures the management that 

the information supplied to it is reliable and accurate. The Internal controls are 

exercised to ensure the accuracy and the reliability of accounting data and other 

records, to identify weaker areas of operation and to improve them to increase 

operational efficiency of the business, to safeguard its assets and to ensure orderly 

conduct of business. 

The American Institute of Public Accountants has defined internal control as the plan of 

organisation and all the co-ordinate methods, and measures adopted within a business 

to safeguards its assets, check the accuracy and the reliability of its accounting data, 

promote operational efficiency and encourage adherence to prescribed managerial 

policies. A system of internal control extends beyond those matters which relate directly 

to the function of the accounting and financial departments. 

The Institute of Chartered Accountants of England and Wales defines internal control as 

"internal control means not only internal check or internal audit, but the whole system 
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of control financial and otherwise, established by management in order to carry on the 

business of the company in an orderly manner, safeguard its assets and secure as far as 

possible accuracy and reliability of its records". 

If we analyze the above definitions it would be evident that internal control is a broad 

term with a wide coverage. It consists of a number of checks and controls which are 

exercised in a business to ensure its efficient and economic working. Thus internal 

control involves a sort vigilance and directions over important matters like budget and 

finance, purchase and sales and internal administration by the management. 

Every business enterprise is expected to devise a suitable system of internal control in 

order to carry on the business in an efficient and orderly manner. These controls are 

accounting control, budgetary control, statistical analysis and internal checks and 

internal audit. In simple words, it means number of checks and controls over the various 

activities of a business. Generally, a system of internal control will include all those 

measures which assist business enterprises to fulfill the following objectives. 

 To minimize, if not completely eliminate, wastage and inefficiencies in business 

operations and to safeguard the assets of the business. 

 To ensure high degree of accuracy and reliability of accounting data and promote 

operational efficiency. 

 To measure how far the policies of the management are being implemented, and 

 To evaluate the efficiency of performance in all aspects of business activities and 

to highlight the weaknesses. 

 

5 Forms of Internal Control 

Various forms of internal control help in ensuring correct and reliable records of 

transactions and operational efficiencies. Let us discuss them in detail. 

 

5.1 Accounting control 

It ensures correct and reliable records of transactions in conformity with normally 

accepted accounting principles. Such controls comprise primarily the plan of 

organisation and the procedures and records that are concerned with and directly 

related to the safeguarding of assets and liabilities of financial records. Accounting 
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financial controls include budgetary control, standard cost control, self-balancing ledger, 

bank reconciliation and internal checks and internal auditing. 

Accounting controls deal with the process of recording of transactions, safeguarding the 

assets and adherence to prescribed managerial policies. 

5.2 Administrative control 

The scope of this control is very wide. They also include accounting controls. Such 

controls comprise of the plan of organization that are concerned mainly with 

operational efficiencies. In short they may include anything from plan of organization to 

procedures, record keeping, distribution of authority and the process of decision 

making. They include controls viz. Time and motion studies, quality control through 

inspection, statistical analysis and performance evaluation etc. An auditor should make 

a careful review of accounting controls as they have a direct bearing on the reliability of 

the financial statements. He is primarily concerned with the accounting controls. 

5.3 Internal control and auditor 

The position of the auditor regarding internal control has been stated in the statement 

of auditing practices issued by the Institute of Chartered Accountants of India which 

says "the duty of safeguarding the assets of a company is primarily that of management 

and the auditor is entitled to rely upon the safeguard and internal controls instituted by 

the management, although he will take into account the deficiencies, he may note 

therein while drafting his audit program". It clearly means that an auditor is concerned 

only with the evaluation of internal control to know its strength and weaknesses. In case 

he finds that the internal control system is inadequate, he should then plan to carry out 

detailed examination of those areas where the system is weak. It is therefore necessary 

for the auditor to acquaint himself fully with the internal control in force and their 

actual operation. It will help him in the formulation of his audit program. He may also 

bring the shortcomings of the internal control system to the notice of the management. 

6 Requirements of Internal Control for Larges Scale Businesses  

The following are the essential requisites of a good internal control system for large 

scale businesses: 

I. A well-developed plan of organisation with proper delegation of functional 

responsibilities should be advised. No internal control system can be effective 

without such plan of organisation. 
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II. A scientific system of authorization and record procedure should be developed 

with a view to provide proper control over assets, liabilities, revenue and 

expenses of the organisation. It should be developed in such a fashion as to 

ensure that a) assets are under proper custody and they are not improperly 

applied, b) expenditures are incurred on getting proper authorization and c) 

revenues received are duly accounted for. 

III. A system of healthy practices and traditions should be developed with a view to 

discharge the duties and functions of the various departments of the organisation 

smoothly. 

IV. Since internal control system is to be exercised by the personnel employed in the 

organisation, there should be a team of people with sound character and 

integrity who are properly trained and capable of discharging their 

responsibilities. 

V. Constant managerial supervision and periodical review of the system should be 

introduced with a view to make the system more efficient and effective. 

7 Compliance & Substantive Procedure Techniques 

In compliance testing we gather evidence with the objective of testing an organization's 

compliance with control procedures, e.g. when you run a report to verify that certain 

controls had been applied over a database table. In substantive testing, we gather 

evidence to evaluate the integrity of data, a transaction or other information e.g. you 

run a report to verify if the amount paid to vendors is accurate. 

7.1 Compliance Testing: 

In compliance testing we gather evidence with the objective of testing an organization's 

compliance with control procedures. Compliance testing checks for the presence of 

controls. 

Examples of compliance test include: 

 To verify configuration of router for controls 

 To verify change management steps to ensure controls are effective 

 Review of system access rights 

 Review of firewall settings 

 Review compliance with password policy 
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7.2 Substantive Testing: 

In substantive testing, we gather evidence to evaluate the integrity of data, a 

transaction or other information. Substantive testing checks the integrity of contents. 

Substantive procedures are tests designed to obtain evidence to ensure the 

completeness, accuracy and validity of the data. 

Examples of substantive test include: 

 Conduct a bank confirmation to test ending cash balances. 

 Observe the period-end counting of inventory. 

 Contact lenders to confirm that loan balances are correct. 

 Confirm the validity of inventory valuation calculations. 

 Physically match fixed assets to fixed asset records. 

 Determining that all entries recorded in the cash disbursements journal are valid 

by examining supporting documents. 

 Physical inventory of the tapes at the offsite storage location and compare that 

inventory to the organizations inventory to verify that the numbers match. 

 Review of trial balance. 

 Examining material journal entries and other adjustments made during the 

preparation of the financial statements. 

 

8 Internal Check, its Objectives & Principles 

Internal check is a system enforced in business under which the recording of business 

transactions is arranged in such a manner that the work of one staff member will 

automatically be checked by others in the course of recording of transaction itself. 

Spicer and Pegler have defined a system of internal check as "an arrangement of staff 

duties whereby no one person is allowed to carry through and record every aspect of a 

transaction such that without collusion between two or more persons, fraud is 

prevented and at the same time possibilities of errors are reduced to a minimum". De 

Paula has defined internal check as "a continuous internal audit carried on by the staff 

itself by means of which the work of each individual is independently checked by other 

member of the staff." 

Thus, under internal check system the staff duties are so arranged that no one person is 

allowed to record every aspect of the transactions and the entire work is distributed 
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among the various members of the staff in such a manner that the work of one person is 

automatically checked by others. 

The essential elements of internal check are as under- 

 Existence of checks on day to day transactions. 

 The check is to be carried out continuously as a part of the routine system. 

 The work is divided among the staff and each staff is assigned a specific task. 

 The work of each staff though independent is complementary to the work of 

another. 

The system of internal check is increasingly recognized by the auditor especially when 

the size of the concern is large. The existence of effective internal check system relieves 

the external auditor of detailed checking to a larger extent. The extent to which an 

external auditor can depend upon the system of internal check is based on the 

procedural tests applied by him to find out the effectiveness of the system. However, 

the auditor cannot be relieved of his responsibility if he was found guilty of negligence 

regardless of the fact that he had tested the internal check in existence in the 

organization before he had accepted it as correct. 

8.1 Objectives of internal check 

 To reduce chance of fraud and errors that may be committed by any member of 

the staff and make it more difficult. If any fraud is to be committed two or more 

persons must collude together. 

 To detect fraud and errors easily and correct them promptly. 

 To exercise moral pressure among the members of the staff. 

 To allocate duties and responsibilities of every person in such a way that he can 

be taken to task for any lapse on his part. 

 To increase overall efficiency of the members of the staff by assigning duties 

based on the principle of division of labor. 

 To have an accurate and reliable record of all business transactions. 

8.2 Principles of good internal check system 

 No single staff shall have absolute control over recording of all the aspects of 

business transactions by himself. 

 The same staff shall not be allowed to have access to all books of accounts as well 

as physical custody of the assets. 
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 Each member of the staff should be made responsible for a specific work. 

 All officials and employees holding responsibility towards cash, securities or stock 

should be encouraged to proceed on annual leave to prevent the concealed 

fraud. 

 The duties of the members of the staff should be changed from time to time. 

 Attempt should be made to introduce mechanical devices to prevent 

misappropriation of cash. 

 Each transaction should pass through a definite route and through several hands. 

 All books, vouchers, documents should be classified and made available for easy 

reference. 

 Proper record must be maintained of the incoming and outgoing of goods from 

the business premises. 

 Self-balancing ledger system should be introduced to make the system more 

efficient and effective. 

 No undue importance should be given to any staff member and too much 

reliance on any staff member should be avoided. 

 Division and allocation of duties among the staff members must provide for an 

automatic check by others. 

9 Kinds of Internal Audit 

 

9.1 Interim audit: 

An audit that is taken up between two annual audits is called an Interim Audit. A specific 

date, as per the client’s requirement is taken into account, e.g. 30th September, 31st 

December, etc. a trial balance is drawn and verified with a view to prepare financial 

statement. Financial statements are prepared and authenticated for the interim audit 

period. Assets and liabilities are verified for interim balance sheet purposes. 

Independence is considered less independent than the statutory Auditor; generally, an 

employee of the enterprise will be the internal auditor. In the interim audit no format is 

prescribed. It depends on the nature of work, coverage and audit observations. 

9.2 Continuous audit: 

A continuous audit is one in which the auditor’s staff is engaged continuously in 

checking the accounts of the client, during the whole year round or when for the 
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purpose, the staff attends at quite frequent intervals say weekly basis during the 

financial period. 

A continuous audit is preferred for the following reasons: 

I. It makes it possible for the management to exercise a stricter control over the 

accounts in as much as one is able to check sooner the causes of any errors of 

frauds uncovered by such an audit. 

