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LESSON 01

FUNDAMENTALS OF AUDITING
AN INTRODUCTION

What is an Audit?

Audit is an independent examination of financial statements of an entity that enables an auditor to express
an opinion whether the financial statements are prepared (in all material respects) in accordance with an
identified and acceptable financial reporting framework (e.g. international or local accounting standards and
national legislations)

This view of audit is presented by ISA 200 Objective and General Principles Governing an Audit of Financial
Statements.

The phrases used; “to express the auditor’s opinion” means that the financial statements give a true and fair
view or have been presented fairly in all material respects.

True and fair presentation means that the financial statement are prepared and presented in accordance with
the requirements of the applicable International Financial Reporting Standards (IFRS) and local
pronouncements/legislations.

What we can understand as the essential features of an audit from the above definition and explanation are
as under:
¢ An auditor involves in examination of financial statements, the auditor is not responsible for the
preparation of the financial statements.
e The end result of an audit is an opinion to assist the user of the financial statements. Auditing
therefore relies heavily on professional judgment, not merely on the facts.
e The auditor’s opinion makes reference to “true and fair” or “fair presentations” but “true and fair”
is again a matter of judgment. It is not precisely defined for the auditor.
o Inorder to make the user of the auditor’s report able to feel confident in relying on such report, the
auditor should be independent of the entity. Independent essentially means that the auditor has no
significant personal interest in the entity. This allows an objective, professional view to be taken.

You will note that this is a wide concept of an audit which can be applied to any entity, not just to limited
companies. However, in this course, we are concerned primarily with audits of limited companies (often
known as statutory or external audits). Any other audit applications will be clearly indicated for you in the
text.

Why is there a need for an audit?
The problem that has always existed at the time when the manager reports to the owners is that: whether
the owners will believe the report or not? This is because the reports may:
a. Containerrors
Not disclose fraud
Be inadvertently misleading
Be deliberately misleading
Fail to disclose relevant information
f.  Fail to conform to regulations
The solution to this problem of credibility in reports and accounts lies in appointing an independent person
called an auditor to examine the financial statements and report on his findings.

b
C.
d.
e

A further point is that modern companies can be very large with multi-national activities. The preparation
of the accounts of such groups is a very complex operation involving the bringing together and
summarizing of accounts of subsidiaries with differing conventions, legal systems and accounting and
control systems. The examination of such accounts by independent experts who are trained in the
assessment of financial information is of benefit to those who control and operate such organizations as
well as to owners and outsiders.

Many financial statements must conform to statutory or other requirements. The most notable is that all
company accounts have to conform to the requirements of the Companies Ordinance 1984 but many other
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bodies (like: Charities, Building Societies, Financial Services business etc) have detailed accounting
requirements as required by the relevant legislations. In addition all accounts should conform to the
requirements of International Financial Reporting Standards (IFRSS).

It is essential that an audit of financial statements should be carried out to ensure that they conform to these
requirements.

What is the distinction between auditing and accounting?

Relationship between auditing and accounting

Auditing and accounting are closely connected but both are separate activities. The directors of a company
are responsible for establishing books of accounts that will accurately record financial information and that
are used for preparing the annual financial statements. It is similarly the responsibility of the directors to
adopt consistent and appropriate accounting policies in order to prepare and present the financial
statements. The financial statements have to comply with national legislative requirements and International
Financial Reporting Standards (IFRSs).

Accounting is the process of recording, classifying, summarizing and reporting financial information in a
logical/systematic manner for the purpose of decision making. To provide relevant & reliable information,
accountants must have a thorough understanding of the principles and rules that provide the basis for
preparing the financial statements.

In auditing the financial statements, the concern is with determining whether the presented financial
statements properly (true and fair) reflect the financial information that occurred during the accounting
period. Since auditors are primarily concerned with the end result of this work i.e. do the financial
statements show a true and fair view? In order to arrive at their conclusion the auditors must have a deep
knowledge and understanding of accounting (including applicable accounting standards) and in practice, the
directors will consult with the auditors as to appropriate accounting policies to follow.

Many financial statement users and members of the general public confuse auditing with accounting. The
confusion results because most auditing is concerned with accounting information, and many auditors have
considerable expertise in accounting matters. The confusion is increased by giving the title “Chartered
Accountant” to individuals performing a major portion of the audit function.

Who can be an auditor?
For appointment as auditor of:

a) a Public Company or
b) a Private Company which is a subsidiary of a Public Company.
C) a Private Company having paid up capital of three million rupees or more.

The person must be a Chartered Accountant within the meaning of the Chartered Accountants Ordinance,
1961.
For listed companies an auditor must have a satisfactory QCR (quality control review) rating issued by
ICAP.
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LESSON 02

Fundamentals of Auditing
Auditing — An Introduction

What is an auditor’s report?

The primary aim of an audit is to enable the auditor to say “these accounts show a true and fair view” or, of
course, to say that “they do not show a true and fair view”.

At the end of his audit, when he has examined the entity, its record, and its financial statements, the auditor
produces a report addressed to the owners/stake holders in which he expresses his opinion of the truth and
fairness, and sometimes other aspects, of the financial statements.

Standard format of Auditor’s Report as per the Companies Ordinance 1984:

FORM 35A
AUDITORS’ REPORT

We have audited the annexed balance sheet of COMPANY NAME as at THE DATE and the related profit
and loss account, cash flow statement and statement of changed in equity together with the notes forming
part thereof, for the year then ended and we state that we have obtained all the information and
explanations which to the best of our knowledge and belief were necessary for the purposes of our audit.

It is the responsibility of the company’s management to establish and maintain a system of internal control
and prepare and present the above said statements in conformity with the approved accounting standards
and the requirements of the Companies Ordinance, 1984. Our responsibility is to express an opinion on
these statements based on our audit.

We conducted our audit in accordance with the auditing standards as applicable in Pakistan. These
standards require that we plan and perform the audit to obtain reasonable assurance about whether the
above said statements are free of any material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the above said statements. An audit also includes
assessing the accounting policies and significant estimates made by management, as well as evaluating the
overall presentation of the above said statements. We believe that our audit provides a reasonable basis for
our opinion and, after due verification, we report that:

a) In our opinion, proper books of accounts have been kept by the company as required by the
Companies Ordinance, 1984
b) Inour opinion:

i. The balance sheet and profit and loss account together with the notes thereon have been
drawn-up in conformity with the Companies Ordinance, 1984, and are in agreement with the
books of account and are further in accordance with accounting policies consistently applied

ii. The expenditure incurred during the year was for the purpose of the company’s business; and

iii. The business conducted investments made and the expenditure incurred during the year were
in accordance with the objects of the company.
¢) In our opinion and to the best of our information and according to the explanations given to us, the
balance sheet, profit and loss account, cash flow statement and statement of changes in equity together
with the notes forming part thereof conform with approved accounting standards as applicable in
Pakistan and, give the information required by the Companies Ordinance, 1984, in the manner so
required and respectively give a true and fair view of the state of the company’s affairs as at DATE and
of the profit/loss its cash flows and changes in equity for the year then ended; and
d) Inour opinion Zakat deductible at source under the Zakat and Usher Ordinance, 1980 was deducted by
the company and deposited in the Central Zakat Fund established under Section 7 of that Ordinance.

Date Signature
Place (Name(s) of Auditors)
© Copyright Virtual University of Pakistan 3
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Standard format of Auditor’s Report as per the International Auditing Standards:

INDEPENDENT AUDITOR’S REPORT
[Appropriate Addressee]
Introductory Paragraph
We have audited the accompanying financial statements of ABC Company, which comprise the balance
sheet as at December 31, 20X1, and the income statement, statement of changes in equity and cash flow
statement for the year then ended, and a summary of significant accounting policies and other explanatory
notes.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in
accordance with International Financial Reporting Standards. This responsibility includes: designing,
implementing and maintaining internal control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement, whether due to fraud or error; selecting and applying
appropriate accounting policies; and making accounting estimates that are reasonable in the circumstances.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements based on our audit. We conducted
our audit in accordance with International Standards on Auditing. Those standards require that we comply
with ethical requirements and plan and perform the audit to obtain reasonable assurance whether the
financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the
financial statements. The procedures selected depend on the auditor’s judgment, including the assessment
of the risks of material misstatement of the financial statements, whether due to fraud or error. In making
those risk assessments, the auditor considers internal control relevant to the entity’s preparation and fair
presentation of the financial statements in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal
control. An audit also includes evaluating the appropriateness of accounting policies used and the
reasonableness of accounting estimates made by management, as well as evaluating the overall presentation
of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our
audit opinion.

Opinion

In our opinion, the financial statements give a true and fair view of (or” present fairly, in all material
respects,”) the financial position of ABC Company as of December 31, 20X1, and of its financial
performance and its cash flows for the year then ended in accordance with International Financial
Reporting Standards.

Report on Other Legal and Regulatory Requirements

[Form and content of this section of the auditor’s report will vary depending on the nature of the auditor’s
other reporting responsibilities.]

[Auditor’s signature]

[Date of the auditor’s report]
[Auditor’s address]

What stands for auditor’s opinion?

The auditor, in his report, does not say that the financial statements do show a true and fair view. He can
only say that in his opinion the financial statements show a true and fair view. The reader or user of
financial statements will know from his knowledge of the auditor whether or not to rely on the auditor’s
opinion. If the auditor is known to be independent, honest, and competent, then his opinion will be relied
upon.
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What are the different types of audit?

Three types of audits are discussed in general, i.e.,
1. Financial statement audits
2. Operational audits
3. Compliance audits

Financial Statement Audits

An audit of financial statements is conducted to determine whether the overall financial statements (the
guantifiable information being verified) are stated in accordance with specified criteria. Normally, the
criteria are the requirements of the applicable International Financial Reporting Standards (IFRSs) and the
Companies Ordinance 1984. The financial statements most commonly comprises of the Balance Sheet,
Income Statement, Statement of Changes in Equity, Cash Flow Statement, and Notes to the accounts.

The assumption underlying an audit of financial statements is that these will be used by different groups for
different purposes. Therefore, it is more efficient to have one auditor who will perform an audit and draw
conclusions that can be relied upon by all users than to have each user perform his or her own audit. If a
user believes that the general audit does not provide sufficient information for his or her purposes, the user
has the option of obtaining more data. For example, a general audit of a business may provide sufficient
financial information for a banker considering a loan to the company, but a corporation considering a
merger with that business may also wish to know the replacement cost of fixed assets and other information
relevant to the decision. The corporation may use its own auditors to get the additional information.

Operational Audits

An operational audit is a review of any part of an entity’s operating procedures and methods for the
purpose of evaluating efficiency and effectiveness. At the completion of an operational audit,
recommendations to management for improving operation are normally expected.

An example of an operational audit is evaluating the efficiency and accuracy of processing payroll
transactions in a newly installed computer system. Another example, where most accountants would feel
less qualified is evaluating the efficiency, accuracy, and customer satisfaction in processing the distribution
of letters and parcels by a courier company such as TCS.

Because of the many different areas in which operational effectiveness can be evaluated, it is impossible to
characterize the conduct of a typical operational audit. In one organization, the auditor might evaluate the
relevancy and sufficiency of the information used by management in making decisions to acquire new fixed
assets, while in a different organization the auditor might evaluate the efficiency of the paper flow in
processing sales.

In operational auditing, the reviews are not limited to accounting. They can include the evaluation of
organization structure, computer operations, production methods, marketing, and any other area in which
the auditor is qualified.

The conduct of an operational audit and the reported results are less easily defined than for either of the
other two types of audits. Efficiency and effectiveness of operations are far more difficult to evaluate
objectively than compliance or the presentation of financial statements in accordance with accounting
conventions and principles; and establishing criteria for evaluating the quantifiable information in an
operational audit is an extremely subjective matter.

In this sense, operational auditing is more like “management consulting” than what is generally regarded as
“auditing”. Operational auditing has increased in importance in the past decade.

Compliance Audits

The purpose of a compliance audit is to determine whether the entity is following specific procedures, rules,
or regulations set down by some higher authority.

A compliance audit for a private business could include determining whether accounting personnel are
following the procedures prescribed by the company controller, reviewing wage rates for compliance with
minimum wage laws, or examining contractual agreements with bankers and other lenders to be sure the
company is complying with legal requirements.

In the audit of governmental units such as districts school, there is extensive compliance auditing due to
extensive regulation by higher government authorities. In virtually every private and non profit organization,
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there are prescribed policies, contractual agreements, and legal requirements that may call for compliance
auditing.

Results of compliance audits are typically reported to someone within the entity being audited rather than to
a broad spectrum of users.

Management, as opposed to outside users, is the primary group concerned with the extent of compliance
with certain prescribed procedures and regulations. Hence, a significant portion of work of this type is done
by auditors employed by the entity itself.

There are exceptions; when an organization wants to determine whether individuals or entities that are
obligated to follow its requirements are actually complying, the auditor is employed by the entity issuing the
requirements.

An example is the auditing of taxpayers for compliance with the federal tax laws, where the auditor is
employed by the government to audit the taxpayers’ tax returns.

Following table summarizes the three types of audits and includes an example of each type and an

illustration of three of the key parts of the definition of auditing applied to each type of audit.

Examples of the Three Types of Audits

TYPES OF EXAMPLE QUANTIFIABLE | ESTABLISHED | AVAILABLE
AUDIT INFORMATION CRITERIA EVIDENCE
Financial Annual Audit of | General Motors International Documents,
Statement Audit | General Motors” | financial statements | Financial records, and
financial Reporting outside sources
statements Standards of evidence
Operational Evaluate whether | Number of payroll | Company Error reports,
Audit the computerized | records processed standards for payroll records,
payroll processing | ina month, costs of | efficiency and and payroll
for subsidiary is the department, and | effectiveness in processing costs
operating number of errors payroll
efficiently and made department
effectively
Compliance Determine if Company records Loan agreement Financial
Audit bank provisions statements and
requirements for calculations by
loan continuation the auditor
have been met
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LESSON 03

FUNDAMENTALS OF AUDITING
AUDITING — AN INTRODUCTION

What are the advantages and disadvantages of auditing?

Advantages of an audit

We have seen that the need for an external audit in the case of companies arises primarily from the
existence of split-up of ownership from control. There are however, certain advantages in having financial
statements audited even where no statutory requirement exists for such an audit in the case of a sole-trader-
ship, partnership, or non-profit organizations for example.

