
5.1 MEANING
It means confirmation or proving the truth about the assets and

liabilities appearing in the balance sheet. Auditor has not only to check
the arithmetical accuracy of the account by vouching only. He has also
to verify the assets and liabilities appearing in the balance sheet to
satisfy him that these are correct. Auditor will also check that the
existence of actual items and their actual possession held by the
company concern.

5.2 OBJECTS OF VERIFICATION
The object of verification of asset is the satisfaction by the auditor

as to its existence, proper disclosure, proper valuation, correct
ownership on the balance sheet.

5.3 TECHNIQUES OF VERIFICATION
In the process of verification following techniques are used:
1. Existence: The auditor should satisfy himself that such assets

and liabilities which are shown on the balance sheet really exist
on that date or not.

2. Proper Disclosure: The auditor should also satisfy himself that
each item of assets and liability is being properly disclosed as
required by the law.

3. Ownership: This technique is used for establishing the
ownership of assets and liabilities. Those assets which are
shown on the balance sheet must be properly of the client.

4. Possession: The auditor should satisfy himself that such assets
which are shown on the balance sheet were in the possession of
the client at the date of the balance sheet.

5. Valuation: Auditor should also satisfy himself that all those
assets or liabilities which are shown in the balance sheet are
properly valued. There are different factors which determine
the basic of valuation like, nature of business, object for which
the assets are held and the nature of assets.

Chapter 5

Verification
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6. Correct Valuation: Auditor should pay special attention to this
point. Because profit and loss account also depends upon the
accuracy of valuation of assets and liabilities. Valuation upto
object is that balance sheet should show a true and correct view
about the financial position of a client firm.

7. Purchase by Proper Authority: The auditor should also
satisfy himself that the purchase of any particular asset was
made by the orders of empowered person. In this respect,
auditor may check the legal document or resolutions of the
directors and shareholders.

8. Business Motive: Auditor should also satisfy himself that all
the assets were obtained for the business motive of the firm.

9. Checking of Charges: Auditor should also examine that assets
of the firm are free from mortgage and pledge.

5.4 VOUCHING AND VERIFICATION

Sr.
No. Vouching Verification

1. Vouching is the act of
checking the records with
the help of evidential
documents.

Verification is the act of checking
title, possession and valuation of
assets

2. Vouching is related to all
the accounting documents.

Verification is specially related to
the assets and liabilities

3. Vouching is the substantive
testing/examination of
transaction at their POINT
OF ORIGIN

Verification usually deals with the
FINAL BALANCE in the Final
Accounts viz the balance sheet and
profit and loss

4. Generally, assistant staff or
auditor performs the work
of vouching

Auditor himself performs the work
of verification.

5. Vouching is made at the
beginning of auditing

Verification is made at the end of
auditing or at the time of checking
balance sheet.

6. Is a substantive audit
procedure which deals with
examination of profit and
loss transactions/items

Is a substantive audit procedure
which deals with examination of
balance sheet transactions/items
whether they are assets or liabilities
are properly stated in the balance
sheet
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Valuation: Valuation of assets means determine the correct value
of the assets shown in the balance sheet. There are some points to be
considered while valuing the assets they are as follows:

1. Method of Valuation: auditor should ensure that the
organization or he himself method which is followed is proper
and recognized by various laws.

2. Consistency: Method which auditor follow should be
consistent from one year audit to another year of audit.

3. Calculation: Auditor should see that the management has done
proper calculation for valuation of assets and liabilities.

4. Revaluation: Whenever the asset or liabilities is revalued the
audit has to see its basis and value are properly accounted. The
auditor has to see that the revaluations are properly disclosed.

5. Foreign Exchange: In case of foreign exchange the auditor has
to see that amount are properly converted into Indian rupees.

6. Accounting Practices: Guidelines which are issued at ICAI or
other legal bodies should be properly followed by valuing the
assets.

7. Legality: The provisions of companies act are properly
followed while valuing the assets and liabilities.

8. Audit Report: Under Caro Auditor has to see that the valuation
of assets and stock are done properly.

9. Event after Balance Sheet Date: The auditor has to see that
whether any event occurs after balance sheet date has affected
valuation.