II. The frequent attendance by the staff deters persons so inclined, from committing 

a fraud. 

III. The accounting staff of the client is motivated to keep the books of account up-

to-day. 
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Chapter Two 

Audit Planning 

1 Introduction 

Audit Plan - Each audit assignments should be planned carefully prior to its start, and 

the audit team should prepare an “Audit Plan”. The plan will help the auditor to conduct 

an effective audit in an efficient and timely manner. Plans should be based on 

knowledge of the audited department’s functions and risk perception. It should also be 

based on the annual plan of the internal audit department. 

Circumstances may occur which might call for unscheduled review or there might be 

pressures to begin special audits without delay. However, a properly planned audit will 

invariably have better audit results. 

The auditor should plan his work to enable him to conduct an effective audit in an 

efficient and timely manner. Plans should be based on knowledge of the client’s 

business. Plans should be made to cover, among other things: 

a. Acquiring knowledge of the client’s accounting systems, policies and internal 

control procedures; 

b. Establishing the expected degree of reliance to be placed on internal control; 

c. Determining and programming the nature, timing, and extent of the audit 

procedures to be performed; and 

d. Coordinating the work to be performed. 

Plans should be further developed and revised as necessary during the course of the 

audit. 

Planning should be continuous throughout the engagement and involves 

 Developing an overall plan for the expected scope and conduct of the audit; and 

 Developing an audit program, me showing the nature, timing and extent of audit 

procedures. 

Changes in conditions or unexpected results of audit procedures may cause revisions of 

the overall plan of and the audit program me. The reasons for significant changes may 

be documented. 
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2 Reasons for Plan 

The following are some of the reasons why the auditor should properly plan their audits: 

1) To ensure that appropriate attention is devoted to important areas of the audit 

2) To ensure that potential problems are promptly identified 

3) To help in utilizing the audit staff efficiently and keeping the audit cost 

reasonable 

4) To monitor the course of audit operations, record the cases when the time limits 

are exceeded and to determine their causes 

5) To collect statistical data and prepare standards which can be used in subsequent 

audits 

6) To avoid misunderstanding with management. 

7) To enable the auditor to obtain sufficient competent audit evidences. 

8) To coordinate work done by other auditors (External Auditors etc.) 

 

3 Objectives of planning 

Adequate audit planning helps to: 

 Ensure that appropriate attention is devoted to important areas of the audit. 

 Ensure that potential problems are promptly identified; 

 Ensure that the work is completed expeditiously; 

 Utilize the assistants properly; and 

 Co-ordinate the work done by other auditors and experts. 

In planning his audit, the auditor will consider factors such as complexity of the audit, 

the environment in which the entity operates his previous experience with the client 

and knowledge of the client’s business. 

The auditor may wish to discuss elements of his overall plan and certain audit 

procedures with the client to improve the efficiency of the audit and to coordinate audit 

procedures with work of the client’s personnel. The overall audit plan and the audit 

program me, however, remain the auditor’s responsibility. 

4 Contents of Plan 

The Plan should contain the following information: 

 The audit objectives and scope of work 
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 Background information about the entity and activities to be audited and the 

risks associated with the activities 

 The resources necessary to perform the audit 

 Planned starting / ending dates, total man days required 

 The persons to be informed about the audit and the plan 

 Important information, if any, from past years’ audit experience 

 When and to whom the audit results will be communicated  

 

4.1 The Plan should also provide sufficient time to 

a) Collect information about the organization’s accounting systems, policies and 

internal control procedures. 

b) Establish the expected degree of reliance to be placed on internal controls; 

c) Determine and program, the nature, timing, and extent of the audit procedures, 

and 

d) Co-ordinate the work to be performed. 

Plans should be further developed and revised as necessary during the course of the 

audit. Changes in conditions or unexpected results of audit procedures may cause 

revisions of the overall plan and of the audit program. 

5 How to Plan 

Planning an audit and designing an audit approach include: 

 Preplan: Identify reasons for audit, audit notification and select staff having 

adequate technical training and proficiency as an auditor. 

 Obtain background information about the department: Knowledge about the 

operations of department to be audited is essential for doing an adequate audit. 

That knowledge will help the auditor to effectively assess risk and will also be 

useful in designing analytical procedures. The auditor needs to obtain a level of 

knowledge of audited department’s operations that will enable him/her to 

identify the events, transactions and practices that, in his/her judgment may 

have a significant effect on the operations. 

 Perform preliminary analytical procedures: Compare expenditures and revenues 

in different account codes with prior period / budget and investigate large 

fluctuations. 
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 Assess acceptable audit risk: Audit risk is the risk that the auditors may give a 

wrong report as a result of their audit. Risk in auditing means that the auditor 

accepts some level of uncertainty in performing the audit function. 

 Understand internal control: A sufficient understanding of internal controls 

should be obtained to plan the audit and to determine the nature, timing and 

extent of audit tests to be performed. The internal control system consists of 

many specific policies and procedures designed by management to provide it 

with reasonable assurance that the goals and objectives it believes important to 

the organization will be met. These policies and procedures are often called 

controls and collectively they comprise the entity’s internal control. Adequate 

controls within an organization are meant to encourage efficient and effective 

use of its resources including personnel to optimize. 

 Assess control risk: Control risk is the risk that the department’s internal control 

system will not prevent or detect and correct errors. If department’s controls are 

not very good, then there is a strong chance that errors or frauds can occur when 

transactions and events are being recorded. It is the duty of the auditor to obtain 

an understanding of internal control, evaluate how well it is functioning based on 

understanding and test the internal controls for effectiveness. 

Goals. An important part of these controls is to obtain accurate information for internal 

decision making. Another important part of effectiveness and efficiency is safeguarding 

assets and records. The auditor will be interested in controls that relate to the reliability 

of financial reporting and safeguarding of assets and records. 

6 Develop overall audit program 

The audit program includes a listing of all the audit procedures to be used to gather 

sufficient, competent evidence. The auditor should consider the following matters in 

developing his overall plan for the expected scope and conduct of the audit: 

 Statutory responsibilities. 

 The nature and timing of reports or other communication. 

 The applicable legal or statutory requirements. 

 The identification of significant audit areas. 

 The setting of materiality levels for audit purposes. 

 Conditions requiring special attention, such as the possibility of material error or 

fraud. 
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 The degree of reliance he expects to place on accounting system and internal 

control. 

 The nature and extent of audit evidence to be obtained. 

 Establishing and coordinating staffing requirements for the audit. 

 

7 Audit Planning and Preliminary Assessment 

The auditor should plan the overall engagement and make an Audit Plan, which should 

contain the following; 

 The audit objectives and scope of work 

 Background information about the entity and activities to be audited and the 

risks associated with these activities 

 The resources necessary to perform the audit 

 Planned starting / ending dates, total man days required 

 The persons to be informed about the audit and the plan 

 Important information, if any, from past years’ audit experience 

 When and to whom the audit results will be communicated 

 Audit program including site visits. 

 

8 Communication for Audit Commencement 

The auditor should establish appropriate channels of communication with the Audited 

Department and should identify resource persons in the respective departments and 

obtain their contact details. 

Before commencement of audit, the auditor should send a communication to the 

concerned department containing: 

 

 Audit Plan 

 Request for confirmation of audit readiness 

 List of documents required / to be kept ready, 

 Terms of Reference (TOR), if not already agreed 

 Any other important matter 
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Thereafter, the auditor should request for an Entry Meeting with the departmental 

representative of the audited. The purpose of this meeting is to acquaint the auditors 

with the audited personnel, familiarize the audited with the audit objectives & audit 

areas and answer audited questions and concerns. Arrangements should be made at 

this time for work space for the auditors. Auditor should also insist upon a focal 

coordinator from the relevant department who will be responsible to co-ordinate with 

the concerned officials in getting the information needed to conduct the audit. 

9 Collection of Data and Documents 

On commencement of audit, the auditor should collect the requisite documents / 

information, some of which are mentioned below: 

 Accounting Manuals, Operational Manuals and Systems Manuals 

 Organization structure of the accounting activity 

 Latest audited Balance Sheet 

 Copy of Management Letter issued by the external auditors. 

 Copies of budgets (operation and development) 

 Grant Agreement / Technical Annex (In case of Donor funded projects) 

 Draft Financial Statements 

 Bank Statements 

 Bank Reconciliation Statement 

 Financial Monitoring Reports 

Other accounting and financial data such as payroll register, asset register, expense 

register, insurance register etc. 

10 Department Study 

A review of the collected documents will enable the auditor to have a good knowledge 

of the audited department. The knowledge of the department, operations and business 

process will help in identifying the risks. 

11 Risk Assessment 

In view of the increasing complexity of operations, increased application of information 

technology tools and the significantly large population of data, auditors are required to 

consider the key risks and perform risk based auditing. Risk is defined as a probability 

that a certain event or phenomenon will have a negative impact on the audited 

department. The identification of risks should serve as a basis for the selection of areas 
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that are to be audited. Once the risk assessment is done, the auditor should decide the 

critical audit areas where intense verification is required. The auditor should assess the 

impact of the overall environment risk on the department. The auditor should also 

identify the controls mitigating the risks and risk management process of the 

department. 

12 Internal Controls Review 

Internal control is the process implemented by the Department’s management which is 

designed to provide a reasonable assurance that the objectives of the organization are 

being met in terms of: 

 Effectiveness and efficiency of operations 

 Reliability of financial and operational reporting 

 Compliance with applicable laws and regulations 

The Auditor must assess the internal controls in place and make his own review 

assessment on the effectiveness of the internal control process existing in the 

organization. 

13 Analytical Review 

The auditor should conduct an analytical review of the Financial Statements, based on 

the knowledge gained by reviewing the grant documents, previous year’s Financial 

Statements / audit reports etc, which will assist him in gaining an insight into the 

information contained in the Financial Statements and especially in; 

 Identifying the unexpected differences or absence of expected differences 

 Identifying the potential errors, irregularities, misstatements and frauds 

 Identifying other unusual, non-recurring and abnormal transactions or events. 

 

14 Substantive Testing 

The auditor should then perform the substantive testing on the transactions selected on 

sample basis. The samples should be selected using any of the following well accepted 

sampling methods: 

 Statistical sampling methods viz. random sampling or stratified random sampling 

 Judgmental sampling 
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15 Documentation 

The auditor should adequately document the audit work carried out by preparing Audit 

working papers. Audit working papers are the documents which maintain all audit 

evidences obtained during financial statements auditing. Audit working paper should 

support the audit work in terms of ensuring that the same is done in order, sufficient 

and assurance audit evidences have been obtained and reasonable assurance audit 

conclusion can be made in due course. 