These advantages can be summarized as follows:

a) Disputes between management may be more easily settled. For instance, a partnership which has
complicated profit sharing arrangements may require an independent examination of those
accounts to ensure, as far as possible, an accurate assessment and distribution of the profits.

b) Major changes in ownership may be facilitated if past accounts contain an independent audit report,
for instance, where two sole traders merge their business to form a new partnership.

¢) Application to lenders/financial institutions for finance may be strengthened by the submission of
audited accounts. However do remember that a bank, for instance, is likely to be far more
concerned about the future of the business and available security, than by the past historical
accounts, audited or otherwise.

d) Theauditis likely to involve an in depth examination of the business and so may enable the auditor
to give more constrictive advice to management on improving the efficiency of the business.

Disadvantages of an audit
Like most thing in life, audits are not entirely without their disadvantages. There are two main points to
make here:

b) The audit fee! Clearly the services of an auditor must be paid for. It is for this reason that few

partnerships and even fewer sole traders are likely to have their accounts audited.

c) The audit involves the client’s staff and management in giving time to providing information to

the auditor. Professional auditors should therefore plan their audit carefully to minimize the
disruption which their work will cause.

What are the different stages of audit?
Auditing is essentially a practical task. The auditor always needs to reflect the nature of the circumstances of
the entity under audit. It is unlikely that any two audit assignments will ever identical. It is however possible
to identify a number of standard stages in a typical external audit. These are as follows:
- Audit appointment
- Engagement letter
- Initial planning
= Knowledge of the business
» Risk Assessment
= Internal control review (procedures)
= Control procedures (authorities/approvals/segregation of duties)
- Preparation of the audit plan
- Accounting system review
- Analytical review techniques (Compliance procedures-Application of control test procedures)
like purchasing are according to the controls established.
- Considering the ways in which audit evidence can be sought
- Substantive testing (transaction level procedures)
- Reasonable assurance
- Review of the financial statements (compliance with the standards/material misstatement etc.)
- Preparation and signing of report
At the stage of considering the ways of seeking audit evidence the auditor will make a preliminary evaluation
of the entity’s control system:
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1. If the controls are likely to lead to a true and fair set of financial statements the auditor will test
those controls.

2. If they appear weak he will not rely on the controls but carry out extensive testing of the
transactions and balances which appear in the financial statements by means of substantive
procedures.

3. If the controls are operating effectively, the auditor can reduce the amount of substantive testing
described above and adopt a reliance approach.

4, If not then the auditor will be forced into a extensive substantive approach

What are the features of auditing profession?

In Pakistan auditing profession is allied with the Institute of Chartered Accountants of Pakistan (ICAP). It
is an autonomous body incorporated under the Chartered Accountants Ordinance 1961.

ICAP is aregulatory body that enjoys a self regulatory status. Its affairs are run by a council which is elected
by its member (Chartered Accountants).

Only those members of the ICAP are eligible of doing audit who have obtained license for the purpose,
these are known are practicing members.

Management of ICAP

The President is the Chief Executive of the Institute. The administrative head of the Institute is the
Executive Director/Secretary who functions under the directions of the Council, Executive Committee,
The President and the Vice Presidents

The Executive Director in performance of his functions is assisted by:

e  Secretary

Director Technical Services

Director Professional Standards Compliance

Director Education & Training

Director Examinations

o Regional Director North

The prime responsibilities of Executive Director include Personnel Management; Financial Management;
Office Administration; Publications; Information Systems; Conducting and performing Secretarial functions
for the Council and Executive Committee Meetings.

Knowing the audit profession and other services?

Auditing firms do not describe themselves as auditors. They describe themselves as Chartered Accountants.
Auditing firms are composed of accountants who perform audits for their clients. They also perform other
services. The small chartered accountant firms especially may spend more time on other services than on
auditing.

The other services may include:

Writing up books of accounts (Book keeping)

Balancing books of accounts (Extracting trial balance)

Preparing final accounts

Tax management

Statutory form filling

Financial consultancy

Management and system consultancy

Liquidation and receivership work

Investigations (Fraud audit)

—STe o oo o
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LESSON 04

OBJECTIVE AND GENERAL PRINCIPLES GOVERNING
AN AUDIT OF FINANCIAL STATEMENTS

Objective of an Audit:

Objective of an audit of financial statements is to enable an auditor to express an opinion whether the
financial statements are prepared, in all material respects, in accordance with an identified financial reporting
framework (e.g. International or Local Accounting Standards).

The terms used to express the opinion are “give a true and fair view” or “present fairly in all material
respects”.

Benefit of opinion

It improves credibility of financial statements.

What an opinion does not achieve?
It does not provide any assurance about

i) Future viability of the entity; and
i) Efficiency or effectiveness of management.

General Principles of an Audit:
Professional Ethics

There are a number of ethical matters that are extremely important for auditors to consider when

performing their work. It is vital to the public image and credibility of the profession that the

auditor is seen to be behaving in an acceptable manner in addition to actually complying with the

ethical requirements.

It is important to recognize that many groups in society rely on accountant’s work, not just the

shareholders on whose behalf the accountant is working. The accountant therefore has a public

accountability.

In the light of this, ICAP’s ethical guidelines emphasis the following key points about the

characteristics of accountants:

a) Independence:
Auditor is independent of management i.e. he is not under the control or influence of
management.

b) Integrity:
Auditor is honest and is not corrupt. He is straight forward in performing his professional
work

c) Objectivity:
He obtains the evidence needed to form an opinion and his opinion is based on that
evidence alone. He is not subjective in forming his opinion.

d) Professional Competence and Due Care:
Auditor has attained certain professional qualification, has acquired the requisite skill and
has attained the experience necessary for the audit and performs his work with planning
and due diligence.

e) Confidentiality:
Auditor neither discloses the information obtained during the course of his audit without
permission of his client (except when required in a court of law) nor uses that information
himself.

f) Professional Behavior:
He should not only act in a professional manner but should also appear to be a
professional. He should maintain his professional knowledge and skill at a level required to
ensure that a client or employer receives the benefit of competent professional service
based on up-to-date developments in auditing practice and relevant legislation.

0) Technical Standards:
Audit should be performed by following certain standards, international or national.
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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. The text of a whole
standard is considered in order to understand and apply the basic principles and essential
procedures.

» International Auditing Practice Statements (IAPSS).
In conducting an audit in accordance with 1SAs, 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.

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.

SCOPE OF AN AUDIT

What does it mean?

The term “scope of an audit” refers to the audit procedures that, in the auditor’s judgment and
based on the ISAs, are deemed appropriate in the circumstances to achieve the objective of the
audit.
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- Audit opinion

. Reasonable assurance

. Sufficient appropriate audit evidence
. Audit procedures (based on ISAS)

Audit-Evidence:

It is obtained by applying necessary audit procedures. Audit procedures should be based on requirements of
ISAs, relevant professional bodies, legislation, regulations, and the terms of the audit engagement and
reporting requirements.

Auditing is concerned with the verification of accounting date and with determining the accuracy and

reliability of accounting statements and reports.

Verification does not mean seeking proof or absolute certainty in connection with the data and reports

being audited. It means looking for sufficient evidence depends on what experience and knowledge of

contemporary auditing standards tells one is satisfactory.

An auditor obtains audit evidence regarding management’s assertions for the following areas:

a. Existence: an asset or liability exists at the Balance Sheet date. This is an obvious assertion with such
items as land and buildings, stocks and others

b. Rights and obligations: an asset or liability pertains to the entity at the Balance Sheet date. This
means that the enterprise has for example ownership of an asset. Ownership as an idea is not simple
and there may be all sorts of rights and obligations connected with a given asset or liability.

c. Occurrence: a transaction or event took place which pertains to the enterprise during the relevant
period. It may be possible for false transactions (e.g. sales or purchases) to be recorded. The assertion is
that all recorded transactions actually took place.

d. Completeness: there are not unrecorded assets, liabilities, transactions or events or undisclosed items.
This is important for all accounts items but is especially important for liabilities.

e. Valuation: an asset or liability is recorded at an appropriate carrying value Appropriate may mean in
accordance with generally accepted accounting principles, the companies Act rules, Accounting
Standards requirements and consistent with statements of accounting policies consistently applied.

f.  Measurement: a transaction or event is recorded at the proper amount and revenue or expense
allocated to the proper period.

g. Presentation and disclosure: an item is disclosed, classified and described in accordance with
applicable reporting framework. For example fixed assets are subject to the Companies Ordinance rules
and to 1AS 16.

Anexample:

We will look at an item in a balance sheet, bank overdraft Rs. 10,250. In reporting this item in the balance

sheet, the directors are making these assertions:

That there is a liability to the company’s bankers.

That at the balance sheet date this liability was Rs. 10,250.

That this amount is agreed by the bank

That the overdraft was repayable on demand. If this were not so, it would not appear amongst the

current liabilities and terms would be stated.

That the overdraft was not secured. If it were secured this fact would need to be stated.

That the company has the Authority to borrow from its Memorandum and Articles.

That a bank reconciliation statement can be prepared.

That the bank is willing to let the overdraft continue.

If no item ‘bank overdraft’ appeared in the balance sheet, it would represent an assertion by the directors

that no overdraft liability existed at the balance sheet date.

oo

S©Q o

REASONABLE ASSURANCE

What is reasonable assurance?

A conclusion that the financial statements are not materially misstated. An auditor cannot obtain absolute
assurance because of limitations described in Para below.

How reasonable assurance is achieved?

Itis achieved by obtaining audit evidence.

Factors affecting reasonable assurance
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i)

i)

ii)

Inherent limitation of an audit, i.e. failure of audit procedures to detect material

misstatements in financial statements because of:

a) The use of testing (application of procedures on samples).

b) The inherent limitations of accounting and internal control system.

C) Persuasive nature of audit evidence rather than conclusive (Persuasive: one leading
to an opinion; one which causes to believe; Conclusive: final, convincing).

Exercise of judgment by the auditor in gathering of evidence and drawing of conclusion.

Existence of other limitations like related parties etc.

Audit Risk and Materiality
Guidance provided by ISA 200 in this matter is discussed in later chapters which specifically and exclusively

discuss it.

Responsibility for the Financial Statements:

Responsibilities for preparing and presenting the financial statements are that of management. Auditor’s
responsibility is to express an opinion thereon.
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LESSON 05

REASONABLE ASSURANCE

What is reasonable assurance?
It means a conclusion that the financial statements are not materially misstated. An auditor cannot obtain
absolute assurance because of limitations described in paragraph below.

Reasonable assurance through audit evidence
Audit evidence:
+ Forinternal control
« For transactions & accounts balances
« For financial statements

Factors affecting reasonable assurance
i) Inherent limitation of an audit, i.e. failure of audit procedures to detect material
misstatements in financial statements because of:

a) The use of testing (application of procedures on samples).

h) The inherent limitations of accounting and internal control system.

C) Persuasive nature of audit evidence rather than conclusive (Persuasive:
one leading to an opinion; one which causes to believe; Conclusive: final,
convincing).

i) Exercise of judgment by the auditor in gathering of evidence and drawing of
conclusion.
iii) Existence of other limitations like related parties etc.

Inherent Limitations of Accounting and Internal Control

« Management over rides

«  Collusion with employees

«  Collusion with third party

« Unaffordable cost of internal control

*  Human error
Accordingly, because of the factors described above an audit is not a guarantee that the financial statements
are free from material misstatement, because absolute assurance is not attainable. Further, an audit opinion
does not assure the future viability of the entity nor the efficiency or effectiveness with which management
has conducted the affairs of the entity

AUDIT RISK AND MATERIALITY

Entities pursue strategies to achieve their objectives, and depending on the nature of their operations and
industry, the regulatory environment in which they operate, and their size and complexity, they face a
variety of business risk. Management is responsible for identifying such risks and responding to them.
However, not all risks relate to the preparation of the financial statements. The auditor is ultimately
concerned only with risks that may affect the financial statements.

The auditor obtains and evaluates audit evidence to obtain reasonable assurance about whether the financial
statements give a true and fair view or are presented fairly, in all material respects, in accordance with the
applicable financial reporting framework. The concept to reasonable assurance acknowledges that there is a
risk the audit opinion is inappropriate. The risk that the auditor expresses an inappropriate audit opinion
when the financial statements are materially misstated is known as “audit risk”.

Audit Risk
The risk that the auditor expresses inappropriate audit opinion when the financial statements are
materially misstated.
The concept of reasonable assurance acknowledges that there is a risk the audit opinion is in
appropriate.
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Materiality
Risk of material misstatement levels:
»  Overall Financial Statement level
+  Often relates to entity’s control environment
+  Also relates to declining economic conditions
» Transactions, account balances, & disclosures level
Auditor is not responsible for detection of misstatements that are not material.

The auditor should plan and perform the audit to reduce audit risk to an acceptably low level that is
consistent with the objective of an audit

Responsibility for the Financial Statements:

Responsibilities for preparing and presenting the financial statements are that of management. Auditor’s
responsibility is to express an opinion thereon.

This responsibility includes:

+ Designing, implementing and maintaining internal control relevant to the preparation and
presentation of financial statements that are free from material misstatement, whether due to fraud
or error;

»  Selecting and applying appropriate accounting policies; and

+  Making accounting estimates.
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LESSON 06

LEGAL CONSIDERATION REGARDING AUDITING

The Audit Requirement
« Not all limited companies are required to have their financial statements audited. Nor are all
companies required to produce financial statements in the same formats as many exemptions may
apply to small and medium sized companies.
«  Broadly speaking, small companies are exempt from the audit requirement, small and medium sized
companies may file abbreviated accounts with the registrar of companies and small companies may
prepare accounts with reduced disclosures for their members.

Appointment, Duties, Rights and Liabilities of Auditor

Appointment:
First Auditors

a) The first auditors of a company shall be appointed by the directors within 60 days of
incorporation of the company [252(3)]

b) The first auditors will hold office till the first annual general meeting [252(3)].

C) If the directors fail to appoint the first auditors, the members shall appoint the first
auditors, provided further that the auditors such appointed shall not be removed during
the tenure expect through a special resolution [(252(6)].

d) Where the first auditors are not appointed either by the directors or by the members within
120 days of incorporation of the company, the Securities & Exchange Commission of
Pakistan (Commission) will appoint the auditor [252(6)].