5.5 CASH VERIFICATION
1. Physical Verification: The auditor should carry out physical

verification of cash at the date of the balance sheet. However, if
this is not feasible, physical verification may be carried out, on
a surprise basis, at any time shortly before or after the date of
the balance sheet. In the latter case, the auditor should examine
whether the cash balance shown in the financial statements
reconciles with the results of the physical verification after
taking into account the cash receipts and cash payments
between the date of the physical verification and the date of the
balance sheet. Besides physical verification at or around the
date of the balance sheet, the auditor should also carry out
surprise verification of cash during the year.
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2. Simultaneously: All cash balances in the same location should
be verified simultaneously. Where petty cash is maintained by
one or more officials, the auditor should advise the entity to
require the officials concerned to deposit the entire petty cash
on hand on the last day with the cashier. The auditor should
enquire whether the cashier also handles cash of sister concerns,
staff societies, etc. in such case; cash pertaining to them should
also be verified at the same time so as to avoid chances of cash
balances of one entity being presented as those of another.

3. IOU: If IOUs (‘I owe you’) or other similar documents are
found during physical verification, the auditor should obtain
explanations from a senior official of the entity as to the
reasons for such IOUs/other similar documents remaining
pending. It should also be ensured that such IOUs/other similar
documents are not shown as cash-on-hand.

4. Torn Notes: The quantum of torn or mutilated currency notes
should be examined in the context of the size and nature of
business of the entity. The auditor should also examine whether
such currency notes are exchanged within a reasonable time.

5. Undue Large Balance: If, during the course of the audit, it
comes to the attention of the auditor that the entity is
consistently maintaining an unduly large balance of cash-on-
hand, he should carry out surprise verification of cash more
frequently to ascertain whether the actual cash on hand agrees
with the balance as shown by the books. If the cash on hand is
not in agreement with the balance as shown in the books, he
should seek explanations from a senior official of the entity. In
case any material difference is not satisfactorily explained, the
auditor should state this fact appropriately in his audit report. In
any case, he should satisfy himself regarding the necessity for
such large balances having regard to the normal working
requirements of the entity. The entity may also be advised to
deposit the whole or the major part of the cash balance in the
bank at reasonable intervals. Where post dated cheques are on
hand on the balance sheet date, the auditor should verify that
they have not been accounted for as collections during the
period under audit.
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5.6 STOCK VERIFICATION
1. Physical verification of inventories is the responsibility of the

management of the entity. Management ordinarily establishes
procedures under which inventory is physically counted at least
once in a year.A to serve as a basis for preparation of the
financial statements.

2. When inventory is material to the financial statements, the
auditor should obtain sufficient appropriate audit evidence
regarding its existence and condition by attendance at physical
inventory counting unless impracticable, due to factors such as
the nature and location of the inventory.

3. If unable to attend the physical inventory count on the date
planned due to unforeseen circumstances, the auditor should
take or observe some physical counts on an alternative date and
where necessary, perform alternative audit procedures to assess
whether the changes in inventory between the date of physical
count and the period end date are correctly recorded.

4. Where attendance at the physical inventory counting is
impracticable, the auditor should consider whether alternative
procedures provide sufficient appropriate audit evidence of
existence and condition of inventory to conclude that the
auditor need not make reference to a scope limitation.

5. In planning attendance at the physical inventory count or the
alternative procedures, the auditor would consider the
following:
● The nature of the accounting and internal control systems

used regarding inventory.
● Inherent, control and detection risks, and materiality related

to inventory.
● Whether adequate procedures are established and proper

instructions issued for physical inventory counting.
● The timing of the count.
● The locations at which inventory is held and its nature.
● Whether an expert’s assistance is needed

6. When inventory is situated in several locations, the auditor
would consider at which locations attendance is appropriate,
taking into account the materiality of the inventory and the risk
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of material misstatement and the assessment of inherent and
control risk at different locations.

7. When the quantities are to be determined by a physical
inventory count and the auditor attends such a count, or when
the entity operates a perpetual inventory system and the auditor
attends a count one or more times during the year, the auditor
would ordinarily observe count procedures and perform test
counts.