The auditor should document the understanding of the client's internal control structure 

elements obtained to plan the audit. The form and extent of this documentation is 

influenced by the size and complexity of the operation, as well as the nature of the 

internal control structure. For example, documentation of the understanding of the 

internal control structure of a large, complex operation may include flowcharts, 

questionnaires, or decision tables. For a smaller operation, however, documentation in 

the form of a memorandum may be sufficient. Generally, the more complex the internal 

control structure and the more extensive the procedures performed, the more 

extensive auditor’s documentation will be required. 

Working papers should contain sufficient information to allow an experienced auditor 

having no previous connection with the audit to ascertain from them the evidence that 

supports the auditors’ significant conclusions and judgments. Proper working papers 

demonstrate professionalism and document the work that was done from the 

preliminary stages of a project audit through the final report. Audit working papers also 

show whether due professional care was exercised and illustrate compliance with 

professional auditing standards. Careful documentation of work performed is necessary 

to support the findings, recommendations, and opinions contained in the final audit 

report or close-out letter. 

16 Factors to be considered when planning audit 

Planning his audit, the Auditor will consider the following factors: 

 Complexity of the Audit: The scope of work and reporting responsibilities is 

analyses in order to determine the complexity of audit. 

 Environment in which the entity operates: This enables the Auditor to 

understand various operational aspects of audit, e.g. extent of computerization, 

nature of internal controls, general attitude of personnel, etc. 



21 Auditing 

 

 Previous experience with the client: By analyzing the previous year's audit 

working papers and other relevant files, the Auditor should pay particular 

attention to matters that required special consideration and decide whether they 

might affect the work to be done in the current year. 

 Knowledge of the client's business: This is required to establish the overall audit 

plan. The Auditor will be able to: 

 identify areas of special audit consideration 

 evaluate the reasonableness both of accounting estimates and 

management representations 

 make judgments regarding the appropriateness of accounting policies and 

disclosures. 

 Discussion with Client: The Auditor can discuss his overall plan and certain audit 

procedures with the client to improve the efficiency of the audit and to 

coordinate audit procedures with work of the client's personnel. The overall audit 

plan and the audit Program me, however, remain the Auditor's responsibility. 

 

17 Sources of obtaining information 

The Auditor should obtain a level of knowledge of the client's business that will enable 

him to identify the events, transactions and practices that, in his judgment, may have 

significant effect on the financial information. The Auditor can gain knowledge of client's 

business from: 

 The client's Annual Reports to Shareholders. 

 Minutes of Meetings of Shareholders, Board of Directors and important 

Committees. 

 Internal Financial Management Reports for current and previous periods, 

including Budgets, if any. 

 Previous year's Audit Working Papers, and other relevant files.  

 Personnel responsible for non-audit services to the client who may be able to 

provide information on matters that may affect the auditor 

 Discussions with Client. 

 Client's Policy and Procedures Manual. 

 Relevant publications of the ICAI and other professional bodies, Industry 

 Publications, Trade Journals, 

 Magazines, Newspapers or Textbooks. 
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 Consideration of the state of the economy and its effect on the client's business. 

 Visits to the client's premises and plant facilities. 

17.1 Discussion with client 

Discussions with the client might include the following subjects: 

 Changes in Management, Organizational Structure, and activities of the client. 

 Current Government Legislation, Rules, Regulations and Directives affecting the 

client. 

 Current Business Developments affecting the client. 

 Current or impending Financial Difficulties or Accounting Problems. 

 Existence of Interested Parties and transactions with them. 

18 Development of an overall plan 

The auditor should consider the following matters in developing his overall plan for the 

expected scope and conduct of the audit: 

 The terms of his engagement and any statutory responsibilities. 

 The nature and timing of reports or other communication. 

 The applicable legal or statutory requirements. 

 The accounting policies adopted by the client and changes in those policies. 

 The effect of new accounting or auditing pronouncements on the audit. 

 The identification of significant audit areas. 

 The setting of materiality levels for audit purposes. 

 Conditions requiring special attention, such as the possibility of material error or 

fraud or the involvement of parties in whom directors or persons who are 

substantial owners of the entity are the act of examining vouchers is referred to 

as vouching. It is the practice followed in an audit, with the objective of 

establishing the authenticity of the transactions recorded in the primary books of 

account. It essentially consists of verifying a transaction recorded in the books of 

account with the relevant documentary evidence and the authority on the basis 

of which the entry has been made; also confirming that the amount mentioned in 

the voucher has been posted to an appropriate account which would disclose the 

nature of the transaction on its inclusion in the final statements of account.  

On these considerations, the essential points to be borne in mind while examining a 

voucher are: 
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I. That the date of the voucher falls within the accounting period; 

II. That the voucher is made out in the client’s name; 

III. That the voucher is duly authorized; 

IV. that the voucher comprised all the relevant documents which could be expected 

to have been received or brought into existence on the transactions having been 

entered into, i.e., the voucher is complete in all respects; and 

V. That the account in which the amount of the voucher is adjusted is the one that 

would clearly disclose the character of the receipts or payments posted thereto 

on its inclusion in the final accounts. 

After the examination is over, each voucher should be either impressed with a rubber 

stamp or initialed so that it may not be presented again in support of another entry. 

19 Audit program 

It is desirable that in respect of each audit and more particularly for bigger audits an 

audit program should be drawn up. Audit program is nothing but a list of examination 

and verification steps to be applied set out in such a way that the inter-relationship of 

one step to another is clearly shown and designed, keeping in view the assertions 

discernible in the statement of account produced for audit or on the basis of an 

appraisal of the accounting records of the client. In other words, an audit program is a 

detailed of the accounting records of applying the audit procedures in the given 

circumstances with instructions for the appropriate techniques to be adopted for 

accomplishing the audit objectives. Businesses vary in nature, size and composition; 

work which is suitable to one business may not be suitable to be rendered by the 

auditor are the other factors that vary from assignment to assignment. 

Because of such variations, evolving one audit program applicable to all business under 

all circumstances is not practicable. However, it becomes a necessity to specify in details 

in the audit program the nature of work to be done so that no time will be wasted on 

matters not pertinent to the engagement and any special matter or any specific 

situation can be taken care of. 

An audit program consists of a series of verification procedures to be applied to the 

financial statements and accounts of a given company for the purpose of obtaining 

sufficient evidence to enable the auditor to express an informed opinion on such 

statements. For the purpose of program construction, the following points should be 

kept in view: 



 Audit Planning 24 

 

1. Stay within the scope and limitation of the assignment. 

2. Determining the evidence reasonable available and identify the best evidence for 

deriving the necessary satisfaction. 

3. Apply only these steps and procedures which are useful in accomplishing the 

verification purpose in the specific situation. 

4. Consider all possibilities of error. 

5. Co-ordinate the procedures to be applied to related items. 

Amplification is not necessary of the above points except the one under evidence: that 

is the very basis for formulation of opinion and an audit program is designed to provide 

for that by prescribing procedures and techniques. What is best evidence for testing the 

accuracy of any assertion is a matter of expert’s knowledge and evidence. This is the 

primary task before the auditor when he draws up the audit program. Transactions are 

varied in nature and impact; procedures to be prescribed depend on prior knowledge of 

what evidence is reasonably available in respect of each transaction. Role of Auditing 

The role of internal audit function within an entity is determined by management and its 

prime objective differs from that of the external auditor who is appointed to report 

independently on financial information. Nevertheless, some of the means of achieving 

their respective objectives are often similar and, thus, much of the work of the internal 

auditor may be useful to the external auditor in determining the nature, timing and 

extent of his procedures. 

The external auditor should, as part of his audit, evaluate the internal audit function to 

the extent considers that it will be relevant in determining in nature, timing and extent 

of his compliance and substantive procedures. Depending upon such evaluate, the 

external auditor may be adopting less extensive procedure than would otherwise be 

required. 

By its very nature, the internal audit function cannot be expected to have some degree 

of independence as is essential when the external auditor expresses his opinion on the 

financial information. The report of the external auditor is his sole responsibility, and 

that responsibility is not by any means reduced because of the reliance he place’s on the 

internal work. 
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20 Test Checking & Its Precautions 

Carrying out detailed check of each and every transaction of a large business shall be 

time consuming for the auditor. In auditing the accounts of a business, every single copy 

is not usually checked by the auditor; what is usually done in practice is that a 

representative number of entries of each class are selected and checked and if they are 

found correct, the remaining entries are taken to be correct. This is known as Test 

Checking. In those organizations, where satisfactory internal check system is in 

existence, the auditor need not carry out detailed checking. He may adopt Test 

checking. It is a system of sampling employed by the auditor for the purpose of reducing 

the volume of detail checking involved in the audit. If, in Test Checking, he finds that the 

records checked by him are correct then no further detail checking need be carried out. 

20.1 Precautions to Be Taken 

While adopting the test check, the auditor must take the following precautions: 

1. Entries selected for test checking must be representative of all transactions. 

2. The selection of the items should be at random. 

3. It cannot be adopted in case of vouching the cash book. 

4. Client's staff should not come to know of the entries selected for test checking. 

5. Period selected for test checking should differ from book to book and year to year. 

6. He should not adopt test checking where the law requires thorough audit. 

7. A number of entries of the first and last month of the year must be checked 

thoroughly. 

8. Test should be so devised that a sizeable portion of the work done by each 

employee is checked. 

9. Control accounts or impersonal ledger should not be subject to test checking. 

10. Auditor should select the test independently without regard to the suggestions of 

the member of the client's staff. 

11. Bank statement and entries for cash withdrawal and cash deposits should be 

checked in full. 

 

20.2 Characteristics of Routine Checking & Its Objectives 

Routine checking is the detailed checking of all transactional aspects such as casts, sub – 

casts, carry-forwards, extensions and calculations etc. in subsidiary books, checking of 

posting into the ledgers, casting of ledger accounts and extraction of their balances etc. 
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20.2.1 Objectives of routine checking 

a. To verify the arithmetical accuracy of the entries, 

b. To verify the accuracy of posting to ledgers. 

c. To check that the ledger accounts have been correctly balanced, and 

d. To ensure that no figures are altered after checking. 

20.2.2 Characteristics of routine checking 

a. Checking of posting and ledgers. 

b. Arithmetical accuracy can be checked. 

c. Trial balance tallying is facilitated. 

d. Easy detection of errors and frauds. 

e. Delegation of audit work to junior staff. 

f. Is a highly mechanical process. 

g. Monotonous activity may lead to boredom. 

h. Major items of frauds and high level intricacies and complexities may not be 

revealed. 

i. Compensating Errors and Errors of Principle will not come to light. 