Subsequent Auditors
(@) At each annual general meeting the company (members) shall appoint the auditors [252(1)].
(b) The auditors shall hold office from the conclusion of that meeting till the conclusion of
next annual general meeting [Section 252(1)].
(¢) If no auditors are appointed at annual general meeting Commission shall appoint an auditor.
To exercise this power the company must give notice to Commission within one week of
these powers having become exercisable [252(7)].
Note: Provided that an auditor or auditors appointed in a general meeting may be removed before
conclusion of the next annual general meeting through a special resolution [252(1)].

Casual Vacancy
a)  Any casual vacancy shall be filled by directors. [Sec 252(4)].
b)  Auditors so appointed shall hold office till next annual general meeting.[Sec 252(5)]
c) If directors do not appoint auditors to fill casual vacancy within 30 days, Commission may
appoint an auditor.[Sec 252(6)]

Commission’s powers to appoint auditors [252(6)]
The Securities & Exchange Commission of Pakistan may appoint an auditor if the following situations arise:
a) First auditors are not appointed within 120 days from incorporation;
b) Subsequent auditors are not appointed in annual general meeting;
¢) Casual vacancy is not filled within 30 days; and
d) Auditors appointed are unwilling to act as auditors.
To exercise this power, the company must give notice to Commission within one week of its powers
becoming exercisable.
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SUMMARY
Auditors | Time of Appointing | Termof Appointing | Remarks
appointment | Authority | Office Authority in
default
First 1st Within 60 days [ Directors Till first Members Members shall appoint 1st
Auditors | of AGM auditors at a general meeting
Incorporation within 120 days. After 120
days SECP may make the
appointment.
Subsequent| AGM Members | Till next SECP If auditors are not appointed
Auditors AGM in Auditors AGM. AGM,
SECP may appoint auditors.
Casual Within 30 days | Directors Till next SECP After 30 days of vacancy.
Vacancy | of the vacancy AGM Vacancy of the vacancy
AGM SECP may appoint
auditors.

Remuneration of Auditors [252(8)]

Fixation of remuneration of auditors depends upon the authority appointing the auditors, i.e.

If auditors are appointed by directors, directors shall fix the remuneration.

If auditors are appointed by COMMISSION, COMMISSION shall fix remuneration.
In all other cases, the members (Company) shall fix the remuneration.

i)
i)

ii)

Note: Minimum hourly rates are also recommended by The Institute of Chartered Accountants of Pakistan
(ICAP) which is specified in members’ Handbook Volume Il (Part Il ATR-14).

SUMMARY
Appointing Authority Remuneration Fixed by
a) Directors Directors
b) Commission ~ Commission
C) In all other case Members (Company)

Procedure for Change of Subsequent Auditors/ Removal of Auditors / Appointment of New
Auditors (Section-253)
New auditors can be appointed in place of retiring auditors if the following requirements are fulfilled.
a) Notice from a member is required for a resolution at the AGM (253(1)).
b) The member shall give notice to the company at least 14 days before the AGM that he
intends to propose the appointment of another person as auditor (253(2)).

C) On receipt of the notice the company shall send a copy of such notice to the:
i) retiring auditor, forthwith
i) members, at least seven days before the AGM. (253(2))
d) In case of a listed company, notice shall be published at least in one issue of an English

and an Urdu daily newspaper having circulation in the province where the stock
exchange(s) is situate on which the shares of the company are listed.
e) The retiring auditor can make representations and the company shall send a copy of
representation to a member or it may be read at AGM.
Provided that the representation cannot be sent OR read at the AGM if the Registrar does not
permit so on the application of the company or any other person. (253 (3)).
f) A company within 14 days after the AGM shall notify to the Registrar of the
i) appointment of new auditors with their consent letter. 253(5).
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ii) retirement or removal of auditors. Section 253(6)

Note: Under the Schedule-I Part-1 of the Chartered Accountant Ordinance, 1961 new auditor accepting
the appointment without communicating with the previous auditor shall be deemed to be guilty of
professional misconduct. The Institute of Chartered Accountant of Pakistan has issued Auditing Technical
release (ATR-2) explaining what does the word "Communication™ means. Therefore, it is necessary for the
new auditors to communicate with the previous auditors before accepting the appointment to ascertain that
he has no objection on professional grounds, regarding the appointment. Clause 7 of the Schedule requires
that incoming auditor should ensure before accepting the appointment, that requirements of the Companies
Ordinance, 1984 regarding his appointment have been fulfilled.

Change of Auditors - Checklist

Actions Required Timin
Notice from a member from the date of AGM At least 14 days
Send Copy of the notice to:
a) The retiring auditor forthwith
b) Members At least 7 days before

The date of AGM Publication of the fact in newspapers anytime before the AGM. That notice has been
received. Representation by auditors Sent to members before AGM or read at AGM.
Notification of the change to the Registrar within 14 days after the date of AGM.

Removal of Auditors

i) First auditor appointed by the directors may be removed by the members in a general
meeting.

ii) Another person nominated by a member shall be appointed in place of the outgoing
auditor.

iii) The notice of nomination of the proposed auditor should be given to the member’s at least
14 days before the general meeting and all the procedure stated above would be required to
be followed in this case also.

iv) An auditor or auditors appointed in an annual general meeting may be removed before
conclusion of the next annual general meeting through a special resolution.
V) In the above case, SECP may appoint the auditor(s) of the company.

Qualification & Disqualification of Auditors
Qualification 254(1)
For appointment as auditor of:

a) a Public Company or
b) a Private Company which is a subsidiary of a Public Company.
C) a Private Company having paid up capital of three million rupees or more.

The person must be a Chartered Accountant within the meaning of the Chartered Accountants Ordinance,
1961.

Note: For listed companies an auditor must have a satisfactory QCR (quality control review) rating issued
by ICAP.

Disqualifications 254(3)
Following persons are not qualified to become auditors of a company:
i) Present directors, other officer or employees of the company or who held these offices
during the last three years.
ii) A partner or employee of a director, other officer or employee of the company.
iii) A spouse of a director.
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iv) A person who is indebted to the company.
V) A body corporate.
Vi) A person or his spouse or minor children or in case of firm all partners of such firm who

holds any shares of an audit client or any of its associated companies.
Provided that if such a person holds shares prior to his appointment as auditors, whether as an individual or
a partner ina firm the fact shall be disclosed on his appointment as auditor and such person shall disinvest
such shares within ninety days of such appointment.
vii) A person disqualified for appointment as an auditor due to above reasons is disqualified
from holding the office of auditor of another company which is a subsidiary or holding
company of that company 254(4).

VU
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LESSON 07
RIGHTS, DUTIES AND LIABILITIES OF AUDITOR
Powers/Rights of an Auditor (255)
i) Right of access to books of account and vouchers 255(1).
i) Right to receive information and explanations.
iii) Right of access to books and papers of branch 255(2).
iv) Right to receive notices of general meetings and to attend those meetings. (255(6)).
V) Right to make representation where another person is being appointed as auditor. (253(3)).
Duties of an Auditor
a) Duties of auditor under section. (255(3)) are:
i) To give a report to the members on the accounts, books of account, balance sheet and
profit and loss account examined by him. (255(3)).
i) Where any matter reported upon is answered in the negative or with a qualification the

report shall include reasons for such qualification with factual position.

iii) To include in the report of the company such matters as directed by the Federal
Government.

iv) To attend those general meetings of a listed company, either himself or through authorized
person, in which the balance sheet, profit and loss account and the auditors' report are to
be considered.

b)  Tomake report for inclusion in prospectus. (Section 53 read with Part | of Schedule I1).

c) To certify receipts and payments account in the statutory report (Section 157).

d) To make report on declaration of solvency in case of voluntary winding up.

e) To exercise reasonable care and skill in carrying out his duties and make such inquiries as

considered necessary.
Note: Students should know the contents of report from examination point of view. Please see section 255(3) of the
Companies Ordinance, 1984

Reading and Inspection of Auditors' Report (Section-256)
Auditor’s report shall be read in general meeting and shall be open to inspection by the members.
Signature & Date On Auditors' Report (Section-257).
(@) The person appointed as auditor shall sign the auditors' report or other documents required under
the law.
(b) The report should indicate the date and place.
Audit of Cost Accounts
Where a company is required to maintain any records relating to its costs of production etc., it will also get
these accounts audited. The auditor, in this case, shall be a Chartered Accountant or a Cost and
Management Accountant.

Auditors’ Liabilities
The liabilities of auditors of a company can be studied under following heads:
a) Civil Liabilities.
Civil liabilities mean the disputes over losses caused to one party by acts of another. The civil liabilities of an
auditor can be for:-
i) Negligence i) Misfeasance
i) Liability for Negligence (under law of agency)
Auditor being agent of the Shareholders is required to carry out his duties with reasonable care and skill. If
he fails to do so, he is liable to make good any loss caused to the third party.
Major legal decision
1) Arthur E. Green & Company Vs Central Advance & Discount Corporation Ltd.
(1920).
It was held that auditor is guilty of negligence. Auditor accepted the schedule of bad debts furnished by the
client, though it was apparent that debts were not recoverable.
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2) The London Oil Storage Co. Ltd. Vs Sear Hasluck & Co.
In this case, auditors were held liable for negligence. Auditors failed to verify the physical
existence of cash in hand. Cash balance as per books did not agree with the physical
balance, the difference was misappropriated by the cashier.

3) Irish Woolen Co. Ltd. Vs Tyson and Others.
In this case auditors were held liable for negligence. Profits were overstated by not
recording purchase invoices. He was held liable for having failed to exercise reasonable
care and skill.

4) Kingston Cotton Mills Co. Ltd.
In this case auditors were not held liable for negligence. It was held that it is not the duty
of auditors to take stock, if they accept certificate in the absence of any suspicion, he has
carried out reasonable care and skill.

5) In Mckesson V Robbins (American case).
It was held that it was duty of auditors to test check the physical stock.

Conclusion:

Auditors should inspect securities, test check stock wherever it is practicable and where it is not he should
state in his report that he has accepted a certificate. In the light of Part-A of Addendum to ISA-8,
“Attendance at Physical Inventory Counting” and SAP - 3 “Verification of Inventories”, the position of
auditors as held in Kingston Cotton Mills Co. Ltd. is no longer valid.

i) Liability for Misfeasance

The term misfeasance means breach of duty. If auditor does something wrong in the performance of his
duties resulting in a financial loss to the company, he is guilty of misfeasance.

For example auditor’s duties are laid down in section 255 of the Companies Ordinance, 1984. If auditor
does not perform his duties properly and the company suffers loss he is liable for misfeasance.

Major Case Laws

1) London and General Bank Ltd.

In this case auditors were held liable for misfeasance. The auditors failed to report that Balance Sheet was
not properly drawn:-

Large sums were advanced to the customers and interest thereon was accrued, in fact neither advance nor
accrued interest was receivable. No provision for bad debts was made and the company paid dividend.

2) Under section 260 of the Companies Ordinance, 1984 if the auditors fail to report to the members
material misstatement of facts or give untrue picture to the members, and the default is willful, auditors
shall be punishable with fine which may extend to two thousand rupees.

b) Criminal Liabilities.

Section

260

If auditor fails to comply with the requirements of Sections 157, 255 or 257, he shall be punishable with fine
up to Rs. 100,000/-. If he knowingly makes a false report for profit to himself or to put another person to a
disadvantage or loss for a material consideration, he shall also be punishable with imprisonment for a period
of one year.

417

If charges of forgery are brought against an auditor, he may be liable to imprisonment for a term which may
be extended to 2 years or fine up to Rs. 20,000 or both.

492

If in any report the auditor makes a false statement he shall be liable to imprisonment for a term up to 3
years and a fine not exceeding Rs. 20,000.
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LESSON 08
LIABILITIES OF AN AUDITOR

Auditors’ Liabilities
+  Civil Liabilities (arising from law suits/Liability for negligence)
«  Under law of contract (initiated by the audit client)
«  Under law of tort (initiated by other users of FS)
« Criminal Liabilities
— Under sections 157, 255, & 257
— Against charges of forgery (evidence created / documents forged etc.)
— Against false statement (regarding opinion in report)

Civil Liabilities

Civil liabilities arise in the situation when there is absence of reasonable care and skill that can be expected
of a person in a set of circumstances.

When negligence of an auditor is being evaluated, it is in terms of what other competent auditors would
have done in the same situation

NEGLIGENCE REQUIRES

|

(1 ) (3) |
Duty of care exists Duty is broken Loss or damage ‘
results 1

Duty of care under contract Law
The company has a contract with the auditor and hence can sue the auditor for breach of contract if the
auditor is negligent in carrying out the terms of the contract. Note that only the company can sue the
auditor in contract as other people, such as banks, creditors and shareholders are not in a contractual
relationship with the company.
«  When carrying out their duties the auditors must exercise reasonable care and skill. This is required
by the accountant’s rule of professional conduct.
«  Members should carry out their professional work with due skill, care diligence and expedition and
with proper regard for the technical and professional standards expected of them as members.
« The degree of skill and care expected of an auditor in a particular situation depends on the
circumstances. There is no general standard of skill and care; the auditor is respected to react to the
situation and circumstances he is facing

Breach of contract

A contract breaches when failure of one or both parties in a contract to fulfill the requirements of the
contract arises.

An example is the failure of a CA firm to deliver a tax return on the agreed upon date.

Parties who have a relationship that is established by a contract are said to have privity of contract.
Typically, CA firms and clients sign an engagement letter to formalize their agreement about the services to
be provided, fee, and timing.

There can be privity of contract without a written agreement, but an engagement letter defines the contract
more clearly

Tort action of negligence

Failure of auditors to meet their obligations, thereby causing injury to another party (other than audit client)
A typical tort action against a CA firm is a bank’s claim that an auditor had a duty to uncover material
misstatements in financial statements that had been relied on in making a loan.
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Auditors may face negligence claims under two
distinct branches of law

"

Clients

Others

v

v

Law of contract

Law of tort: negligence

1

!

The company under
audit

Banks, creditors,
shareholders

1

1

SUED BY

Auditors

Jeb Fasteners v Marks Bloom (1980)

The plaintiff acquired the share capital of the company. The audited accounts, due to the negligence of the

auditors, did not show a true and fair view of the state of affairs of the company. It was accepted that at the

time of the audit the defendant auditors did know of the plaintiffs but did not know that they were

contemplating a take over bid.