8. When inventory is under the custody and control of a third
party, the auditor would ordinarily obtain direct confirmation
from the third party/arrange with the entity for sending requests
for such confirmation as to the quantities and condition of
inventory held on behalf of the entity. Further, depending on
materiality of this inventory the auditor would also consider the
following:
● The conduct of the third party in the past with the entity

and independence of the third party.
● Observing, or arranging for another auditor to observe, the

physical inventory count.
● Obtaining another auditor’s report on the adequacy of the

third party’s accounting and internal control systems for
ensuring that the inventory is correctly counted and
adequately safeguarded.

● Inspecting documentation regarding inventory held by third
parties, for example, warehouse receipts.

9. If the auditor is unable to obtain sufficient appropriate audit
evidence concerning the existence of inventory or adequacy of
procedures adopted by the management in respect of physical
inventory count the auditor should make a reference to a scope
limitation in his audit report. If the inventory is not disclosed
appropriately in the financial statements, the auditor should
issue a qualified opinion.

Valuation: There are some points to be considered while valuing
the assets they are as follows:

1. Method of Valuation: auditor should ensure that the
organization or he himself method which is followed is proper
and recognized by various laws.

2. Consistency: Method which auditor follow should be
consistent from one year audit to another year of audit.
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3. Calculation: Auditor should see that the management has done
proper calculation for valuation of assets and liabilities.

4. Revaluation: Whenever the asset or liabilities is revalued the
audit has to see its basis and value are properly accounted. The
auditor has to see that the revaluations are properly disclosed.

5. Foreign Exchange: In case of foreign exchange the auditor has
to see that amount are properly converted into Indian rupees.

6. Accounting Practices: Guidelines which are issued at ICAI or
other legal bodies should be properly followed by valuing the
assets.

7. Legality: The provisions of companies act are properly
followed while valuing the assets and liabilities.

8. Audit Report: Under Caro Auditor has to see that the valuation
of assets and stock are done properly.

9. Event after Balance Sheet Date: The auditor has to see that
whether any event occurs after balance sheet date has affected
valuation.is an independent check on the functions of the
management,which has some value in the eyes of law and the
taxation authority.Audit refers to thorough check of the entire
system so that it facilitates Prevention and early Detection of
frauds Audiis an independent check on the functions of the
management,which has some value in the eyes of law and the
taxation authority.Audit refers to thorough check of the entire
system so that it facilitates Prevention and early Detection of
frauds.

5.7 VERIFICATION OF FIXED ASSETS
While conducting verification of fixed assets the auditor should

consider the recommendation made by the ICAI contained in Guidance
notes on Audit of Fixed Assets:

Verification of fixed assets consists of examination of related
records and Physical verification. The auditor should normally verify
the records with reference to the documentary evidence and by
evaluation of internal controls. Physical verification of fixed assets is
primarily the responsibility of the management.

5.7.1 Verification of Records
● Opening balance: The opening balances of the existing fixed

assets should be verified from records such as the schedule of
fixed assets, ledger or register balances.
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● Acquisition of assets: Acquisition of new fixed assets and
improvements in the existing ones should be verified with
reference to supporting documents such as orders, invoices,
receiving reports and title deeds.

● Construction: Self-constructed fixed assets, improvements and
capital work-in-progress should be verified with reference to
the supporting documents such as contractors’ bills, work-order
records and independent confirmation of the work performed.

● Improvement: The auditor should scrutinize expense accounts
(e.g. Repairs and Renewals) to ascertain that new capital assets
and improvements have not been included therein.

● Written off: Where fixed assets have been written-off or fully
depreciated in the year of acquisition/construction, the auditor
should examine whether these were recorded in the fixed assets
register before being written-off or depreciated.

● Assets destroy: In respect of fixed assets retired, i.e., destroyed,
scrapped or sold, the auditor should examine :

(a) Whether the retirements have been properly authorized and
appropriate procedures for invitation of quotations have
been followed wherever applicable;

(b) Whether the assets and depreciation accounts have been
properly adjusted;

(c) Whether the sale proceeds, if any, have been fully
accounted for; and

(d) Whether the resulting gains or losses, if material, have been
properly adjusted and disclosed in the Profit and Loss
Account.

● Omission: It is possible that certain assets destroyed, scrapped
or sold during the year have not been recorded. The auditor
may use the following procedures to ascertain such omissions:

(a) Review work orders/physical verification reports to trace
any indicated retirements.

(b) Examine major additions to ascertain whether they
represent additional facilities or replacement of old assets,
which may have been retired.