21 Error & Frauds’ Detection Techniques  

The term fraud means the willful misrepresentation made with an intention of deceiving 

others. It is a deliberate mistake committed in the accounts with a view to get personal 

gain. In accounting, fraud means two things. 

a. Defalcation involving misappropriation of either cash or goods; and 

b. Fraudulent manipulation of accounts not involving defalcation. 
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21.1 Fraud through defalcation 

Following are the methods of defalcation involving misappropriation of cash or goods 

1. By misappropriating the receipt by not recording the same in the cashbook 

2. By destroying the carbon copy or counter foil of the receipt and misappropriating 

the cash received 

3. By entering lesser amount on the counterfoil and misappropriating the difference 

between money actually-received and the amount entered on the counterfoil of 

the receipt book 

4. By not recording the receipt of sale of a casual nature for example sale of scrap, 

sale of old newspapers etc. 

5. By omitting to record cash donations received by non-profit making charitable 

institutions 

6. By misappropriating the cash received on discounting the bills receivable and 

showing them as bills outstanding on hand. 

7. By misappropriating cash received from debtors and concealing the same by 

giving artificial credit to the debtors in the form of bad debts, discount or sales 

return etc. 

8. By adopting the method of "teeming and lading" or "lapping process". Under this 

method cash received from one debtor is misappropriated and deficiency in that 

debtors account is made good when another payment is received from second 

debtor by crediting the second debtors account less by that amount. This process 

is carried out round the year. 

9. By suppressing the cash sales by not recording them or by treating the cash sales 

as credit sales. 

10. By misappropriating the sale proceeds of VPP sales or sales of goods on approval 

basis by treating the transaction as goods received or not approved. 

11. By under casting receipt side total of the cashbook 

12. By recording fictitious or bogus payments 

13. By recording more payments than actual amounts paid by altering the figures on 

the vouchers. 

14. By showing the same payment twice. 

15. By showing credit purchases as cash purchases and misappropriating the amount 

16. Recording personal expenses as business expenses 

17. By not recording discounts and allowances given by the creditors and 

misappropriating the amounts 
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18. By overcasting the payment side total of the cashbook 

19. Recording fictitious and inflated purchases and misappropriating that amount. 

20. By suppressing the credit notes for returns and showing the full payment to 

creditors. 

21. By including the names of dummy workers or the workers who have? The job in 

the wage sheets and misappropriating the amount. 

22. By over casting the total of wages sheets and drawing that amount for 

misappropriation. 

23. By misappropriating the undisbursed wages. 

 

21.2 Fraud through manipulation of accounts 

It implies presentation of accounts more favorably than what they actually are. Window 

dressing means showing a wrong picture. The fraud through manipulation of accounts is 

also known as window dressing because accounts are manipulated to show a wrong 

picture of the profit or loss of the business and its financial state of affairs. Generally, 

this type of fraud is committed by the people at the top management level. This does 

not involve any misappropriation of cash or goods but it is either over statement of 

profit or understatement of the same. Such fraud is committed with certain objective 

and is relatively difficult to detect. 

21.3 Procedure to be followed to detect fraud & errors 

Following procedures may be adopted by the auditor: 

1. Check the opening balances from the balance sheet of the last year. 

2. Check the posting into respective ledger accounts 

3. Check the total of the subsidiary books. 

4. Verify all the castings and the carry forwards. 

5. Ensure that the list of debtors and creditors tally with the ledger accounts. 

6. Make sure that all accounts from the ledger are taken into accounts. 

7. Verify the total of the trial balance. 

8. Compare the various items from the trial balance with that of the previous year. 

9. Find out the amount of difference and see whether an item of half or such 

amount is entered wrongly. 

10. Check differences involving round figures as AFN 1,000; AFN 100 etc. 

11. See where there is misplacement or transposition of figures that is 45 for 54; or 

81 for 18 etc. 
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12. Ultimately careful scrutiny is the only remedy for detection of errors. 

13. See that no entry of the original book has remained unposted. 

 

22 Vouching 

Vouching means the examination of documentary evidence in support of entries to 

establish the arithmetic accuracy. When the auditor checks the entries with some 

documents it is called vouching. Vouching is the acid test of audit. It tests the truth of 

the transaction recorded in the books of accounts. It is an act of examining documentary 

evidence in order to ascertain the accuracy and authenticity of the entries in the books 

of accounts. 

According to Dicksee "Vouching consists of comparing entries in the books of accounts 

with documentary evidence in support thereof." 

The special considerations to be borne in mind by the auditor in the course of vouching. 

1. Date of the voucher 

2. The name of the party 

3. Tick and audit rubber stamp 

4. Authorization by the authorized person 

5. Transaction relates to business 

6. Revenue and capital 

7. Amounts in words and figure 

8. Account head 

9. No assistance of member of client’s staff to be taken for checking receipts 

10. Not to accept receipted invoice 

11. Missing vouchers 

12. Important documents 

13. Vouching of cash transaction 

14. Proper filing 

15. Signature of payee 

16. Nature of payment 

17. Noting in the audit note book 

18. Alteration 

19. Voucher control number 
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23 Verification 

Spicer and Pegler have defined verification as “it implies an inquiry into the value, 

ownership and title, existence and possession and the presence of any charge on the 

assets”. Verification is a process by which an auditor satisfies himself about the accuracy 

of the assets and liabilities appearing in the Balance Sheet by inspection of the 

documentary evidence available. Verification means proving the truth, or confirmation 

of the assets and liabilities appearing in the Balance Sheet. 

While conducting verification following points should be considered by the auditor: 

 Existence: The auditor should confirm that all the assets of the company are 

physically existing on the date of balance sheet. 

 Possession: The auditor has to verify that the assets are in the possession of the 

company on the date of balance sheet. 

 Ownership: The auditor should confirm that the asset is legally owned by the 

company. 

 Charge or lien: The auditor has to verify whether the asset is subject to any 

charge or lien. 

 Record: The auditor should confirm that all the assets and liabilities are recorded 

in the books of account and there is no omission of asset or liability. 

 Event after balance sheet date: The auditor should find out whether any event 

after the date of balance sheet has affected any items of assets and liabilities. 

23.1 Scope of verification 

Verification includes information on the following: 

1. That the assets were in existence on the date of the balance sheet 

2. That the assets had been acquired for the purpose of business only 

3. That the assets had been acquired under a proper authority 

4. That the right of ownership of the assets vested in the organization 

5. That the assets were free from any charge and 

6. That the assets were properly valued and disclosed in the balance sheet. 

24 Specialized Audit 

Special audits are needed when it is suspected that laws or regulations have been 

violated in the financial management of an organization. In conjunction with 

investigating violations, audits can be carried out pertaining to duties, authorizations, 
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responsibilities and internal control guidelines, for example. Special audits are often 

related to corporate reorganization or bankruptcy. In such cases, the audits are carried 

out in line with the recommendations of the Advisory Board for Bankruptcy Affairs. 

Special audit experts have broad and extensive experience of circumstances that require 

audits and organizations of all types and sizes. The scope and focus of a special audit is 

agreed with the customer on a case-by-case basis. 

25 Internal Audit Quality Assurance Review 

Audit committees and chief audit executives (CAEs) may want to assess how well 

internal audit is performing. Periodically, a CAE may also want to monitor internal 

audit’s value to the organization. This is where an internal audit quality assurance 

review comes in. 

To ensure that your internal audit function conforms to the best International Practices, 

you must establish a Quality Assurance and Improvement Program and, at least every 

five years, obtain an external quality assessment by an independent reviewer or an 

internal review team. 

25.1 The benefits of a quality assurance review 

There are many important benefits of having an internal audit quality assurance review, 

including: 

 Providing you with an opinion regarding conformance with the spirit and intent 

of the best practices 

 Determining how effective and efficient your internal audit function is when 

weighed against its charter, the expectations of the organization’s key 

stakeholders and peers or leading practices 

 Outlining specific improvement opportunities and providing a prioritized action 

plan so internal audit can improve its value to the organization 

 Enhancing internal audit’s credibility within your organization 

26 Qualities of the Auditor 

Auditor is concerned with the reporting on financial matters of business and other 

institutions. Financial matters inherently are to be set with the problems of human 

fallibility; errors and frauds are frequent. The qualities required, according to Dicksee, 

are tact, caution, firmness, good temper, integrity, discretion, industry, judgment, 

patience, clear headedness and reliability. In short, all those personal qualities that goes 

to make a good businessman contribute to the making of a good auditor. In addition, he 
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must have the shine of culture for attaining a great height. He must have the highest 

degree of integrity backed by adequate independence. In fact, integrity, objectivity and 

independence as one of the basic principles. 

He must have a thorough knowledge of the general principles of law which govern 

matters with which he is likely to be in intimate contact. Needless to say, where 

undertakings are governed by a special statute, its knowledge will be imperative; in 

addition, a sound knowledge of the law and practice of taxation is unavoidable. 

He must pursue an intensive program of theoretical education in subjects like financial 

and management accounting, general management, business and corporate laws, 

computers and information systems, taxation, economics, etc. Both practical training 

and theoretical education are equally necessary for the development of professional 

competence of an auditor for undertaking any kind of audit assignment. 

The auditor should be equipped not only with a sufficient knowledge of the way in 

which business generally is conducted but also with an understanding of the special 

features peculiar to a particular business whose accounts are under audit. 

Planning’ emphasizes that an auditor should have adequate knowledge of the client’s 

business. The auditor, who holds a position of trust, must have the basic human 

qualities apart from the technical requirement of professional training and education. 

He is called upon constantly to critically review financial statements and it is obviously 

useless for him to attempt that task unless his own knowledge is that of an expert. An 

exhaustive knowledge of accounting in all its branches is the sine qua non of the 

practice of auditing. He must know thoroughly all accounting principles and techniques. 

Auditing is a profession calling for wide variety of knowledge to which no one has yet set 

a limit; the most useful part of the knowledge is probably that which cannot be learnt 

from books because its acquisition depends on the alertness of the mind in applying to 

ever varying circumstances, the fruits of his own observation and reflection; only he 

who is endowed with common sense in adequate measure can achieve it. 

Lord Justice Lindley in the course of the judgment in the famous: 

London & General Bank case had succinctly summed up the overall view of what an 

auditor should be as regards the personal qualities. He said, “An auditor must be honest 
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that is, he must not certify what he does not believe to be true and must take 

reasonable care and skill before he believes that what he certifies is true”. 