HELD: whilst recognizing that the auditors owed a duty of care in this situation. It was decided that the
auditors were not liable because the plaintiff had not suffered any loss. It was proved that the plaintiffs
would have bought the share capital of the company at the agreed price whatever the accounts had said.

Therefore, whether or not a duty of care existed was not directly relevant to the decision.

How to minimize the liabilities
* Not being negligent
* Following the ISAs

»  Agreeing the engagement letter

» Defining in report the work undertaken

»  Defining the purpose for the report
» By limiting liabilities to third parties

» By defining the scope of professional competence
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LESSON 09

BOOKS OF ACCOUNT & FINANCIAL STATEMENTS

Books of Account to be Kept by Company [SECTION-230]
A company should keep proper books of account in respect of:
a) Cash received and expended by the company;

h) Sales and purchases of goods by the company
C) All Assets and liabilities of the company; and
d) In case of a company engaged in production, processing, manufacturing, or mining

activities, a production record as may be required by the Commission through a general or
special order;

Books of account should be preserved for ten years;
Books of account are to be kept at the registered office of the company. If kept at any other place, the
registrar should be informed,
Books of account should give a true and fair view of the state of affairs of the company and should contain
explanation of transactions.
Directors can inspect the books of account during the business hours.
If company fails to comply with the above provisions a director, including chief executive and chief
accountant:
(a) of listed company is liable to imprisonment for one year and a fine of not less than Rs.
20,000 not more than Rs. 50,000, and a further fine of Rs. 5000 per day during which the
default continues; or
(b) of other companies is liable to imprisonment for six months and with a fine, which may
extend to Rs. 10,000
Accounting Cycle
e Transaction
Document
Voucher
Books of original entry/journal/day book
Books of secondary entry/ledger
e Financial statement

Transaction Source Document

Sale Invoice Issue

Purchase Invoice Receive

Sales return Credit Note Issued

Purchases return Credit Note Received

Cash received Receipt/Cash Memo Issue
Cash paid Receipt/Cash Memo Received

Lease/Hire Purchase Agreement

Voucher

o Receipt voucher

e  Payment voucher

e Journal voucher

e  Petty cash voucher
Books of Original Entry

e Purchase journal

e Sale journal

e  Purchase return journal

e  Sales return journal

e Cash book (two/three column)

e  Petty cash book
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General journal/ transfer journal

Books of Secondary Entry

Main ledger
Subsidiary ledger

Financial Statement

Balance sheet

Income statement

Statement of changes in equity
Cash flow statement

Notes to the accounts

Recording of Transactions from Source Documents

To enter into a transaction we need approval from our responsible managers. When, after having approval of
a manager, transaction takes place, such transaction should be evidenced by a document. Because, to record a
transaction into the books of account, a bookkeeper needs an evidence of proper approval of transaction
and authorization of documents, therefore, a voucher is prepared on which all of the descriptions of the
transaction are written up and with which all of the evidences of approvals and authorized document are
attached. Such voucher is finally authorized by accounts manager which is then recorded in the books of
accounts by a bookkeeper.

To have a more clear understanding of the above paragraph, lets have a step by step example of purchasing
an air conditioning plant for workshop.

1

2.

3.

Production manager will send a requisition to the general manager for air conditioning the workshop
to improve the working environment.

The general manager will approve the requisition (if he gets convinced that workshop is in real need of
air conditioning plant) and will send this approval to the purchase department.

The purchase department will call a tender and after having received several quotations the purchase
department will place a purchase order to the vendor quoting lowest rate. (All of the above procedure
is properly documented).

The vendor company (supplier) will send an invoice (purchase invoice) to the business along with the
air conditioning plant. Such air conditioning plant will be inspected by the expert and finally the invoice
will be approved for payment.

Now all of the documents along with the purchase invoice shall be send to the bookkeeping office
where a voucher will be prepared and will also be approved by the concerned manager for recording
this transaction in the books of accounts.

Source Documents:
Following are the few examples of source documents which are required to support different types of
transactions.

Sr. No. Transaction Source Documents
1 Sales Sales Invoice issued
2 Purchase Purchase Invoice received
3 Sales Return Credit Note issued
4 Purchase Return Credit Note received
5 Cash received Cash Memo/receipt issued
6 Cash paid Cash Memof/receipt received
7 Leases/Hire purchase Agreements
8 Staff Salaries Approved Payrolls
9 Electricity, Gas, Water, Tele. Phone Metered Bills/Invoices.

Recording in the Books

Approved voucher are recorded in the books of accounts, many businesses now a days use computers for
recording of transactions. However, an understanding of book of accounts is necessary whether
transactions are recorded manually or electronically.

Basically, there are two types of books of accounts which are used to record the business transactions
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1.
2.

Books of original entries.
Books of secondary entries.

These are further subdivided according to the needs of the business and/or complexity of the transaction.
Following diagram best describes the different books of accounts which are used in the business for
recording transactions.

BOOKS OF ACCOUNT

VU

Books of Original
Entries (Journal)

|

To record cash transaction

To record credit transaction

Books of Secondary
Entries (Ledger)

Ca-sh Purchases Sales Journal Returns Returns General
Book Journal Inward Outward
Journal Journal JOUI’na|
For cash For credit For credit For sales For For all other
receipts & purchases sales return purchases transactions
payments return
Source Documents
Cash Invoices Invoices Credit Credit Note Depends upon
Memos Received Issued Note Received the nature of
Issued Transaction
Main Ledger Subsidiary Ledger
To extract trial balance and to
prepare financial statements - -
Debtors Creditors Materials Other
Ledge Ledger Ledger Ledger
To keep memorandum
Figure 3.1

Just after analyzing a transaction or event for its debit and credit effects it is required to record them in a
systematic way. So the books of accounts in which Debit and Credit are initially recorded in a systematic
way are known as books of original entry (BOE). In accounting system of business concern books of
original entries possess a very important position.
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JOURNAL.:

It depends upon the complexity of transactions and size of the business that what books of original entries
are required to record the transactions. For a very little business, having very few cash and credit
transactions, a general purpose journal is sufficient to record each type of transactions.

Journal is the very first book of account in which all of the business transactions and events are recorded. In
this book transactions and events are recorded in a chronological (date) sequence. Both of the accounting
effects (Debit & Credit) are recorded in it in a systematic way. Information recorded in the journal for a
transaction or an event is known as journal entry.

Sketch of a Journal & Journal Entry

Date Particulars Post Debit Credit
2003 Ref. (Rs) (Rs)
Jan. 10 Salaries Account (Debit) 39 50,000
Cash Cash Account (Credit) 10 50,000
Memos (Staff salaries paid in cash).
Figure 3.2

From the above illustration we can understand that on 10t January 2003, business paid cash Rs.50,000 as staff
salaries. It is customary that the accounting head analyzed as debit is written firstly in the particulars’ column
and its amount is written in the debit column whereas the accounting head analyzed as credit is written under
the debit accounting head but after indenting a little space from the left side, its amount is written in the
credit column. The column of post reference cannot be very well understood without having knowledge of
Ledger, any how, the column post reference shows page numbers of the Ledger in which salaries and cash
accounts are posted. Words written within the parenthesis in the particulars column are known as
“Narration of a transaction or event”; it is an integral part of a journal entry. Narration explains the
accounting treatments to a layman.

Subdivision of Journal:

As discussed earlier in 1.2 that the journal is sub-divided based on complexity of the transactions or size of
business. This happens only when there are a number of cash transactions in a day and also there are so
many transactions for credit purchases and credit sales. This large numbers of transactions create a mess in
bookkeeping office; therefore, separate bookkeeping clerks are given responsibilities for separate types of
transactions along with separate journals. For example,

For cash transactions there is a separate cash office in which only cash transactions are analyzed and
recorded in a book named as cash book.

For purchases there is a purchase journal in which only and only credit transactions for purchases are
recorded. In the same way sales journal for credit transaction of sales is maintained. And if there are a large
number of returns then separate journals for sales return and purchase return are also maintained.

Now that, after having separate journals for credit sales, credit purchases, sales & purchases return and cash
transactions, all of the remaining transactions and events like sale and purchase of assets on credit, loss by
fire etc. shall be recorded in general journal.

To learn more about subdivision of journal, firstly have a re-look on figure 3.1.

SALES JOURNAL.:

Need for Sales Journal

In case of a small business, there is very little number of transactions of credit sales. As we can have an
example of a barber’s shop, a tailor, a retailer etc. they mostly sell their services or goods on cash terms. But
as business expands, the sales of it also grow in terms of cash as well as in terms of credit. The cash sales are
now recorded in the cash book as a receipt, and the credit sales are recorded in a separate journal named as
sales journal (sales day book). In sales journal, no other transactions are recorded except the transaction for
sales on credit terms.

Supporting Document:
As shown in the figure 3.1 the source document supporting credit sales is sale invoice. It is made up in
duplicate or triplicate (depending upon the accounting systems developed for the recording of credit sales)
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one of these copies is sent to the debtor (credit customer) along with the goods/services sold. A standard
format of sales invoice looks like below;

Name of Vendor Co.
Address of Vendor Co.
Sale Invoice No. Date:
Name & Address of Customer
Purchase Order Ref. No.

Sr. No. Particulars/Description Quantity Rate | Amount
*k*k
Trade discount (***)
Total kool

Settlement terms. 2/10, n/30

Figure 3.3
Purchase Order Reference No:
When a customer asks a vendor for supply of some goods, such order is evidenced through a purchase
order form. Purchase order form discloses the quantity and quality of goods ordered along with its rates and
discounts both trade and settlement. Each purchase order has its unique number which is put on the sales
invoice for reference.

Trade Discount:

Amount of trade discount is not required to be recorded in the books of accounts. Actually it is the
discount which is agreed before entering into the transaction of sales or purchase, therefore, it is just
formally show on the face of the invoice, otherwise it has no other financial effects.

Settlement Terms:

It is also known as prompt payment terms. These terms are in fact offered to lure the customer for having
more discounts by making payment for the invoice earlier. In this term, for example 2/10, n/30, the first
part 2/10 contemplates that if customer pays cash within 10 days of the invoice, he will be offered a
discount of 2%, the second part of it n/30 contemplates that after 10 days there will be no discount offer
but the customer has to pay the amount of invoice net of trade discount within the thirty days of the date of
invoice.

This term sounds as two ten net thirty (2/10, n/30).

Brain Storming

"

How this will sound 5/20, n/60 and what do you understand by this term?

Entering the Transaction of Credit Sales in Sale Journal:
In case of credit sales the business is very much interested in the name and addresses of the credit customer
(Debtor), therefore, sales journal is so designed to cover following information;

Date Date of invoice
Name of Debtor ------- Mentioned in the invoice
Invoice number ------ It helps to trace the other details of invoice.

Post reference ----- Page number of subsidiary ledger (will be discussed later on)
Amount of invoice --- Net of Trade Discount
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Sketch of Sales Journal
Date Name of Debtor Invoice | Post. Amount
No. Ref. Rs.

You would have noticed in the sales journal, there is only one column for amount. It might have created
confusion in your mind that why we are not having two columns for amount, one for debit and other for
credit, like in journal. Remember, here in sales journal all of the transactions are of same nature (credit sales)
and the purpose of sales journal is just to avoid over working for recording the debits and credits of each
transaction again & again. So, the role of sales journal in an accounting system is to precise all of the credit
transactions of sales for a month or so and give effect of debit to debtors and credit to sales with total
amount of such period.

Purchase Journal:

Need for a Purchase Journal

After knowing the need of sales journal (as discussed in previous section) it will be very easy to understand
that for a large business having frequent transactions of credit purchases it is necessary to maintain a
separate book for recording the transactions of purchases on credit terms. This book is named as purchase
day book. Obviously like a sales journal no cash transactions relating to purchase shall be recorded in this
book.

Supporting Document:

As shown in the diagram the supporting document for transactions of credit purchases is purchase invoice.
It is exactly the same document as we looked into the diagram of previous section. Purchase invoice is in
fact the copy of sales invoice in the hands of customer. It is issued to the purchaser by the
seller/vendor/supplier. So from the stand point of a purchasing business, the business after having received
the invoice will put an internal number on it and will file it as evidence of the transaction and also for the
purpose to remember that amount of this invoice is still outstanding for payment according to the
settlement terms as discussed in section.

Entering the Transaction of Credit Purchases in Purchase Journal:
The basic contents of a purchase journal are exactly the same as discussed in the case of a sales journal with
the exception of one thing that now in the second column there is the name of Creditors instead of
Debtors. Obviously, we remember the person from whom goods are purchased on credit is creditor of the
business.

Sketch of Purchase Journal

Date Name of creditor Inv. Post. Amount
No. Ref. Rs

A purchase journal is a list of all credit purchases in a stipulated time period. All of the credit purchases
recorded in a purchased journal during a period is totaled and then for such total amount debit effect is
given to the purchases account and credit effect is given to the creditors account. You noticed here that the
rules of debit and credit remain same all the time.

Sales Return Journal: (Returns Inward Journal)

Need for Sales Return Journal

As the business expands the number of complaints and returns inwards also increases. Such return inwards
can be recorded in the sales journal as a negative entry if these are very little in number. But because of its
reverse nature it is recommended to maintain a separate journal to record sales return. Here one very
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important concept should be remembered that in sales return journal only the returns against credit sales
(from Debtors) are recorded. Normally, it doesn’t happen that return of goods sold against cash are
accepted by a business because certainly against such return the business would have to make refund of
money already received. That’s why in coming practice you will not find any such transaction. But obviously if
you have any example of such transaction in your business, it will be recorded in cash book as a payment.

Supporting document:

When a business receives back its sold goods it issues a “credit note” to the debtor returning goods, which
evidences that we have received the returned goods and accept that money for such sales will not be
received in future. A “credit note” issued is an evidence of reduction in sales income and also in the amount
of debtors. Itis also said that a “credit note” is a reversal document of an “invoice” which cancels the effect
of it. Like an “invoice”, a credit note is also given a number and also possesses a reference of sales invoice against
which such return were made. Rest of the contents of credit note are commonly understood, such as:

= Name & Address of the business (Seller)
= Name & Address of the customer
=  Date
= Particulars
= Quantity
= Rate
= Amount
Sketch of Credit Note

Name of Vendor Co.
Address of Vendor Co.
Credit Note No: Date:

Customer’s Name
Customer’s Address

Ref. Invoice No Account No:

Item No. Description Quantity Rate Trade Net Amount
Discount

Total

Figure 3.6

Purchase return journal: (Returns outward journal)

Need for a Purchase Return Journal?