27 Computerized Accounts 

An accounting system is a collection of processes, procedures and controls designed to 

collect, record, classify and summarize financial data for interpretation and 

management decision-making. Computerized Accounting involves making use of 

computers and accounting software to record, store and analyze financial data. A 

computerized accounting system brings with it many advantages that are unavailable to 

analog accounting systems. 

Here are the advantages of computerized accounting 

 Automation: Since all the calculations are handled by the software, computerized 

accounting eliminates many of the mundane and time-consuming processes 

associated with manual accounting. For example, once issued, invoices are 

processed automatically making accounting less time-consuming. 

 Accuracy: This accounting system is designed to be accurate to the minutest 

detail. Once the data is entered into the system, all the calculations, including 

additions and subtractions, are done automatically by software. 

 Data Access: Using accounting software it becomes much easier for different 

individuals to access accounting data outside of the office, securely. This is 

particularly true if an online accounting solution is being used. 

 Reliability: Because the calculations are so accurate, the financial statements 

prepared by computers are highly reliable. 

 Scalable: When your company grows, the amount of accounting necessary not 

only increases but becomes more complex. With computerized accounting, 

everything is kept straightforward because sifting through data using software is 

easier than sifting through a bunch of papers. 

 Speed: Using accounting software, the entire process of preparing accounts 

becomes faster. Furthermore, statements and reports can be generated instantly 

at the click of a button. Managers do not have to wait for hours, even days, to lay 

their hands on an important report. 

 Security: The latest data can be saved and stored in offsite locations so it is safe 

from natural and man-made disasters like earthquakes, fires, floods, arson and 
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terrorist attacks. In case of a disasters, the system can be quickly restored on 

other computers. This level of precaution is taken by Clever Accounting. 

 Cost-effective: Since using computerized accounting is more efficient than paper-

based accounting, than naturally, work will be done faster and time will be saved. 

When one considers that Clever Accounting, one of the latest online accounting 

solutions, starts at a low monthly subscription (check out pricing here), then 

computerized accounting really becomes a no-brainer. 

 Visuals: Viewing your accounts using a computer allows you to take advantage of 

the option to view your data in different formats. You can view data in tables and 

using different types of charts. 

28 Investigation 

Features of investigation as compared to auditing are given below: 

 It is undertaken to know the essential facts about a matter under inquiry. It is 

done with some special purpose of view. 

 It may cover more than one accounting year. 

 It is carried out on behalf of any party interested in the matter. 

 It is wider in scope. It may be carried out beyond balance sheet. 

 It is voluntary. It is required under certain circumstances. 

 It may be conducted at any time in case of suspicion about any transaction. 

 Form of report is not prescribed. It is presented to the client. 

 Even third party can appoint an investigator. 

 Even an employee preferably a chartered accountant may be appointed as 

investigator. 

 Re - investigation may be undertaken. 
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Chapter three 

Audit Report 
 

1 Audit report 

An audit report is an appraisal of a business's complete financial status, completed by an 

independent accounting professional, this document covers a company's assets and 

liabilities, and presents the auditor's educated assessment of the firm's financial 

position and future. 

An audit report is a formal document where internal formal document where internal 

audit summarizes its work on an audit and reports its findings and recommendations 

based on that work. The Auditor's report is provided as an assurance service in order for 

the user to make decisions based on the results of the audit. 

An audit report apart from disclosing the findings about the auditee also helps the users 

to evaluate the performance of auditors themselves. More often than not, the report 

becomes a statement of the auditor’s credibility when they are circulated, referred to 

and implemented. 

It is a major factor by which the reputation of intern reputation of internal audit 

department is established. 

Internal audit report should contain: 

 Observations and comments of the auditor, 

 Presents the audit findings, and 

 Discusses recommendations for improvements. 

Internal auditor’s report should contain an Internal auditor’s report should contain a 

clear written expression of significant observations, suggestions/recommendations 

based on the policies, processes, risks, controls and transaction processing taken as a 

whole and managements’ responses. 
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2 Audit Opinion 

2.1 Unqualified Audit Opinion 

This opinion means that all materials were made available, found to be in order, and 

met all auditing requirements. This is the most favorable opinion that can be rendered 

by an external auditor about a company's operations and records. Explanatory language 

added—Circumstances may require that the auditor add an explanatory paragraph (or 

other explanatory language) to his or her report. When this is done the opinion is 

prefaced with the term, explanatory language added. 

 

2.1.1 Reasons for Unqualified audit opinion 

 Proper Books: the auditor can examine the books of accounts. The books are 

kept under the law and are maintained by the management. The auditor can 

submit clean report about the point that proper book of accounts has been 

maintained. 

 Proper Statements: The auditor can check the financial statements. He can note 

that these statements drawn up under the law. The accounting staff of the 

company prepares the statements but the auditor can point through clean report 

that proper statements have been prepared. 

 Agree with books: The auditor can prepare clean report when he/she is satisfied 

that the figure stated in the books and that they tally with financial statements. 

In case of conformity among figures in books and accounts there is need of 

unqualified report. 

 Full information: The auditor may be able to collect full and complete 

information. The examination of books is essential for the purpose of audit 

report. When the auditor is fully satisfied with the information supplied he can 

submit clean report. 

 Same Accounting Policies: The auditor can go through the accounting records in 

order to determine that there is a consistency in the policies. The same 

accounting policies can help the auditor to submit clean report. 

 No Errors and Frauds: The auditor can see that books of accounts are free from 

errors and frauds. He can apply test to verify the correctness of the statements.  
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2.2 Qualified Audit Opinion 

This type of opinion is used for instances in which most of the company's financial 

materials were in order, with the exception of a certain account or transaction. 

2.2.1 Reasons for Qualified Audit Opinion  

 No Proper Books: A qualified report is issued when proper books of accounts 

have not been kept by the business concern. The law states the number of books 

to be maintained by the companies. The failure to keep necessary books of 

accounts induces the auditor to mention the fact in the report. 

 Informal Statements: The law states the format for financial statement. The 

companies must prepare their statements according to schedule otherwise the 

auditor can mention such weakness in the report.  

 Disagreement between statements and books: The financial statement figures 

must tally with the figures recorded in the journal and ledgers. The difference in 

figures is not acceptable as it may lead to deceive the shareholders. The auditor 

can qualify his report that the figures of the books and statements are different. 

 Inconsistent Accounting Policies: The accounting policies must remain the same 

from year to year. The changes in depreciation rate, valuation of stock and 

provision for bad debts can distort the financial statements. The auditor can state 

the inconsistency in the accounting policies followed by the management. 

 Failure to prove cash sales: The auditor can check the internal control system. 

The company may be dealing on cash basis. All sales may be in terms of cash. The 

poor internal control system may create hurdle to verify cash sales. 

2.3 Adverse Audit Opinion 

An adverse opinion states that the financial statements do not accurately or completely 

represent the company's financial position, results of operations, or cash flows in 

conformity with generally accepted accounting principles. Such an opinion is obviously 

not good news for the business being audited. 

2.3.1 Reasons for adverse audit opinion 

 Material misstatement: An adverse audit opinion is issues when the auditor 

observes that the financial statements are misstated and this misstatement is 

very material. 

 Planned frauds: Planned frauds by management or the accounting department 

can also receive an adverse audit opinion. 
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2.4 Disclaimer Audit Opinion 

A disclaimer of opinion states that the auditor does not express an opinion on the 

financial statements, generally because he or she feels that the company did not 

present sufficient information. Again, this opinion casts an unfavorable light on the 

business being audited. 

2.4.1 Reasons for Disclaimer Audit Opinion 

 Conflict of Interest: When the auditor finds out that there is a conflict of interest 

between him/her and the organization audited, he/she issues a disclaimer of 

opinion. The conflict of interest can be, but not limited to, close relatives/friends 

in the company audited. Shares or business interest in the company audited. 

 Inadequate information: The information provided by the management is 

inadequate and the auditors are unable to provide an opinion. 

 Lack of cooperation by the management: the management did not cooperate or 

supported the audit work and tried to hinder the work of auditors. 

3 Reporting an engagement 

For each audit engagement a report must be produced. The purpose of the report is to 

communicate the information by the focus of the review as determined by the internal 

auditor. 

The draft internal audit report will be reviewed for accuracy and completeness before it 

is issued to the Audited Department for comment 

Internal audit reporting should include specific reference to the risks associated with the 

process under review and the relevance of internal audit findings to that risk profile. 

The model structure for an internal audit report is as follows: 

 Title Page 

 Name of the Audited Department 

 Title of audit 

 Status of report (draft or final) 

 Date audit commenced 

 Date draft report issued 

 Date final report issued 

 Names of auditors who conducted the audit 
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 Table of Contents 

 Executive summary 

 Brief description of area under audit 

 Focus of the review 

 Methodology in brief 

 Summary of findings 

 Conclusions or assessment of area 

 Signature of Comptroller General 

 

 Findings and Recommendations  
 Audit observation 
 Cause 
 Effect 
 Recommendation 
 Management response 

 

 Supporting details 

 Different stages of communication and discussion should be as under: 
 Discussion Draft: At the conclusion of fieldwork, the auditor should draft 

the report and present it to the entity’s management for audit and present 
it to the entity’s management for auditee’s comments. 

 Exit Meeting: The auditor should discuss with the management the 
findings, observations, recommendations, and text of draft and obtain 
their comment on the draft, achieve consensus and reach an agreement 
on the audit findings. 

 Formal Draft:  The auditor should prepare a formal Draft: The auditor 
should prepare a formal draft, in view of the outcome of aft, in view of the 
outcome of the exit meeting and other discussions. Upon review of such 
changes by the auditor and the management, the final report should be 
issued. 

 Final Report: The report should be submitted to the appointing authority 
or such members of management, as directed. 

 

4 Providing assurances 

An opinion is best expressed when using a defined criteria and evaluation structure. 

There are two different types of opinions, positive assurance and negative assurance. 
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 Positive assurance implies a lot of responsibility and should be used with caution 

and consideration. A positive assurance opinion requires the highest level of 

evidence. A positive assurance should not be given unless the auditor has been 

mandated to do so and the auditor’s scope encompasses such assurance. Such 

assurance is supported by adequate competent evidence in accordance with 

prescribed standards. 

 A negative assurance is an auditor's written statement that an audit did not 

uncover any signs of fraud or violations of accounting rules. In the real world, 

negative assurances occur most often when one auditor is asked to review 

another auditor's work for a company. Underwriters usually require a negative 

assurance as a condition of closing a registered offering of securities. 

 

Increased precision in the information provided in an opinion increases the amount of 

evidence needed to support the opinion. 
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Chapter Four 

Code of Ethics 

The Code of Ethics is a statement of principles and expectations governing behavior of 

individuals and organizations in the conduct of internal auditing. 

1 The Code of Ethics 

 This is the full text of the Institute's Code of Ethics. The purpose of the Code is to 

promote an ethical culture in the profession of internal auditing. A code of ethics is 

necessary and appropriate for the profession of internal auditing, founded as it is on the 

trust placed in its objective assurance about risk management, control, and governance. 

The Institute's Code of Ethics provides principles and rules of conduct under four 

headings:  

 Integrity  

 Objectivity  

 Confidentiality 

 Competency 

The Rules of Conduct describe behavior norms expected of internal auditors. These rules 

are an aid to interpreting the Principles into practical applications and are intended to 

guide the ethical conduct of internal auditors. Below they are set out together with the 

principle they interpret. The Code of Ethics provides guidance to internal auditors 

serving others. 'Internal auditors' refers to Institute members and those who provide 

internal auditing services within the definition of internal auditing. 

1.2 Applicability and enforcement 

This Code of Ethics applies to both individuals and entities that provide internal auditing 

services. For Institute members, breaches of the Code of Ethics will be evaluated and 

administered according to The Institute's Disciplinary Procedures. The fact that a 

particular conduct is not mentioned in the Rules of Conduct does not prevent it from 

being unacceptable or discreditable, and therefore, the member liable to disciplinary 

action. 
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2 The Principles of Code of Ethics 

2.1 Integrity Principle 

 The integrity of internal auditors establishes trust and thus provides the basis for 

reliance on their judgement.  

 

Rules of Conduct of Internal auditors:  

 Shall perform their work with honesty, diligence and responsibility. 

 Shall observe the law and make disclosures expected by the law and the 

profession. 

 Shall not knowingly be a party to any illegal activity, or engage in acts that are 

discreditable to the profession of internal auditing or to the organization. 

 Shall respect and contribute to the legitimate and ethical objectives of the 

organization. 

2.2 Objectivity  

Principle Internal auditors exhibit the highest level of professional objectivity in 

gathering, evaluating, and communicating information about the activity or process 

being examined. Internal auditors make a balanced assessment of all the relevant 

circumstances and are not unduly influenced by their own interests or by others in 

forming judgements.  

Rules of Conduct of Internal auditors:  

 Shall not participate in any activity or relationship that may impair or be 

presumed to impair their unbiased assessment. This participation includes those 

activities or relationships that may be in conflict with the interests of the 

organization.  

 Shall not accept anything that may impair or be presumed to impair their 

professional judgement. 2.3 Shall disclose all material facts known to them that, 

if not disclosed, may distort the reporting of activities under review.  

2.3 Confidentiality Principle  

Internal auditors respect the value and ownership of information they receive and do 

not disclose information without appropriate authority unless there is a legal or 

professional obligation to do so. 
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 Rules of Conduct Internal auditors:  

 Shall be prudent in the use and protection of information acquired in the course 

of their duties.  

 Shall not use information for any personal gain or in any manner that would be 

contrary to the law or detrimental to the legitimate and ethical objectives of the 

organization.  

2.4 Competency  

Principle Internal auditors apply the knowledge, skills and experience needed in the 

performance of internal auditing services. 

 Rules of Conduct Internal auditors:  

 Shall engage only in those services for which they have the necessary knowledge, 

skills and experience.  

 Shall perform internal auditing services in accordance with the International 

Standards for the Professional Practice of Internal Auditing. 

 Shall continually improve their proficiency and the effectiveness and quality of 

their services. 
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Chapter Five 

Auditing techniques 
 

1 Introduction 

Auditing technique is defined as any technique used by auditors to determine deviations 

from actual accounting and controls established by a business or organization as well as 

uncovering problems in established processes and controls. Auditing techniques can be 

used to aid organizations by uncovering errors in business practices and providing a 

means of correction. Some businesses have used irregular accounting methods to hide 

certain monetary transactions and non-compliant behavior which has been uncovered 

by the use of varied auditing techniques. Other businesses have found new ways to save 

money and streamline business practices through various auditing techniques which 

have found waste in certain processes. 

Auditing techniques can be used to uncover these issues in order to ensure ethical 

business practices and to minimize waste or possible oversights within an organization. 

The applied techniques can determine if any income is hidden or improperly categorized 

or reported. Transactions are being completed between the organization and regulated 

or prohibited persons, groups, or countries. Uncovering of environmental waste 

discrepancies, finding of data inconsistencies, or any other business practice that can be 

considered as a process error, oversight, or violation of ethics, regulations, and laws.  

Auditing techniques can be divided into two groups: 

1. Primary Audit techniques 

2. Secondary Audit Techniques 

2 Primary Audit Techniques 

2.1 Vouching 

Vouching is a technical term, which refers to the inspection of documentary evidence 

supporting and substantiating a transaction, by an auditor. It is the essence of Auditing. 

It is the practice followed in an audit, with the objective of establishing the authenticity 

of the transactions recorded in the primary books of account. It essentially consists of 

verifying a transaction recorded in the books of account with the relevant documentary 
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evidence and the authority on the basis of which the entry has been made; also 

confirming that the amount mentioned in the voucher has been posted to an 

appropriate account which would disclose the nature of the transaction on its inclusion 

in the final statements of account. Vouching does not include valuation. 

Vouching is also defined as the "verification of entries in the books of account by 

examination of documentary evidence or vouchers, such as invoices, debit and credit 

notes, statements, receipts, etc. The object of vouching is to establish that the 

transactions recorded in the books of accounts are: 

 In order and have been properly authorized  

 Are correctly recorded.  

“Simple routine checking cannot establish the same accuracy that vouching can. In 

routine checking, entries recorded in the books only show what information the 

bookkeeper chooses to disclose, however these entries can be fictitious without any 

vouching or vouchers. By using a vouching or a voucher system a company will have 

concrete and solid documentation and evidence of  

2.2 Inspection 

Inspection consists of examining records or documents, whether internal or external, in 

paper form, electronic form, or other media. Inspection of records and documents 

provides audit evidence of varying degrees of reliability, depending on their nature and 

source and, in the case of internal records and documents, on the effectiveness of the 

controls over their production. An example of inspection used as a test of controls is 

inspection of records or documents for evidence of authorization. Some documents 

represent direct audit evidence of the existence of an asset, for example, a document 

constituting a financial instrument such as a stock or bond. Inspection of such 

documents may not necessarily provide audit evidence about ownership or value. In 

addition, inspecting an executed contract may provide audit evidence relevant to the 

entity's application of accounting principles, such as revenue recognition. Inspection of 

tangible assets – that consists of physical examination of the assets. Inspection of 

tangible assets may provide appropriate audit evidence with respect to their existence, 

but not necessarily about the entity's rights and obligations or the valuation of the 

assets. Inspection of individual inventory items ordinarily accompanies the observation 

of inventory counting. For example, when observing an inventory count, the auditor 

may inspect individual inventory items (such as opening containers included in the 
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inventory count to ensure that they are not empty) to verify their existence. 

Confirmation that assets seen are recorded in accounting records gives evidence of 

completeness. 

2.3 Observation 

Observation consists of looking at a process or procedure being performed by others. 

Examples include observation of the counting of inventories by the entity's personnel 

and observation of the performance of control activities. Observation provides audit 

evidence about the performance of a process or procedure but is limited to the point in 

time at which the observation takes place and by the fact that the act of being observed 

may affect how the process or procedure is performed. 

The form and content of audit documentation should be designed to meet the 

circumstances of the particular audit. The information contained in audit 

documentation constitutes the principal record of the work that the auditors have 

performed in accordance with standards and the conclusions that the auditors have 

reached. The quantity, type, and content of audit documentation are a matter of the 

auditors’ professional judgment. The audit documentation therefore is not restricted to 

being only on papers, but can also be on electronic media. 

 

2.4 Inquiry 

Inquiry involves seeking information from knowledgeable persons inside or outside the 

entity. Confirmation is the name given to a specific form of inquiry that is particularly 

widely used. It involves obtaining written confirmation from a third party, typically, 

although not exclusively, in relation to an account balance in which the third party has 

an interest. 

2.5 External confirmations  

it involves seeking information from external sources such as bank audit letters or 

circularization of receivables. Confirmations are best used where there is a 

knowledgeable party, independent of the entity and where alternative reliable evidence 

is not readily available. The most knowledgeable parties are those in a commercial 

relationship with the entity holding reciprocal information as to entity balances. 

These include debtors, creditors, banks, lenders, borrowers and custodians of entity 

assets such as stocks and securities. It is in their own interest for such parties to 
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maintain reliable records of their relationship with the entity. It is also in their interest 

to respond to an auditor‘s request for confirmation to ensure that any differences are 

identified and resolved. 

The use of confirmation evidence is usually very important in the audit of trade debtors 

because there are few other sources of external corroborative evidence. It is usually 

suitable when the majority of the credit customers are reasonable-sized businesses. 

Because existence is an important assertion being verified, it is important that the 

source from which the sample is selected is tested for completeness. This usually 

requires selecting the sample from a list of balances that has been tested against the 

sales ledger and totaled and agreed with the general ledger balance. 

2.6 Computation or Recalculation 

It involves checking the arithmetic accuracy of client‘s records. Auditors commonly 

recalculate a company's accounting reports or documents as part of the audit process. 

These procedures apply to financial statements, reconciliations, cost reports and other 

documents. Auditors use these technical procedures to ensure a company is accurately 

applying basic accounting principles to its financial transactions. Conducting these 

recalculations independently also allows auditors to review information in individual 

financial accounts to ensure these items are correctly entered into the accounting 

ledger. 

2.7 Analytical procedures 

Analytical procedures consist of comparing items, for example, current year financial 

information with prior year financial information and analyzing predictable relationships 

such as the relationship of trade receivables with revenue. It can also be used to help 

identify any unusual trends or characteristics within the financial statements. 

3 Secondary Auditing Techniques 

3.1 Expert Opinion 

In many cases, the auditor ‘s expertise will be limited and therefore it will be necessary 

to employ someone with different expert knowledge to enable the auditor to gain 

sufficient appropriate audit evidence. It is important that where the auditor ‘s 

experience is limited, that they do employ the work of an expert to ensure that the risk 

of material misstatement can be reduced to an acceptable level. For example, if an 
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entity operates a defined benefit pension scheme, then actuarial (statistical) 

information will be required from the Actuaries. Experts can also be used to: 

 Provide specialist advice on a particular matter which affects the financial 

statements, for example the valuations placed on complex financial instruments, 

such as derivatives (Advanced Mathematics). 

 Enable the auditors to obtain sufficient appropriate audit evidence concerning 

certain financial statement assertions. 