Purchase return journal has the same story as we just have discussed in previous unit. The only thing to
remember is that it is also known as return outward journal/daybook. Obviously these transactions (for
purchase returns) could also be recorded in the purchase journal as negative entry but same as for sales
return journal it is required to have a separate journal for purchase returns because of its reverse nature to
the purchases. The total of purchase return journal will cause a reduction in the purchases expenses and also
a reduction in the amount of creditors.

Supporting document:

Although purchase returns are evidenced by a copy of credit note received from the seller, which is treated as
a reversal document against purchase invoice. But here we shall also discuss the need of a “Debit Note”. A
“debit note” is in fact a request, put to the seller by the purchaser business, for issuance of a credit note. A copy
of debit note is sent to the seller along with the rejected goods, in which all of the particulars of goods
rejected and returned along with the reference of relevant invoice number are entered. Remember, a
business cannot record purchases returns considering a debit note as a supporting document because the
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effects of purchase invoice are not considered cancelled unless acceptance of rejected goods is received
from the seller in shape of a copy of credit note.

Entering Transactions in Purchases Return Journal:
you will find nothing new in this section except the treatment of total of purchase return journal which is
debited to the creditors account and credited to the purchases return account.

Sketch of a Purchase Return Journal

Date Creditor Name Credit Post. Amount
Note No. Ref.

Figure 3.7

Cash Book:

Cash book is a book of original entries in which all of the cash transactions are recorded very firstly. If we
refer to the figure 3.1, we can notice that the (books of original entry) journal is subdivided for two types of
transactions i.e. credit transactions and cash transactions. As discussed in previous units, all credit
transactions are recorded in different journals. The cash transaction of a concern needs a separate book
named as cash book.

A cash book is divided into two sections, one for cash receipts and the other for cash payments. Each of
the section is formatted for date, particulars, post reference and amount. See below for its proper sketch;

Cash book
Date | Particulars Post | Amount | Date | Particulars Post | Amount
Ref. Ref.
Figure 3.8

Left hand side of a cash book is known as receipt side and right hand side is known as payment side. In a
way, we can say that within a cash book, we prepare two cash journals, one, cash receipt journal and second,
cash payment journal.

Supporting Documents:

For Cash Receipts

All cash receipts are evidenced by a copy of cash memo/receipts retained by the business. These cash
memos/receipt are already serially pre-numbered and for each receipt of cash, the cash office issues an
original copy of the cash memo/receipt to the person making payment and retains a carbon copy or
counterfoil of it within the office which are used to record receipts of cash in the cash book.

For Cash Payments

All cash payments are evidenced by an original copy of cash memo/receipts issued by the recipient
business. These are attached with a cash voucher as evidence that cash was paid to recipient who issued this
cash memo/receipt.
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ABC TEXTILE MILLS LIMITED

49K M, Multan Foad Bhai Pher.

Debit Note

Date: 01-JUIL-06 DN No: DHA Comp Code: 1

GRI #. 17 Ware House:

Supplier: #5-03.01-021 / 4 . TRADERS (LHE)

[tem Code [tem Title Unit Grn Qty Rate Qtiy Returned  Amount
65-03-01-021 FHENYT_E ITIN | 2 | | 1 | D|

e — Netmoun: [

SALES TAX INVOICE Origional Duplicate | Triplicate | Quadnpplicate |

Number : L3V/2 ABC (PVT,) LTD.

Dated : 03-AUG07 . .
T T Ho - 06 Time of Supply : Delivery of Goods

ABC (FYT.)LTD. Buyer's Hame : M'S WELDEN BARREL KIN & CO. LLC
Address . KM Off Feroze Pur Road, Lahore. Address : 19-Km rmain WMultan road, adjasent Hinopak motors,
Lahore
Phone(s) : 042-5275637 5.T Reg Mo : 03-01-9909.533-38
3T Reg No: 03-02-8500-062-37 Tetms of 3ale : Credit
STExe [.Tax| S.Tax S5.T Inc Special | Exise Duty
Qiy Description of Goods Price Yalue  |Yage | Payahle Yalue Ex Duty | IncValue
14 |MCE DF (104MP) MG MODEL HO C60N 2,85000) 39500000 15.00( 5,235.00 45,885.00 0.00)
2 |MCE DP (404MF) MG MODEL NO.CE0H 2,500.00 5,600.000 15.00 240,00 6,440.00 0.00)
Total : 45,500.00 6,835.00]  2,325.00 0.00
Sales Tax Rs 6.825.00
Bpecial Exise Duty Rs 0.00
Het Value Rs For ABC (FYT.)LID.
Authorised By
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Voucher Darve :

Supplier:

Category:

Dear Sir,

REFERENCE YOUR QUOTATION fLETTER Mo.

ABC TEXTILE MITIS ILTMITED

PURCHASE ORDER

TTon are requeshed to supply us the followsrng iterns, wrhich are as under:-

01-TIT -0

Do No.

1

VoucherMo: FO (1

55-03-01-024 f SALMAN ENTERPRISES (LHE)

DEPARTMENT

MName /™o : 1

WE AREFPLEASED T2 PLACE

THE FOLLOWING ORDERWITH ¥YOU ON THE CONDITIONS PRESECRIBED HEREUNDER.

Item Code Item Titde Oy Rare Am oount
03-01-02-007 BRASSO POLISH & 15500 S10.00
03-01-05-001 EIFY 20 GRMS 12 = 00 =400
03-01-14-002 PHENYIE 2 A0 00| S0.00
03-01-19-021 SAMAND BOND TUBE 10 17.00] 170,00

Gross Am ount 1,054.00
Dhiscount Am ount 0.0
S.Tax Amount 0.0
et A ount 1,180.00
1.
A SUPPLIES ALOWNGWITH DJfC B RILIS DELIVERED AT HEAD OFFICE.
ABC(PVT.) LTD.
Cash Receipt Voucher
Voucher Dafe: 13-JUL-0F Comp. Code 63 F-No: CEVIL
Cash I Hand: 45-01-01-001/CAZH [N HAND FACTORY
T AecFirte T T deccode” T T Amonmt” T
e S S Tt S S S S S S B S B e i
! SALE ON SCRAP 29-03-01-001 32,010000
E Received from Tanveer Butt fgzst the sale of Serap E
CTTTTT T Total dmovnt T 3201000
NMarrafion: Feceived from Tanvesr Butt Azst the sale of Scrap
Frepared by Checked by Ampraved by
Uiser:-
Receipient Signafure
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ABC(PI'T) LTD.

Cash Payment Voucher

Foucher Dafe: 02-JUL-O7 Congy, Code: | 838 F.lo: CPVA
Cash Jn Hand: 45-01-01-001/2A5H IN HAND FACTORY

Narrafion: PAID TO HOOR ZAMAN SECURITY GARD SALART MY JTUHE.O7

Frepared by Checked by Approvad by
Liser. -

Receipient Signafure
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Bank Receipt Voucher

Voucher Date: 03.JOL-07 Comp. Code: 170 Voucher No: BEVA
Acc Title Acc code Dr Cr
NS | ABBAS CORPORATION (PVT.) LIMITED B0y o 422,500.00

Chq #. 45581665, Chq Date: 29-TIN-07
Desenption: RECEIVED FROM ARBAS CORPORATION

SONERI BANK A/C 45.02-01-001 482,500.00

Chq #. 45581665, Chq Date: 29-JUN-07
Deseription: RECEIVED FEOM ABBAS CORPORATION

Total 482,500.00 482,500.00
Prepared by Checked by Approved by
User:-
Recelpient Signature
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ABC (PVT.) LTD.

Bank Payment Voucher

Voucher Date: 07-JUL-06

Comp. Code: 19

Acc Tille

WVoucher No: BPV/19

SONERI BANK A/C #
Chq #. 0091222, Chq Date: 07-JUL-06

Descnpti.on PAID TO M/S APEX INTEENATIONAL

M/S ABBAS CORPOARATION {PVT} LTD.

Chq #. 0091222, Chq Date: 07-JUL-06
Description: PAID TO ABEAS CORPORATION

Total

Prepared by
User-N

Ace code Dr Cr
_____ s0201000 0 50500
63- lll 01 049 5 085 00
5,085.00 5,085.00
Checked by Lpproved by
Receipient Signature
ABC (PVT.) LTD.

Jowrnal Voucher

Voucher Date:r  02-JOL-OF Comp. Code 443 i Woucher Mo: IVia i
o Account Title Vi Ace eode T By VT cr
’I'\-i'fs' OCS PAKISTAN PVTLTD. 77 A S v R 2,737, DEI
VINOICE# 15474 FROM MEOCS PARISTAN ~~~ 7 77 77 T :
"S'ALES'TAE{FA?HBL'E'"""'"""""'""""""""1;5'5"1'2'151"0'0'3"""“; """""" Brog T :
VINOICE# 15474 FROM MEOCS PARISTAN ~~~ 77 7 77 T 0
:'C'f)l ' RIER EXPENSES T EsDa-0fgor T 3000 :
IHOICEA 15474 FROM MEOCS PARISTAN ~~ 7 77 77 T 0
:'i"o'é.'a} " Amourt T AT 338100 2 "Iii'n'ﬂ1

Prepared by Checked by Approved by
User:-
19-ATG0T 0320 PM
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12
13

14

15
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2.2

2.3

2.4

2.5

2.6

2.7

3.2

LESSON 10
STATUTORY REQUIREMENTS REGARDING COMPANY ACCOUNTS

Books of Account to be kept by Company [Section-230]

A company should keep proper books of account in respect of:

a) Cash received and expended by the company;

b) Sales and purchases of goods by the company;

c) All Assets and liabilities of the company; and

d) Incase of a company engaged in production, processing, manufacturing, or mining activities, a
production record as may be required by the Commission through a general or special order;

Books of account should be preserved for ten years;

Books of account are to be kept at the registered office of the company. If kept at any other place,

the registrar should be informed;

Books of account should give a true and fair view of the state of affairs of the company and should

contain explanation of transactions.

Directors can inspect the books of account during the business hours.

If company fails to comply with the above provisions a director, including chief executive and chief

accountant:

(@) of listed company is liable to imprisonment for one year and a fine of not less than Rs. 20,000
not more than Rs. 50,000, and a further fine of Rs. 5000 per day during which the default
continues; or

(b) of other companies is liable to imprisonment for six months and with a fine, which may extend
to Rs. 10,000

Annual Accounts and Balance Sheet [Section 233]

First annual accounts of a company must be presented before the AGM within eighteen months
from the date of incorporation.

A subsequent annual accounts should be presented once at least in every calendar year before an
AGM. In other words, the accounts should be presented in the AGM within three months of the
date of balance sheet. However, in the case of a listed company the Commission and in other cases
the registrar can extend this period for a term not exceeding two months.

The accounts should be made up, in the case of first accounts, from the date of incorporation, and
in the case of subsequent accounts, from the date of the preceding accounts to a date not earlier
than the date of the meeting by more than four months.

The accounts shall be prepared for a period not exceeding 12 months, except in case where
permission is granted by the registrar for preparation of accounts for a longer period.

Profit and Loss account and Balance Sheet shall be audited by the auditor and auditor’s report
should be attached thereto.

Copy of accounts, auditor’s report and directors’ report should be sent to every member at least
twenty-one days before the Annual General Meeting (AGM).

Listed companies are required to send five copies of their audited accounts to the registrar, the
Commission and the stock exchange within 30 days.

Contents of Balance Sheet [Section 234]

General:

a) Balance Sheet and Profit & Loss Account should give a true and fair view of the state of the
company’s affairs and of the profit or loss of the company.

b) An item of expenditure fairly chargeable to income shall be brought into account.

¢) Any expenditure which in fairness can be distributed over several years but is incurred in one
year should be so distributed and reasons for doing so should be given.

For Listed Companies and Private or Non Listed Public Companies Which is a Subsidiary

of a Listed Company:

a) Balance Sheet and profit and loss account should be prepared in accordance with Fourth

Schedule;
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b) A statement of changes in equity and cash flow statement.

C) Accounting policies should be stated and, where there is any change in accounting polices
the auditor shall report whether he agrees with the change.
d) International Financial Reporting Standards as adopted by SECP should be followed in

preparation of accounts.
33 For Other Companies:

a) Balance Sheet and profit and loss account shall be prepared in accordance with the

Fifth Schedule;

h) A statement of changes in equity and cash flow statement.

C) Accounting policies should be stated and, where there is any change in accounting

polices the auditor shall report whether he agrees with the change.

d) International Financial Reporting Standards as adopted by SECP should be
followed in preparation of accounts.

Limited Liability Company
Balance Sheet
As on December 31, 2006

Rs.

Rs.

Assets
Non Current Assets
Fixed Assets
Tangible Assets
Intangible Assets
Long Term Investments
Long Term Advances, Deposits & Prepayments
Deferred Cost
Current Assets
Current Liabilities
Capital Employed

Financed By
Owners’ Equity
Ordinary Share Capital
Reserves
Capital Reserves Fkk
Revenue Reserves
Non Current Liabilities
Loan Stocks/Term Finance Certificates
Loan from financial institutions
Finance lease liability

Chief Executive

*k*k

*k*k

**k*k

**k*k

*k*k

*k*k

*k*k

*kk

*k*k

*k*x

*k*k

*k*k

*k*k

*k*k

*k*k

*k*k

*k*k

*k*k

*k*k

Director
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Limited Liability Company
Income Statement
For the Year ended December 31, 2006

Rs. Rs.
Sales ok
Cost of goods sold (***)
Gross profit Hx
Operating expenses

Administrative expense faleied
Selling & Marketing expenses faleiel joleied

Profit from operations kg
Other income kg
Financial expenses okl
Profit before tax ok
Income tax expense falaled
Profit after tax Fxx
Limited Liability Company
Statement of changes in equity
For the year ended December 31, 2006

Rs. Rs.
Retained profits b/f g
Profit after tax ook
Dividend paid g
Transfer to reserves ekl ekl
Retained profits c/f il
Chief Executive Director
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4. Treatment of Surplus Arising on Revaluation of Fixed Assets [Section 235]

41

4.2

4.3

44

45

4.6

5.1
5.2
5.3

54

55

Any surplus on revaluation of fixed assets should be transferred to an account named “Surplus on
revaluation of fixed assets account”.