ISA 620 deals with the specific issues concerning the use of an auditor ‘s expert, but ISA 

500 requires the auditor to evaluate the technical competencies of the expert as well as 

the objectivity of the expert (it is particularly important that the expert is independent 

of the entity). In recognition of this requirement, the auditor should gain an 

understanding as to the specific matters the expert will undertake and evaluate the 

appropriateness of the expert ‘s work to determine whether it is sufficiently reliable. 

The auditor should also have regard to whether the expert has any financial interest in 

the entity or whether he has any business or personal relationships or if there are any 

other circumstances which may affect the independence and objectivity of the expert in 

determining whether the work undertaken by the expert is sufficient and appropriate 

the auditor should consider the following matters: 

 The nature and complexity of the matter which requires the expert. 

 The expert ‘s experience and reputation in the field in which the auditor is 

seeking audit evidence. 

 The independency and objectivity of the expert – for example is the expert 

employed by the entity? 

 The professional qualifications of the expert. 

 Whether any alternative sources of audit evidence are available. 

 Whether management have any influence over the performance of the work by 

the expert or whether they wholly rely on the expert. 

 The auditor ‘s previous experience with the work of the expert. 

The auditors need to evaluate whether the work of the expert and the evidence gained 

is sufficient and appropriate. Where the audit evidence from the expert is insufficient 

and there are no satisfactory alternative sources of evidence, then the auditors should 

consider the implications for their audit report. In arriving at their conclusion as to 
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whether the expert‘s work is sufficient and appropriate, the auditor needs to take into 

consideration various factors such as: 

 Whether the findings and conclusions reached by the expert are consistent with 

other sources of audit evidence gained. 

 Where judgments and assumptions are used (as in the defined benefit pension 

scheme scenario above), whether these judgments and assumptions are 

reasonable based on other audit evidence obtained. 

 Where source data is used, the relevance and completeness of that source data. 

 Meeting Minutes: The auditor can also ask for the meeting minutes of board of 

directors in instance where a transaction is not in the policy guideline. 
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Chapter Six 

Audit Sampling 
 

1 Introduction 

Meaning and objective of Audit sampling means application of audit procedures to less 

than 100 % of items appearing in an account balance or class of transactions to enable 

the auditor to form conclusion concerning that population. 

2 Why Sampling? 

Audit sampling enables an auditor to gather audit evidence through the use of tests of 

control or substantive procedures, on selected number of items and forming conclusion 

about the whole population. The reasons for this are: 

 Economic: Audit becomes cost effective. 

 Time: Complete check would take so long time. 

 Practical: Users do not expect 100% accuracy. Materially is important in 

accounting as well as in auditing. 

 Psychological: A complete check would be boring for the audit staff. 

 Fruitfulness: A complete check would not add much to the worth of figures if few 

errors were discovered. The emphasis in auditing should be on the completeness 

of record and the true and fair view. 

3 Exceptions to Sampling 

In some cases, a 100% check is still necessary. Some of these are: 

 Categories which are few in number but of great importance e.g., land and 

buildings. 

 Categories with special importance where materiality does not apply e.g., 

directors' emoluments and loans. 

 Unusual, one-off, or exceptional items e.g., accidental loss. 

 Any area where the auditor is put upon enquiry e.g., legal matters, law suits. 

 High risk areas.  
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Note that the objective in all sampling is to draw conclusions about a large group of 

data, e.g., all the credit sales made in a period, or all the withholding tax calculations or 

all the debtors, from an examination of a sample taken from the group. 

4 Objectives of Audit Sampling 

Auditor is supposed to carry out procedures designed to obtain sufficient appropriate 

audit evidence in order to determine with reasonable assurance whether the financial 

statements are free of material misstatements. 

Here the words “reasonable and material” make it clear that it is not necessary that 

auditors should state that the financial statements are absolutely 100% accurate. 

Sampling does not provide absolute proof of 100% accuracy but it can provide 

reasonable assurance that some elements of the financial statement are free from 

material misstatement. 

Audit sampling means; drawing conclusions about an entire set of data by testing a 

representative sample of items. 

Population means; the set of data, which may be a set of account balances (e.g. debtors, 

creditors, fixed assets) or transactions (e.g. all wage payments, all advice notes). 

Sampling units means; the individual items making up the population. 

5 Audit Materiality and Risk 

An auditor is not required to have evidence that all items in a set of Accounts are 100% 

correct. His duty is to give an opinion on the truth and fairness of the Financial 

Statements. Errors can exist in the Accounts and yet the Accounts can still give a true 

and fair view. 

The maximum error that any particular magnitude can contain without marring 

(damaging) the true and fair view is the tolerable error. Tolerable error is auditing 

materiality. In his audit planning, the auditor needs to determine the amount of 

tolerable error in any given population and to carry out tests to provide evidence that 

the actual errors in the population are less than the tolerable error. For example, stock 

can be a large amount in a set of accounts. Stock is computed by counting and weighing, 

by multiplying quantity by price and by summing individual values. Errors can occur at 

any of these stages. Applied prices may be incorrect. 
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6 Approaches to Audit Sampling 

There are two approaches to sampling in auditing: 

1. Judgmental sampling 

2. Statistical sampling 

6.1 Judgmental Sampling 

This means selecting a sample of appropriate size on the basis of the auditor's judgment 

of what is desirable.  

This approach has some advantages: 

 The approach has been used for many years. It is well understood and refined by 

experience, 

 The auditor can bring his judgment and expertise into play. Some auditors seem 

to have a sixth sense. 

 No special knowledge of statistics is required. 

 No time is spent on playing with mathematics. All the audit time is spent on 

auditing. 

There are some disadvantages too: 

 It is unscientific. 

 It is wasteful - usually sample sizes are too large. 

 No quantitative results are obtained. 

 Personal bias in the selection of samples is unavoidable. 

 There is no real logic to the selection of the sample or its size. 

 The sample selection can be imbalanced to the auditors needs e.g. selection of 

items near the year end to help with cut-off evaluation. 

 The conclusion reached on the evidence from samples is usually vague - a feeling 

of it seems OK or of vague worry.  

Overall, judgmental sampling is still the preferred method by a majority of auditors. 

Partly this can be defended on the grounds that the auditor is weighing several strands 

of evidence (internal control, business background, conversations with employees, 

subjective feelings, past experience, etc.) and is usually investigating several things at 

once (e.g. more than one control evidenced on an invoice, proper books, internal 

control compliance and substantive testing of totals) so that the whole process is too 



53 Auditing 

 

complex to reduce to the simple formulations of the statistician. On the other hand, the 

statistician can reply that judgment sampling in the past worked well because very large 

samples were always taken. Today, the small samples required by economic logic 

require careful measuring of the risks attached and this can only be done by the use of 

statistical techniques. 

6.2 Statistical Sampling 

Drawing inferences about a large volume of data by an examination of a sample is a 

highly developed part of the discipline of statistics. It seems only common sense for the 

auditor to draw upon this body of knowledge in his own work. In practice, a high level of 

mathematical competence is required if valid conclusions are to be drawn from sample 

evidence. However, most firms that use statistical sampling have drawn complex plans 

which can be operated by staff without statistical training. These involve the use of 

tables, graphs or computer methods. 

The advantages of using statistical sampling are: 

 It is scientific. 

 It is defensible / justifiable. 

 It provides precise mathematical statements about probabilities of being correct. 

 It is efficient - overlarge sample sizes are not taken. 

 It tends to cause uniform standards among different audit firms. 

 It can be used by lower grade staff; that would be unable to apply the judgment 

needed by judgmental sampling. 

 There are some disadvantages: 

 As a technique it is not always fully understood so that false conclusions may be 

drawn from the results. 

 Time is spent playing with mathematics which might better be spent on auditing 

 Audit judgment takes second place to precise mathematics. 

 It is inflexible. e. Often several attributes of transactions or documents are tested 

at the same 

 

6.2.1 Characteristics of statistical audit sample 

In auditing, a sample should be: 
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 Random: a random sample is one where each item of the population has an 

equal (or specified) chance of being selected. Statistical inferences may not be 

valid unless the sample is random. 

 Representative: the sample should be representative of the differing items in the 

whole population. For example, it should contain a similar proportion of high and 

low value items to the population (e.g. all the debtors). 

 Protective: Protective- protective, that is, of the auditor. More intensive auditing 

should occur on high value items known to be high risk. 

 Unpredictable: client should not be able to know or guess which items will be 

examined. 

 

6.2.2 Statistical Sample Selection Methods 

There are several methods available to an auditor for selecting items. These include: 

 Haphazard: Simply choosing items subjectively but avoiding bias. Bias might 

come in by tendency to favor items in a particular location or in an accessible file 

or conversely in picking items because they appear unusual. This method is 

acceptable for non-statistical sampling but is insufficiently accurate for statistical 

sampling. 

 Simple random: All items in the population have (or are given) a number. 

Numbers are selected by a means which gives every number an equal chance of 

being selected. This is done using random number tables or computer or 

calculator generated random numbers. 

 Stratified: This means dividing the population into sub populations (strata = 

layers) and is useful when parts of the population have higher than normal risk 

(e.g. high value items, overseas debtors). Frequently high value items form a 

small part of the population and are 100% checked and the remainders are 

sampled. 

 Cluster sampling: This is useful when data is maintained in clusters (= groups or 

bunches) as wage records are kept in weeks or sales invoices in months. The idea 

is to select a cluster randomly and then to examine all the items in the cluster 

chosen. The problem with this method is that this sample may not be 

representative. 

 



55 Auditing 

 

Chapter Seven 

Audit Documentation or Audit Working Papers (ISA 230) 
 

The auditor should document matters which are important in providing evidence to 

support the audit opinion and evidence that the audit was carried out in accordance 

with ISA. 

1 What are Working Papers? 

Working Papers are the material that auditors prepare or obtain and retain in 

connection with the performance of the audit. It may be in the form of data stored on 

paper, film, electronic media, or other media. They can also be used in court e.g. in case 

of negligent audit. 

2 Types of Working Papers 

Working papers are usually filed in 2 separate files: 

 Permanent Audit File  

 Current Audit files  

 

2.1 Permanent Audit File  

It comprises matters of continuing importance affecting the audit such as: 

 Copy of Articles of Association (is a document that contains the purpose of the 

company as well as the duties and responsibilities of its members defined and 

recorded clearly. It is an important document which needs to be filed with the 

Registrar of Companies). 

 Copy of Memorandum of Association (is a legal document prepared in the 

formation and registration process of a limited liability company to define its 

relationship with shareholders). 

 Information concerning the legal and organizational structure of the entity. 

 Extracts or copies of important legal documents, agreements and minutes. 

 Accounting & Internal Control Systems.  
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2.2 Current Audit File 

It relates specifically to the audit of a particular set of accounts: 

 Evidence of the planning process. 

 Evidence of the auditor understands of the accounting and internal control 

systems. 

 Analysis of transactions and balances. 

 A record of the nature, timing and extent of audit procedures performed and the 

results of such procedures. 

 An indication as to who performed by assistants was supervised and reviewed. 

 Details of procedures applied regarding components whose financial statements 

are audited by another auditor. 

 Letters of representation received from the entity. 

 

3 Purpose of Working papers 

 Assist in the planning and performance of the audit. 

 Assist in the supervision and review of audit work. 

 Record the audit evidence resulting from the audit work performed to support 

the auditor’s opinion. 

 

4 Importance of working papers 

 Quality control purposes in respect of the audit. Letter of Engagement 

 Assurance: that the work delegated by the audit partner has been properly 

completed. 

 Evidence: that effective audit has been carried out. 

 3Es: increase the economy, efficiency, and effectiveness of the audit. 

 Support auditor conclusion: contain sufficiently detailed and up to date facts 

which justify the reasonableness of the auditor’s conclusions. 

 Future audits: retain a record of matters of continuing significance to future 

audits. 
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5 Review of working papers 

 Hot review: Working Papers prepared by an audit staff is reviewed by a more 

experienced staff during the course of the audit. 

 Post audit review: the audit manager and partner review the audit file. 

 Second partner review: applicable for large and complex audit. 

 Cold review: a group of experienced staff form a team to review in detail the 

work performed by an audit team and ensuring that the audit has been 

conducted in accordance with the firm standard procedures. 

 

6 Confidentiality of working papers 

 Should not be made available to third parties without client consent. 

 Appropriate procedures should be undertaken to maintain confidentiality and 

safe custody of working papers. 

 Should be retained for a sufficient period of time to meet regulatory 

requirements. 

 

7 Contents of Audit working papers 

Each audit working paper must be headed with the following information: 

 The name of the client. 

 The period covered by the audit. 

 The file reference. 

 The initials (signature) of the member of staff who prepared the working paper, 

and the date on which it was prepared. 

 In the case of audit papers prepared by client staff, the date the working papers 

were received, and the initials of the audit team member who carried out the 

audit work. 

 The initials of the member of staff who reviewed the working papers and the 

date which the review was carried out. 

 

8 Sources of Working papers 

Working papers can be obtained from three sources: 

 Working papers prepared by the auditor 
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 Working papers (documents/evidence received from the entity) 

 Working papers received from third party (Banks, Insurance Company) 

 

9 Some characteristics of a good working paper 

 State a clear audit objective. 

 State the name of client, subject matter, year/period end. 

 State the full extent of the test or audit objective. 

 How sample size was determined. 

 Clearly and objectively state the results of the test. 

 The conclusions reached should be consistent with result of the test. 

 Main reference. 

 Signed and dated by preparer. 

 Signed and date by reviewer.4. Reference of linked documents. 
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Chapter Eight 

Auditing and International Standards on auditing 
 

1 Introduction 

International Standards on Auditing (ISAs): The auditor should follow basic principles 

and essential procedures together with related guidance as contained in ISAs. 

International Standards on Auditing (ISAs) are issued by the International Auditing 

Practices Committee (IAPC). The IAPC is a standing committee of the Council of the 

International Federation of Accountants (IFAC), which was formed in 1977 and is based 

in New York. IFAC has more than 150 member bodies, representing over 2 million 

accountants in more than 100 countries, and membership of IFAC automatically confers. 

The IAPC issued standards and statements on auditing and related services in order to 

improve the degree of uniformity of auditing practice and related services throughout 

the world. The IAPC works closely with its members and national standard setters in 

order to gain acceptance of international Standards of Auditing (ISAs). Member bodies 

have increasingly sought to align the national position with the international positions 

IFAC and the IASC have gained influence and recognition. Standard setters increasingly 

refer to the international position in their consultative documents as authoritative 

support for a particular view. 

International auditing and accounting standards do not at present override local 

regulations. Neither IFAC nor the IASC can currently compel any organization to comply 

with international standards; nor are there specific sanctions where organizations claim 

to have complied with international standards, but have not done so. 

The preface to International Standards on Auditing and Related Services (ISA 100) states 

that IAPC guidance falls into two categories: International Standards on Auditing (ISAs). 

ISAs contain basic principles and essential procedures (identified in bold type black 

lettering), together with related guidance in the form of explanatory and other material 

(in plain type) including appendices. 

The basic principles and essential procedures are to be understood and applied in the 

context of explanatory and other material that provides guidance for their application. 
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The text of a whole standard is considered in order to understand and apply the basic 

principles and essential procedures. 

2 International Auditing Practice Statements (IAPSs) 

In conducting an audit in accordance with ISAs, the auditor is also aware of and 

considers International Auditing Practice Statements (IAPSs) applicable to the audit 

engagement. IAPSs provide practical assistance to auditors in implementing standards 

and promote good practice. They are not intended to have the authority of standards 

the auditor may also conduct the audit in accordance with both ISAs and auditing 

standards of a specific jurisdiction or country. 

 

3 Professional Skepticism 

The audit should be planned and performed with an attitude of professional skepticism 

i.e. forming an opinion only after obtaining sufficient and appropriate audit evidence 

instead of blindly accepting any information or explanation given by the management. 

An attitude of professional skepticism means the auditor makes a critical assessment, 

with a questioning mind, of the validity of audit evidence obtained and is alert to audit 

evidence that contradicts or brings into question the reliability of documents and 

responses to inquiries and other information obtained from management and those 

charged with governance. 

4 Internal Controls 

Understanding of Internal Control is used by the auditor to identify types of potential 

misstatements and to consider factors that affect the risks of material misstatements 

and design the nature, timing and extent of further audit procedures. 

4.1 Definition of internal control 

Internal controls are the processes designed and effected by those charged with 

governance, management, and other personnel to provide reasonable assurance about 

the achievement of the entity’s objectives with regard to reliability of financial 

reporting, effectiveness and efficiency of operations and compliance with applicable 

laws and regulations. It follows that internal control is designed and implemented to 

address identified business risks that threaten the achievement of any of these 

objectives. 
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4.2 Components of internal control 

 The control environment 

 The entity’s risk assessment process 

 The information system, including the related business processes relevant to 

financial reporting and communication. 

 Control activities 

 Monitoring of controls 

4.3 Monitoring of Controls 

The auditor should obtain an understanding of the major types of activities that:  

 The entity uses to monitor internal control over financial reporting  

 How the entity initiates corrective actions to its controls? 

Ensuring that internal controls are operating as intended. 

 If monitoring is not done, people may stop performing the functions they are 

required to perform. 

 It also involves assessing the quality of internal control performance over times. 

 Monitoring may be ongoing activities, separate evaluations or a combination of 

the two. 

Monitoring includes: 

 Supervisions, functions of managers 

 Internal audit 

 Communication from external parties indicating areas requiring 

5 Assessing the Risk of Material Misstatement 

The auditor should identify and assess the risks of material misstatement at the financial 

statement level, and at the assertion level for classes of transactions, account balances, 

and disclosures. For this purpose, the auditor: 

 Identifies risks throughout the process of obtaining an understanding of the 

entity and its environment, including relevant controls that relate to the risks, 

and by considering the classes of transactions, account balances, and disclosures 

in the financial statements. 
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 Relates the identified risks to what can go wrong at the assertion level; Considers 

whether the risks are of a magnitude that could result in a material misstatement 

of the financial statements; and considers the likelihood that the risks could 

result in a material misstatement of the financial statements. 

5.1 Significant Risks that require Special Audit Considerations 

 Non-routine transactions (unusual) 

 Judgmental matters (e.g. accounting estimates) 

 Non-routine transactions arising from matters such as: 

For significant risks, to the extent the auditor has not already done so, the auditor 

should evaluate the design of the entity’s related controls, including relevant control 

activities, and determine whether they have been implemented. 

If management has not appropriately responded by implementing controls over 

significant risks and if, as a result, the auditor judges that there is a material weakness in 

the entity’s internal control, the auditor communicates this matter to those charged 

with governance. In these circumstances, the auditor also considers the implications for 

the auditor’s risk assessment. 

Risks for which substantive procedures alone do not provide sufficient appropriate audit 

evidence as part of the risk assessment as described in the above paragraph, the auditor 

should evaluate the design and determine the implementation of the entity’s controls, 

including relevant control activities, over those risks for which, in the auditor’s 

judgment, it is not possible or practicable to reduce the risks of material misstatement 

at the assertion level to an acceptably low level with audit evidence obtained only from 

substantive procedures. 

Examples of situations where the auditor may find it impossible to design effective 

substantive procedures that by themselves provide sufficient appropriate audit 

evidence that certain assertions are not materially misstated include the following: 

 An entity that conducts its business using IT to initiate orders for the purchase 

and delivery of goods based on predetermined rules of what to order and in what 

quantities and to pay the related accounts payable based on system-generated 

decisions initiated upon the confirmed receipt of goods and terms of payment. 

No other documentation of orders placed or goods received is produced or 

maintained, other than through the IT system. 
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 An entity that provides services to customers via electronic media (for example, 

an Internet service provider or a telecommunications company) and uses IT to 

create log of the services provided to its customers, initiate and process its 

billings for the services and automatically record such amounts in electronic 

accounting records that are part of the system used to produce the entity’s 

financial statements. 

6 Revision of Risk Assessment 

While performing tests of controls or substantive procedures auditor finds that controls 

are not performing effectively and misstatements found are not in accordance with 

expectations of misstatements, the auditor should revise his assessment of risk and 

modify the further planned audit procedures. 

7 Communicating with those Charged with Governance and Management 

The auditor should make those charged with governance or management aware, as 

soon as practicable, and at an appropriate level of responsibility, of material weaknesses 

in the design or implementation of internal control which have come to the auditor’s 

attention. 

8 Documentation 

The auditor should document: 

 The discussion among the engagement team regarding the susceptibility of the 

entity’s financial statements to material misstatement due to error or fraud, and 

the significant decisions reached; 

 Key elements of the understanding obtained regarding each of the aspects of the 

entity and its environment, including each of the internal control components, to 

assess the risks of material misstatement of the financial statements; the sources 

of information from which the understanding was obtained; and the risk 

assessment procedures; 

 The identified and assessed risks of material misstatement at the financial 

statement level and at the assertion level; and 

 The risks identified and related controls evaluated. 
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