This account should be shown in the balance sheet after capital and reserves;

Surplus on revaluation shall not be set off or reduced except:

a) For setting of any decrease in revaluation of asset; or

h) When revalued asset is disposed of, surplus relating to it can be adjusted or set off.
Depreciation on assets which are revalued shall be determined with reference to the value assigned
to such assets on revaluation and depreciation charge for the period shall be taken to the Profit and
Loss Account;

An amount equal to incremental depreciation for the period shall be transferred from “Surplus on
Revaluation of Fixed Assets Account” to un-appropriated profit / accumulated loss through
Statement of Changes in Equity to record realization of surplus to the extent of the incremental
depreciation charge for the period,;

An amount equal to incremental depreciation charged in previous years may be transferred from
“Surplus on Revaluation of Fixed Assets Account” to un-appropriated profit / accumulated loss
through Statement of Changes Equity.

Director’s Report [Section 236]

Director’s report shall be attached to the Balance Sheet.

It shall state business affairs, proposed dividend, if any, amounts set aside to reserve, if any.

In the case of a public company or a private company which is a subsidiary of a public company
director’s report shall also include:-

a) Disclosure of any material changes and commitments affecting the financial position which
have occurred between the year end and the date of report;

h) Disclosure of any material changes in the nature of business etc., which have occurred
during the year, if the disclosure is necessary for understanding the state of the company’s
affairs.

C) Explanation to any qualification in auditor’s report.

d) Pattern of holding of shares (percentage of shares held by the parties).

e) Name and country of incorporation of holding company if any, where such holding
company is established outside Pakistan.

f) The earning per share.

0) Reasons for incurring loss and reasonable indication of future prospects of profit, if any.

h) Information about defaults in payment of debts, if any, and reasons thereof.

The directors of a holding company required to prepare consolidated financial statements under
section 237 shall make out and attach to consolidated financial statements, a report with respect to
the state of group’s affairs and all provisions of subsection (2), (3) and (4) shall apply to such
report.

Director’s Report shall be signed by the chairman or the chief executive, if so authorized by the
directors; otherwise by the chief executive and a director.

Balance Sheet of Holding Companies [Section 237]

Consolidated Financial Statements

(2 There shall be attached to the financial statements of a holding company having a
subsidiary or subsidiaries, at the end of the financial year at which the holding company's
financial statements are made out, consolidated financial statements of the group presented
as those of a single enterprise and such consolidated financial statements shall comply with
the disclosure requirement of the Fourth Schedule and International Accounting Standards
notified under sub-section (3) of section 234.

2 Where the financial year of a subsidiary precedes the day on which the holding company's
financial year ends by more than three months, such subsidiary shall make an interim
closing on the day on which the holding company's financial year ends, and prepare
financial statements for consolidation purposes.
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6.2

8.1
8.2

9.2
9.3

10.

11.

(3) Every auditor of a holding company appointed under section 252 shall also report on
consolidated financial statements and exercise all such powers and duties as are vested in
him under section 255.

4 All interim financial statements of a subsidiary as required under sub-section (3) shall be
reviewed by the auditors of that subsidiary appointed under section 252 who shall report
on such financial statements in the prescribed form.

(5) There shall be disclosed in the consolidated financial statements,-

(@) any qualifications contained in the auditors' reports on the accounts of subsidiary or
subsidiaries for the financial year ending with or during the financial year of the
holding company; and

(b) any material note or explanation on a qualification, regarding to but not covered in the
financials statements of a parent company.

(6) Every consolidated financial statement shall be signed by the same persons by whom the
individual balance sheet and the profit and loss account or income and expenditure
account of the holding company are required to be signed under section 241.

(7 All provisions of sections 233, 242, 243, 244 and 245 shall apply to a holding company
required to prepare consolidated financial statements under this section as if for the word
"company" appearing in these section, the words "holding company" were substituted.

(8) The Commission may, on an application or with the consent of the directors of a holding
company, direct that in relation to any subsidiary, the provisions of this section shall not
apply to such extent only as may be specified in the direction.

9 If a holding company fails to comply with any requirement of this section, every officer of
the holding company shall be punishable with fine which may extend to fifty thousand
rupees in respect of each offense unless he shows that he took all reasonable steps for
securing compliance by the holding company of such requirements and that the non-
compliance or default on his part was not willful and intentional.

The directors shall ensure that year-end of the holding and its subsidiary companies shall coincide

except where there are good reasons against it. The SECP shall facilitate the companies in this

regard by allowing them to prepare accounts of extended period, hold AGM accordingly and file

annual return after the holding of extended AGM. [Section 238]

Balance Sheet of Modaraba Company [Section 240]
Modaraba companies are required to attach financial statements and other reports circulated to
Modaraba certificate holders with their financial statements.

Authentication of Balance Sheet [Section- 241]

Accounts should be approved by the Board of Directors.

Balance Sheet shall be signed by the chief executive and one director. If chief executive is out of
Pakistan for the time being then it shall be signed by two directors and a statement shall be given by
the directors explaining reasons thereof.

Copy of Balance Sheet to be forwarded to the Registrar (Section 242)

Three copies of listed company’s audited accounts and the auditor’s report duly signed by the
management and auditors should be filed with the registrar within thirty days from the AGM.

In other cases two copies are required.

Private Companies are not required to file their accounts with the registrar.

Right of Members/Debenture-Holders of Company to Copy of the Accounts and the
Auditor’s Report [Section-243 & 247]

Members have the right to get copy of annual accounts etc. of company on payment. The same
rights are available to debenture-holders or trustees for debenture-holders.

Quarterly Accounts of Listed Companies [Section (245)]
All listed companies shall within one month of the close of every quarter of their year of account,
prepare and transmit to the members and the stock exchange(s) on which their shares are listed, a
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profit and loss account for, and balance sheet as at the end of that quarter, whether audited or
otherwise. They shall file with the registrar and the Commission three copies thereof.

Quarterly accounts shall be circulated for the 1st, 2nd and 3rd quarter within one month of the close
of that quarter.

Approval of the board of directors will be mandatory for circulation of the quarterly accounts.

If a company fails to comply with any of the requirements of this section, every director including
chief executive and chief accountant of the company who has knowingly by his act or omission
been the cause of such default shall be liable to a fine of not exceeding one hundred thousand
rupees and to a further fine of not exceeding one thousand rupees per day during which default
continues.

12. Additional Statement of Accounts and Reports [Section 246]

12.1 The SECP may by general or special order, require companies, or a class of companies or any
particular company, to prepare and send to the members, the registrar, the SECP, a stock exchange
and any other person such periodical statements of accounts, information or other reports in such
form and manner and within such time, as may be specified in the order.

122 The Securities and Exchange Commission of Pakistan vide circular No. 23/2005, has directed to all
listed companies and their subsidiaries to provide: -

a) Other Information contained in their annual report, as such term is defined in International
Standard on Auditing 720 (Other Information in the Documents Containing Audited Financial
Statements), to their external auditor (s); and

b) Sufficient time to their external auditor (s) to review and comment upon any ‘“material
inconsistencies” found in such Other Information where the other information may contradict the
information contained in the audited financial statements. Listed companies and their subsidiaries
are required to comply with this directive from the period commencing 1st January 2006.

Auditor’s interest in the statutory books
The auditor is interested in the statutory books because:
—  They are directly concerned with the Accounts
— They are audit evidence to be used in verifying detailed items in the accounts; for example the
total share capital shown by the sum of the individual share holdings in the register of members
must agree with the share capital recorded in the books of accounts
— Failure to maintain proper records of any sort casts doubt upon the accuracy and reliability of
the records generally.
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LESSON 11

UNDERSTANDING THE ENTITY AND ITS ENVIRONMENT
AND ASSESSING THE RISKS OF MATERIAL MISSTATEMENT

Introduction
The standard requires that auditor should obtain an understanding of the entity and its environment,
including its internal control, sufficient to identify and assess the risks of material misstatement of the
financial statements whether due to fraud or error, and sufficient to design and perform other audit
procedures.
The standard provides guidance on the following:

1. Risk assessment procedures and sources of information about the entity and its
environment including its internal control.
Understanding the entity and its environment, including its internal control.
Assessing the risk of material misstatement.
Communicating with those charged with governance and management.
Documentation.

ok~ ow

1. Risk Assessment Procedures and Sources of Information about the Entity and Its Environment
Including Its Internal Control

Risk Assessment Procedures & Sources of Information
The auditor should perform the following risk assessment procedures to obtain an understanding of the
entity and its environment, including its internal controls.

a) Inquiries of management and others within the entity;

b) Analytical procedures; and

c) Observation and inspection.
The auditor is not required to apply all the risk assessment procedures for each aspect of the understanding
required. However, all the above risk assessment procedures are applied in the course of obtaining the
required understanding.
In addition to the above procedures, the auditor may obtain information by making inquiries of the entity’s
legal counsel or of valuation experts that the entity has used. Reviewing information obtained from external
sources such as reports by analysts, banks, or rating agencies, trade and economic journals or regulatory or
financial publications may also be useful in obtaining information about the entity.
a) Inquiries
The auditor obtains information from management and those responsible for financial reporting. However,
useful information can be obtained from others within the entity like production staff, internal audit
personnel and other employees. Inquiries from others may provide an auditor with the following
information:

e Inquiries directed towards those charged with governance may help the auditor understand
the environment in which the financial statements are prepared. (such persons include the
representatives of board of directors, Chief finance officers who are responsible of
designing internal control)

e Inquiries directed towards internal audit personnel may relate to their activities concerning
the monitoring and effectiveness of the entity’s internal control and whether management
has satisfactorily responded to any findings from these activities.

e Inquiries of employees involved in initiating, processing or recording complex or unusual
transactions (like; accounts managers etc.) may help the auditor in evaluating the
appropriateness of the selection and application of certain accounting policies.

e Inquiries directed towards in-house legal counsel (like; company secretary, legal advisor
etc.) may relate to such matters as litigation, compliance with laws and regulations,
knowledge of fraud or suspected fraud affecting the entity, warranties, post-sales
obligations, arrangements (such as joint ventures) with business partners and the meaning
of contract terms.
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e Inquiries directed towards marketing or sales personnel may relate to changes in the
entity’s marketing strategies, sales trends, or contractual arrangements with its customers.

Analytical procedures

These include ratio analysis, trend analysis, and common size analysis of financial as well as non
financial information pertaining to the entity.

These procedures enable auditor to identify situation where significant fluctuations exist,
relationships are not present as per expectations or unexpected relationships exist.

Observation and Inspection (walk through procedures)

It may support inquiries of management and others and also provide information about the entity
and its environment. Such audit procedures ordinarily include the following:

e Observation of entity activities and operations

o Inspection of documents (such as business plans and strategies), records and internal
control manuals.

o Reading reports prepared by management (such as quarterly management reports and
interim financial statements) and those charged with governance (such as minutes of board
of directors’ meetings).

e Visits to the entity’s premises and plant facilities.

e Tracing transactions through the information system relevant to financial reporting (walk-
through).

Discussion among the Audit Team

The members of the engagement team should discuss the susceptibility of the entity’s financial
statements to materials misstatements. Such discussion would foster sharing of knowledge and
exchange of information.
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LESSON 12
UNDERSTANDING THE ENTITY AND ITS ENVIRONMENT
AND ASSESSING THE RISKS OF MATERIAL MISSTATEMENT
2. Understanding the Entity and Its Environment, including Its Internal Control
The auditor’s understanding of the entity and its environment consists of an understanding of the following
aspects:

(@ Industry, regulatory, and other external factors, including the applicable financial reporting
framework (like; insurance companies, leasing companies, banking companies, textile
industry etc.).

(b) Nature of the entity, including the entity’s selection and application of accounting policies
(like; sugar, textile, hotel, tourism, services, etc.).

(c) Objectives and strategies and the related business risks that may result in a material
misstatement of the financial statements (like; growth maximization, cost effectiveness,
quality leadership, downsizing, etc.).

(a) Measurement and review of the entity’s financial performance.

(e) Internal control.

a) Industry, regulatory and other External Factors, including the Applicable Financial

Reporting Framework
The auditor should obtain information about these. Such knowledge includes information about
competitors, suppliers, customers, technological developments, the regulatory environment, legal and
political environment and the environmental requirements affecting the industry and the entity. The auditor
should also consider general economic conditions.
Examples of matters an auditor may consider include the following:
e Industry conditions
o The market and competition, including demand, capacity, and price competition.
a Cyclical or seasonal activity
o Product technology relating to the entity’s products
o Energy supply and cost
e Regulatory environment
o Accounting principles and industry specific practices
o Regulatory framework, for a regulated industry (like; baking sector)
0 Legislation and regulation that significantly affect the entity’s operations
+« Regulatory requirements (like; labor laws, minimum wage rate)
¢ Direct supervisory activities (like; NAB, Excise & taxation Dept)
o Taxation (corporate and other)
a Government policies currently affecting the conduct of the
entity’s business.
% Monetary, including foreign exchange controls
% Fiscal
% Financial incentives (for example, government aid
programs)
» Tariffs, trade restrictions
o Environmental requirements affecting the industry and the
entity’s business.
e Other external factors currently affecting the entity’s business.
o General level of economic activity (for example, recession, growth)
o Interest rates and availability of financing
o Inflation currency revaluation.

b) Nature of the Entity
The nature of an entity refers to the entity’s operations, its ownership and governance, the types of
investments that it is making and plans to make, the way that the entity is structured and how it is financed.
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An understanding of the nature of an entity enables the auditor to understand the classes of transactions,
account balances, and disclosures to be expected in the financial statements.

The auditor should obtain an understanding of the accounting policies selected and their application. It
includes understanding the methods to account for significant and unusual transactions, the effect of
significant accounting policies in controversial areas and changes in accounting policies. The auditor should
assess appropriateness, of accounting policies selected and their consistency with financial reporting
framework and industry practice.

Examples of matters an auditor may consider include the following:

Business Operations

Investments
[

Financing

Nature of Business (for example, manufacturer, wholesaler, banking, insurance or other
financial services, import/export trading, utility, transportation and technology products
and services.

Products or services and markets (for example, major customers and contracts, terms of
payment, profit margins, market share, competitors, exports, pricing policies, reputation of
products, warranties, order book, trends, marketing strategy and objectives, manufacturing
processes).

Conduct of operations (for example, stages and methods of production, business
segments, delivery of products and services, details of declining or expanding operations).
Alliances, joint ventures and outsourcing activities

Involvement in electronic commerce, including internet sales and marketing activities.
Geographic dispersion and industry segmentation.

Location of production facilities, warehouses, and offices.

Key customers.

Important supplies of goods and services (for example, long-term contracts, stability of
supply, terms of payment, imports, methods of delivery such as “just-in-time”).

Employment (for example, by location, supply, wage levels, union contracts, pension and
other post employment benefits, stock option or incentive bonus arrangements, and
government regulation related to employment matters).

Research and development activities and expenditures.
Transactions with related parties.

Acquisitions, mergers or disposals of business activities (planned or recently executed).
Investments and dispositions of securities and loans.

Capital investment activities, including investments in plant and equipment and
technology, and any recent or planned changes.

Investments in non-consolidated entities, including partnerships, joint ventures and
special-purpose entities.

Group structure — major subsidiaries and associated entities, including consolidated and
non-consolidated structures.

Debt structure, including covenants, restrictions, guarantees, and off-balance-sheet
financing arrangements.

Leasing of property, plant or equipment for use in the business.
Beneficial owners (local, foreign, business reputation and experience)
Related parties

Use of derivative financial instruments.

Financial Reporting

Accounting principles and industry specific practices.
Revenue recognition practices.

Accounting for fair values.

Inventories (for example, locations, quantities).
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Foreign currency assets, liabilities and transactions.

Industry-specific significant categories (for example, loans and investments for banks,
accounts receivable and inventory for manufacturers, research and development for
pharmaceuticals).

Accounting for unusual or complex transactions including those in controversial or
emerging areas (for example, accounting for stock-based compensation).

Financial statement presentation and disclosure.
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LESSON 13

UNDERSTANDING THE ENTITY AND ITS ENVIRONMENT

AND ASSESSING THE RISKS OF MATERIAL MISSTATEMENT
RECAP
Sources of Obtaining Understanding
Auditor obtains an understanding of the entity and environment, including its internal control through:

1. Risk assessment procedures and sources of information about the entity and its environment

including its internal control.
Understanding the entity and its environment, including its internal control.
Assessing the risk of material misstatement.
Communicating with those charged with governance and management.
Documentation

ok~ ow

1. Risk Assessment Procedures & Sources of Information
Risk assessment procedures to obtain an understanding
a) Inquiries directed towards:
«  Those charged with governance
« Internal audit personnel
«  Middle management (employees)
« Legal counsel
»  Marketing or sales personnel
b) Analytical procedures
« Financial
* Non financial
¢) Observation and inspection of:
«  Observations of Activities and operations
« Inspection of Documents and records
« Reading Management reports
«  Visitto premises and plant facilities

2. Understanding the Entity and Its Environment, Including Its Internal Control
The auditor’s understanding of the entity and its environment consists of an understanding of the following
aspects:
a) External Factors:
« Industry conditions
» Regulatory environment
»  Macro economic level factors
b) Nature of the entity:
«  Business operations
* Investments
« Financing
« Financial reporting
c) Objectives and strategies and the related business risks
« Potential related business risk at existence of objective:
a) Industry developments

b) New products and services

¢) Expansion of the business

d) New accounting requirements

e) Regulatory requirements

f)  Current and prospective financing requirements

g) Useof IT
+  Potential related business risk at implementing a strategies:
a) Effects leading to new accounting requirements
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d)

€)
2.

c)

Measurement and review of the entity’s financial performance.

Internal control.

Understanding the Entity and Its Environment, including Its Internal Control

The auditor’s understanding of the entity and its environment consists of an understanding of the
following aspects:

() Industry, regulatory, and other external factors, including the applicable financial reporting
framework (like; insurance companies, leasing companies, banking companies, textile
industry etc.).

(b) Nature of the entity, including the entity’s selection and application of accounting policies
(like; sugar, textile, hotel, tourism, services, etc.).

(c) Obijectives and strategies and the related business risks that may result in a material

misstatement of the financial statements (like; growth maximization, cost effectiveness,
quality leadership, downsizing, etc.).

(d) Measurement and review of the entity’s financial performance.

(e) Internal control.

Objectives and Strategies and Related Business Risks

The auditor should obtain an understanding of the entity’s objectives and strategies and the related

business risks that may result in material misstatement of the financial statements.

Business Risk is the risk that objectives and strategies would not be met

Examples of matters an auditor may consider include the following:

o Existence of objectives with reference to:

o Industry developments (a potential related business risk might be, for example,
that the entity does not have the personnel or expertise to deal with the changes
like technological changes in the industry).

o New products and services (a potential related business risk might be, for example,
that there is increased product liability).

o Expansion of the business (a potential related business risk might be, for example,
that the demand has not been accurately estimated).

o New accounting requirements (a potential related business risk might be, for
example, incomplete or improper implementation, or increased costs).

0 Regulatory requirements (a potential related business risk might be, for example
that there is increased legal exposure).

o Current and prospective financing requirements (a potential related business risk
might be, for example, the loss of financing due to the entity’s inability to meet
requirements).

o Useof IT (a potential related business risk might be, for example, that systems and
processes are incompatible).

o Effects of implementing a strategy, particularly any effects that will lead to new accounting
requirements (a potential related business risk might be, for example, incomplete or
improper implementation)

The auditor should keep in mind that business risk is broader than the risk of material misstatement.
Business risks, at times, do not cause any misstatement in the financial statements but affect the going
concern.

Conditions and events that may indicate risks of material misstatements are as follows:

The following are examples of conditions and events that may indicate the existence of risks of material
misstatement. The examples provided cover a broad range of conditions and events; however, not all
conditions and events are relevant to every audit engagement and the list of examples is not necessarily
complete.

Operations in regions that are economically unstable, for example, countries with significant
currency devaluation or highly inflationary economies.

Operations exposed to volatile markets, for example, futures trading.
High degree of complex regulation.

Going concern and liquidity issues including loss of significant customers.
Constraints on the availability of capital and credit.
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Changes in the industry in which the entity operates.

Changes in the supply chain.

Developing or offering new products or services, or moving into new lines of business.
Expanding into new locations.

Changes in the entity such as large acquisitions or reorganizations or other unusual events.
Entities or business segments likely to be sold.

Complex alliances and joint ventures.

Use of off-balance-sheet finance, special-purpose entities, and other complex financing
arrangements.

Significant transactions with related parties.

Lack of personnel with appropriate accounting and financial reporting skills.

Changes in key personnel including departure of key executive.

Weaknesses in internal control, especially those not addressed by management.
Inconsistencies between the entity’s IT strategy and its business strategies.

Changes inthe IT environment.

Installation of significant new IT systems related to financial reporting.

Inquiries into the entity’s operations or financial results by regulatory or government bodies.
Past misstatements, history of errors or a significant amount of adjustments at period end.

Significant amount of non-routine or non-systematic transactions including inter-company
transactions and large revenue transactions at period end.

Transactions that are recorded based on management’s intent, for example, debt refinancing, assets
to be sold and classification of marketable securities.

Application of new accounting pronouncements.

Accounting measurements that involve complex processes.

Events or transactions that involve significant measurement uncertainty, including accounting
estimates.

Pending litigation and contingent liabilities for example, sales warranties, financial guarantees and
environmental remediation.
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LESSON 14

UNDERSTANDING THE ENTITY AND ITS ENVIRONMENT
AND ASSESSING THE RISKS OF MATERIAL MISSTATEMENT

Inquiries

Analytical procedures

Observation & Inspection

assessment
procedures

External Factors

How Nature of entity
to Objectives and strategies and the related business risks
bt Understanding
obta consists of: Measurement & review of financial performance
in Internal Control
Assessing the risk of material
misstatement
d) Measurement and Review of the Entity’s Financial Performance

The auditor should obtain an understanding of the measurement and review of the entity’s financial
performance. Performance measures, internal and external, some times create pressures on the
entity and motivate management to misstate the financial statements.
Internally generated information may highlight entity’s position vis-a-vis, its competitors and
reports from credit rating agencies and analysts may provide information useful to the auditors
understanding of the entity and its environments.
Examples of matters an auditor may consider include the following:

o Key ratios and operating statistics

o Key performance indicators

o Employee performance measures and incentive compensation policies.

e Trends

o  Use of forecasts, budgets and variance analysis

e Analyst reports and credit rating reports

o  Competitor analysis

e Period —on-period financial performance (revenue growth, profitability leverage)

e) Internal Control
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.
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Definition of internal control

Internal controls is the process 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.

Components of internal control

(@) The control environment
(b) The entity’s risk assessment process
(c) The information system, including the related business processes relevant to financial

reporting and communication.
(d) Control activities
(e) Monitoring of controls
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LESSON 15

UNDERSTANDING THE ENTITY AND ITS ENVIRONMENT
AND ASSESSING THE RISKS OF MATERIAL MISSTATEMENT

e) Internal Control.
Understanding of Internal Control is used by the auditor
1. to identify types of potential misstatements;
2. to consider factors that affect the risks of material misstatements; and
3. to design the nature, timing and extent of further audit procedures.

Definition of Internal Control
Internal control is the process designed and affected by those charged with governance, management, and
other personnel ...........
to provide reasonable assurance about the achievement of the entity’s objectives with regard to:

1. Reliability of financial reporting,

2. Effectiveness and efficiency of operations and

3. 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.

Components of Internal Control
i) The control environment
i) The entity’s risk assessment process
iii) The information system, including the related business processes relevant to financial
reporting and communication.
iv) Control activities
V) Monitoring of controls
i) The Control Environment
encompasses the following elements:
Communication and enforcement of integrity and ethical values.
Commitment to competence
Participation by those charged with governance
Management’s philosophy and operating style
Organizational structure
Human resource policies and practices
Auditor should evaluate how these components have been incorporated into the entity’s processes.
i) The Entity’s Risk Assessment Process
It is the process of identifying and responding to business risks that affect entity’s financial reporting.
Such process includes how management:
1. identifies risks that affect entity’s ability to produce financial statement that give true and
fair view,
2. estimates their significance,
3. estimates likelihood of their occurrence and
4, Decides upon actions to manage them.
Risks relevant to financial reporting include:
— internal events, and
— external events and circumstance
That may occur and adversely affect an entity’s ability to:
* initiate,
» record,
«  process, and
report the financial information.
Risks can arise due to circumstances such as the following: (internal/external)
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a) Changes in operating environment
New personnel
New or revamped information systems
Rapid growth
New technology
New business models, product or activities
Corporate restructurings
Expanded foreign operations
i)  New accounting pronouncements

iii) Information system, including the related business processes, relevant to financial

reporting and communication

The information system consists of:
1. infrastructure (physical and hardware components),

D O O

‘2L

2. software

3. people

4. procedures and
5. data

Infrastructure and software will be absent, or have less significance, in systems that are exclusively or
primarily manual. Many information systems make extensive use of IT.
Importance of Information System
Accordingly, an information system encompasses methods and records that:
« Identify and record all valid transaction.
« Describe on a timely basis the transaction in sufficient detail to permit proper classification of
transactions for financial reporting.
«  Measure the value of transactions in a manner that permits recording their proper monetary value
in the financial statements.
«  Determine the time period in which transactions occurred to permit recording of transactions in
the proper accounting period.
«  Present properly the transactions and related disclosures in the financial statements.
Communication
«  Communication involves:
— providing an understanding of individual roles and responsibilities pertaining to internal
control,
— understanding roles of others and
— doing exception reporting to higher level management.
«  Communication takes such forms as:
—  policy manuals,
— accounting and financial reporting manuals and memorandum.
« It may also be made
— electronically,
— orally and
— through the actions of management
iv) Control Activities
Control activities include:
a) Performance reviews

b) Information processing
¢) Physical controls
d) Segregations of duties

a) Performance reviews
These control activities include:
— reviews and analyses of actual performance versus budgets, forecasts, and prior period
performance;
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relating different sets of data - operating or financial - to one another, together with
analyses of the relationships and investigative and corrective actions;
— comparing internal data with external sources of information; and
— review of functional or activity performance, such as a bank's Consumer loan manager's
review of reports by branch, region, and loan type for loan approvals and collections
b) Information processing
A variety of controls are performed to check accuracy, completeness, and authorization of
transactions.
The two broad groupings of information systems control activities are:
i.  application controls and
ii.  general IT controls.
Application controls apply to the processing of individual applications. These controls help ensure that
transactions occurred, are authorized, and are completely and accurately recorded and processed.
General IT-controls commonly include controls over data center and network operations; system software
acquisition, change and maintenance; access security; and application system acquisition, development, and
maintenance. These controls apply to main-frame, mini-frame and end-user environments.
¢) Physical controls
These activities encompass the:
i.  physical security of assets, including adequate safeguards such as secured facilities access to
assets and records;
ii.  authorization for access to computer programs and data files; and
iii.  periodic counting and comparison with amounts shown on control records (for example
comparing the results of cash, security and inventory counts with accounting records).
d) Segregation of duties
Assigning different people the responsibilities of authorizing transactions, recording transactions, and
maintaining custody of assets is intended to reduce the opportunities to allow any person to be in a position
to both commit and conceal errors or fraud in the normal course of the person's duties. Examples of
segregation of duties include reporting, reviewing and approving reconciliations, and approval and control
of documents.
V) Monitoring of Control
The auditor should obtain an understanding of the major types of activities that
i.  theentity uses to monitor internal control over financial reporting, and
ii.  how the entity initiates corrective actions to its controls.
Monitoring means and includes:
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:
a) Supervisions, functions of managers
b) Internal audit
¢) Communication from external parties indicating areas requiring
3. 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:

o 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.

o Relates the identified risks to what can go wrong at the assertion level,

e  Considers whether the risks are of a magnitude that could result in a material misstatement
of the financial statements; and
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e Considers the likelihood that the risks could result in a material misstatement of the
financial statements.

Significant Risks that require Special Audit Considerations
Significant risks
These relate to:
e non-routine transactions (unusual)
¢ judgmental matters (e.g. accounting estimates)
e non-routine transactions arising from matters such as:
= greater management intervention to specify the accounting treatment
= greater manual intervention for data collection and processing
= complex calculations or accounting principles.
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 as required in paragraph 8. 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:

e 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.

e 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.

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.

4. 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.

5. 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;
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(b)

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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LESSON 16

ASSIGNMENT

Match each term or phrase on the left with the best description on the right. Descriptions may be used
once, more than once, or not at all.

1. Control environment. (@  Accounting system.

2. Management's philosophy (b)  Adequate documents and record.

3. Functioning of the audit committee. (c) Control procedures.

4. ldentify and record all valid transactions. (d) Element of the internal control structure.
5. Permit proper classification of transactions. (e) Factor that affect control environment.
6. Segregation of duties. ()  Financial statement assertion.

7. Adequate documents and records. (@) Independent check on performance.

8. Pre-numbered receiving reports (h) internal controls objective.

9. Preparation of reliable financial reports.

10. Reconciliation

ANSWER
1. (d) 2.(e) 3.(9) 4. (h) 5. (a)
6. () 7. () 8. (c) 9. () 10. (c)

Fill in the blanks by selecting the most appropriate word/phrase:

1. Members can appoint the auditors if they are not appointed by the Directors within 60 days of
incorporation.

i) SECP, directors, the company, members
i) Directors, members, SECP, the company

2. The part of the Statutory Report which relates to the Receipt and Payments is required to be

certified by the auditors.

i) First extraordinary general meeting, statutory report, Annual General Meeting, First AGM
i) Receipts and Payments, Financial Statements, Balance Sheet, Income Statement
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LESSON 17

DOCUMENTING THE INTERNAL CONTROL SYSTEM

Benefits of Internal Control to the entity
Based on our previous studies we can now identify the following principal benefits that may arise for an
entity from a sound system of internal control:

a) Assurance that all transactions are completely and accurately processed.

b) Confidence that only authorized transactions takes place.

C) Assurance that adequate documentation supporting transactions is created and retained.

d) Assurance that the company’s assets and liabilities are correctly stated, in order for them to
make informed decisions on the operations of the business.

e) Minimization of the risk of fraud and misappropriation of assets.

Benefits of Internal Control to the auditor

Of course, if the audit client benefits from a sound system of internal control, it is likely that the auditor will
also be benefited. All of the above stated benefits help to promote a situation where the financial statements
present a true and fair view. In simple terms, a good system of internal control will make life easier for the
auditor.

Auditor’s work on the Internal Control
International standards on auditing emphasize the importance of internal control to the auditor by stating
that auditor should:

a) Obtain an understanding of the accounting and internal control system sufficient to plan the
audit and develop an effective audit approach, and
b) Use professional judgment to assess the components of audit risk and to design audit

procedures to ensure it is reduced to an acceptably low level.
At an early stage in their work auditors will have to decide the extent to which they wish to place reliance on
the internal controls of the enterprise. As the audit proceeds, that decision will be kept under review and,
depending on the results of their examination, they may decide to place more or less reliance on these
controls.

Categories of Internal Control

These are often summarized by using the mnemonic SOAP MAPS as follows:
a) Supervision

b) Organization

Arithmetic and Accounting

Physical

Management and Monitoring

Authorization

Personnel

Segregation of duties

D O O

Z2es

a) Supervision
There should be adequate supervision of work to ensure that controls are being complied with.
Possible application: a supervisor or manager reviews and checks the work of a subordinate.
b) Organization
Enterprises should have a formal, documented organization structure with clear lines of
responsibility.
Possible application: lines of authority within an organization make it clear which individuals are responsible
for decisions and transactions
c) Arithmetic and Accounting
The company should ensure that there are adequate controls to ensure the completeness and
accuracy of its financial records.
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Possible application: standard accounting procedures such as the use of control accounts, reconciliation
procedures and the performance of arithmetic checks on accounting records.
d) Physical
There should be adequate physical control to ensure the security and safekeeping of its assets such
as plant and machinery, valuable inventory items and cash.
Possible application: banking cash immediately, controlling access to inventory areas; electronic tagging of
inventory and portable non-current assets.
e) Management and Monitoring
There should be sufficient controls in existence to ensure management can effectively control the
business operations.
Possible application: the use of budgeting and standard costing systems; the establishment of an internal
audit department
f) Authorization
All transactions should be authorized.
Possible application: authorization of purchases, cash and bank payments, sale of non-current assets, sales
to customers on credit, bad debt write offs.
g) Personnel
Employees should be appropriately qualified and of suitable caliber to perform the required tasks.
Possible application: recruiting the right people for the job; training them effectively, motivating and
rewarding employees in an appropriate way.
h) Segregation of duties
There should be an appropriate division of responsibilities to reduce the opportunity for fraud and
manipulation.
This is a fundamental control procedure designed to ensure that one person does not have sole
charge of a transaction from beginning till end. Perfect segregation of duties exists where each of
the main stages in a transaction are under the control of a different person.
Possible application:
Consider an inventory purchasing system in a manufacturing company:

Stage Documentation Responsibility
Initiation Stores requisition Stores keeper
Authorization Purchase order Purchasing officer
Custody Goods received note Receiving officer
Recording Invoice Account department

Documenting the system

Documenting the system is an extremely important stage in the audit;

Auditing standards state that in planning the audit, auditors should obtain and document an understanding
of the accounting system and control environment sufficient to determine their audit approach.

The various methods of ascertaining and recording the system may be summarized as follows:

Organization chart

Narrative notes

Flowcharts

Internal control questionnaires (ICQs)

Internal control evaluation checklists (ICEC)

g wWwN e
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Organization Chart

Managing Director

Production Sales

. Finance
Director Director Director
Distribution Advertising
Manager Manger
Production Facto Chief Manager
Y Purchases Accountant Accounts

Planning  Manager  Controller

Narrative Notes

This is a simple and apparently convenient way of describing systems. Having ascertained the system, the
auditor draws up a narrative description of it for the audit files. An example might be:

Sales invoices are prepared by Mr.___ They are checked by Mr. __ and then passed to Mr. for
recording in the customer’s account in the sales ledger etc.

Shortcomings of the method:

1. Notes can take up a disproportionate amount of space
2. Notes may be difficult to interpret
3. What happens it personnel change?

Flowcharts

This is becoming an increasingly widely used technigue for recording accounting systems in audit files.
A flowchart is a diagrammatical representation of an accounting system.

A good flowchart will be supplemented with narrative.

Flowcharts have the following advantages:

() They portray the flow of documents through the system and enable the auditor to relate those
movements with procedures and checks carried out as part of that system.
(i) They show the movement of documents in such a way that, when properly prepared, the

sources and destinations of all documents will be clear.
(iii) They help to highlight weaknesses in the control of the business.
(iv) They enable audit tests to be clearly related to weaknesses in the accounting system.

Standard symbols are used to represent documents, operations and checks carried out.
Flow lines are used to join up the symbols and represent the movement of documents.
Dotted lines are used to represent the flow of information between documents.

Essentials of flowchart

Internal control evaluation flowcharts must highlight the following:
(@) the sequence of operations happening to each document (e.g. authorization, checking, matching, filing)
(b) the segregation of staff duties and who is responsible for each operation.
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Symbols used in manual systems flowcharts

¢ Adocument

« A multi-part set of documents

e Pre-numbered document N

« Abook of account

« Anoperation performed on a document @
»  Acheck performed on a document <>

«  Filing a book or document v

+  Document flow >

* Information flow  ________________ >

«  Connector with another page/flow-line O
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Flowchart of purchases

Narratives:

1 Requisition note raised when goods
are at a pre-set re-order level. Order
quantity is pre-determined by use of a
copy of the previous purchase order.

2 Signed by store manager. ‘ ' ‘
3 Buyer checks authorization.

4 Purchase order set prepared.

8 P02 filed temporarily to act as a check
onoverdue deliveries. ‘ AR
10 P04 and P05 are filed until goods are e -
received. 9

11 Weekly check on overdue deliveries.

12 Goods checked to PO to ensure they

are in agreement.

13 If not damaged, goods are accepted

and a goods received note set is raised.

Where quantity received is below order a

shortage memo set is also raised and a

note made on the purchase order.

14 P05 is sent back to the warehouse to

act as the next requisition note. 1

Commentary on the above flowchart

(a)
(b)
©

(d)

All operations and checks are positioned on vertical lines within a particular department.

Horizontal lines show the movement of a document between departments.

In practice the flowchart would continue, dealing with the processing of the purchase invoice/credit
note/day books/payables ledger/cash book etc. The

flow-lines at the bottom of the page would continue to page 2 of the flowchart.

Note that the narrative to the flowchart does not deal with all of the operation numbers since some
should be self-explanatory e.g. operation 9 represents the

numerical filing of P03 in the buying department.
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LESSON 18
EVALUATING THE INTERNAL CONTROL SYSTEM

Flow Charts and Internal Control Questionnaires:

Use of the major symbols in flow charts

The Document symbol

Each document in the flowchart should have a vertical flow-line. Such vertical flow-lines represent a
movement in time within a particular department. When the document is moved to another
department, this movement in position will be represented by a horizontal line; departments are
therefore listed across the page.

Dept A Dept B Dept C | DeptD

Here the document is originated in Dept
A. It is moved to Dept B, then Dept D and then Dept C. Note that only vertical and horizontal lines are
used, never diagonal lines.

The Operation symbol

Various operations will be performed on a document.

It will, for instance: be prepared, added up, used to prepare other documents, etc.

Any operation, other than a check function, is represented by the cross symbol.

Each operation symbol should be supported by a brief narrative explaining the nature of the operation.

Invoice

Kamran totals the invoice

o2

Note that the operation symbol is positioned on a
vertical flow-line. It should never appear on a
horizontal flow-line since that would suggest in this
case that Kamran totals the invoice while it is
moving from one department to another.

etc.
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The Information flow symbol

Fauzia prepares an invoice
from the sales order

This example is wrong because:
(a) no narrative exists to explain
the nature of the operation;

(b) the sales invoice has no
flow-line, it disappears into

thin air.

The Check symbol

Sales
order

—————
| Sales

@ ! invoice ‘
|
A\

=

Sales
order

Here one document is
prepared from
another.

The movement of
information to the
sales invoice is shown
by a dotted line. Such
information flow-lines
are always horizontal,
never vertical.

Note that flow-lines
then continue for both
the order and the
invoice.

Sales
Invoice

Sattar totals the invoice

Wajid checks the totals

This example
shows a simple

Delivery
Note

Pasha checks thatall — <>

goods dispatched have
been invoiced.

check on a single
document.

This shows a check
Sales between two
Invoice documents.

Note the use of the

information flow-line

again and that both the
delivery note and the
sales invoice continue
with vertical flow-lines
of their own.
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The filing symbol

Once documents have been processed they will often be filed away.
Such files are either permanent or temporary.

The two sorts of file are denoted by the same symbol but the
temporary files are marked with a letter ‘T".

It will often be useful to indicate the order of filing either numerically,
alphabetically or in chronological order. This can be done by
marking the symbol with the letter N, A, or D.

Note that with the temporary
filing symbol the flow-line of the

Filed awaiting delivery of document must continue.
goods.

N With the permanent filing symbol
the flow-line stops since the
document has reached its
ultimate destination

Checked by Zahoor
(Weekly) got late delivery

When goods are received
purchase order initialed by
Safdar

The book of account symbol

The flowchart should use the book symbol to show the book which is
already in existence. It should also show the book being re-filed once the

posting is completed.
Sales Sales
Invoice [ aybook

Sohail posts invoices to the SDB ¢ %4

v V D

Note that the same flow-line principles apply to books as to documents. A vertical flow-
line is needed which ends with the re-filing of the sales day book which will be kept
chronologically.
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Depicting multi-part sets of documents

Requisition
Note

i

Purchasel
order

Rauf prepares
purchase order sets @ ””””””””””””””

To supplier

Note that each part of the set must have a flow-line emanating from it. In this
example; POL1 is sent to the supplier, PO2 goes off to another department and PO3
is filed numerically

Preliminary Evaluation of the System
Having ascertained, confirmed and recorded the system, the auditor now needs to carry out a preliminary
evaluation of the system in order to make a decision as to whether he will:
* Relyoninternal controls and adopt a systems audit approach, or,
» Perform extensive substantive testing. Using a verification approach to the audit.
Internal Control Questionnaire
Features:
» Used in large company audit
»  Used to place reliance on internal controls
»  Used to design audit approach
Definition:
An ICQ is a formal and usually standardized document which comprises:
1. Alist of internal controls in existence and
2. Highlights any weaknesses.

Obijectives:
0] To ascertain a clients systems of accounting and internal control
(i) To evaluate the control system thus recorded, and hence

(iii) To identify those controls which indicate strengths in the system upon which the auditor
will seek to place reliance, and
(iv) To identify those areas over which there are weak or no controls and which therefore
must be subjected to more extensive substantive testing and reported by inclusion in the
Management Letter.
Construction of an ICQ
) It is good practice when designing 1CQs to state, as a brief introduction:
i. A list of control objectives which each sub-system under consideration should
seek to achieve
ii. Any business considerations specific to the enterprise under review which
should be taken into account.
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The reason for this is essentially to highlight for the audit staff key areas for their consideration to the audit
staff.
I1)  The questions in an ICQ should be designed to ascertain whether the control objectives are being
achieved and should therefore cover such aspects as:
Instructions given to staff in the performance of their duties
Authorization procedures
Documents and procedures used to originate transactions
Recording procedures
Sequence of procedures
Custody procedures
Relative independence of the persons involved at each stage
of a transaction (i.e. segregation of duties).
I1I)  The questions should be framed such that a Yes/No answer is given, with a No answer usually
indicating a control weakness.
IV)  AnICQ should carry such basic information as:
(@) The name of the document (1ICQ)
(b) the system to which it relates (e.g. purchasing cycle)
(c) the client to whom it relates
(d)
(e)
(

@00 o

the accounting period under review
evidence of who has prepared and reviewed the document
f) the provision of columns for:

- Yes and No answers
- comments where neither Yes or No are applicable
- indicating the significance or otherwise of apparent weaknesses
- references to audit programs
- references to Management Letters.
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LESSON 19

INTERNAL CONTROL QUESTIONNAIRE

Having ascertained, confirmed and recorded the system, the auditor now needs to carry out a preliminary
evaluation of the system in order to make a decision as to whether he will:
* Relyoninternal controls and adopt a systems audit approach, or,
» Perform extensive substantive testing. Using a verification approach to the audit.
Internal Control Questionnaire
An ICQ is