(c) Make enquiries of key management and supervisory
personnel.
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(d) Obtain a certificate from a senior official and/or depart-
mental managers that all assets scrapped, destroyed or sold
have been recorded in the books.

● Title deed: The ownership of assets, like land and buildings
should be verified by examining title deeds. In case, the title
deeds are held by other persons, such as solicitors or bankers,
confirmation should be obtained directly by the auditors
through a request signed by the client.

5.7.2 Physical Verification
● Observation method: It is the responsibility of the manage-

ment to carry out physical verification of fixed assets at
appropriate intervals in order to ensure that they are in
existence. However, the auditor should satisfy himself that such
verification was done by observing the verification being
conducted by the management wherever possible and by
examining the written instructions issued to the staff by the
management and the relevant working papers. The auditor
should also satisfy himself that the persons conducting the
verification, whether the employees of the enterprise or outside
experts (if employed), had the necessary competence.

● Proper method of valuation: The auditor should examine
whether the method of verification was reasonable in the
circumstances relating to each asset

● Frequency of verification: The auditor should examine
whether the frequency of verification was reasonable in the
circumstances of each case. Where the assets are few and can
be easily verified, an annual verification may be considered as
reasonable. However, where the assets are numerous and
difficult to verify,a verification, say, once every three years by
rotation - so that all assets are verified at least once in every
three years – may be sufficient.

● Reconciliation: The auditor should test check the book records
of fixed assets with the physical verification reports. He should
examine whether discrepancies noticed on physical verification
have been properly dealt with. In this regard the auditor has to
use his judgment as to whether having regard to the
circumstances; the discrepancy is material enough to warrant an
adjustment in the accounts and/or modification in the internal
control system.
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5.7.3 Valuation and Disclosure
● Disclosure: The auditor should satisfy himself that the fixed

assets have been valued and disclosed in the financial
statements according to the generally accepted bases of
accounting which are determined by law, professional
pronouncements 3 and prevailing practices.

● Calculation of depreciation: The auditor should test check the
calculations of depreciation and the total depreciation arrived at
should be compared with that of the preceding years to identify
reasons for variations. He should particularly examine whether
the depreciation charge is adequate keeping in view the
generally accepted bases of accounting for depreciation.

● Revaluation: Revaluation of fixed assets implies restatement of
their book values on the basis of systematic scientific appraisal
which would include ascertainment of working condition of
each unit of fixed assets, technical estimates of future working
life and the possibility of obsolescence. Such an appraisal is
usually made by independent and qualified persons such as
engineers, architects, etc. To the extent possible, the auditor
should examine these appraisals. As long as the appraisals
appear reasonable and based on adequate facts, he is entitled to
accept the revaluation made by the experts.

● Several assets purchased: Where several assets have been
purchased for a consolidated price, the auditor should examine
the method by which the consideration has been apportioned to
the various assets. In case this has been done on the basis of an
expert valuation, he should examine whether the same appears
reasonable and based on adequate facts.

● Joint Ownership: Where an enterprise owns assets jointly with
others (otherwise than as a partner in a firm) the auditor should
examine the relevant documents such as title deeds, agreements
etc., in order to ascertain the extent of the enterprise’s share in
such assets.

5.8 VERIFICATION OF LIABILITIES
5.8.1 Introduction

● Meaning: Liabilities are the financial obligations of an
enterprise other than owners’ funds.
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● What it includes: Liabilities include loans and borrowings,
trade creditors and other current liabilities, deferred payment
credits, installments payable under hire purchase agreements,
and provisions. Besides liabilities, this Guidance Note also
deals with contingent liabilities, i.e., obligations relating to past
transactions or other events or conditions that may arise in
consequence of one or more future events which are presently
deemed possible but not probable.

● Importance: Liabilities generally constitute a significant
proportion of the total sources of funds of an entity. The audit
of liabilities is primarily directed at ensuring that all known
liabilities have been properly accounted for, since material
omission or misstatement of liabilities vitiates the true and fair
view of the financial statements.

● Features: An important feature of liabilities which has a
significant effect on the related audit procedures is that these
are represented only by documentary evidence which originates
mostly from third parties in their dealings with the entity.

● Appropriate procedure: In any auditing situation, the auditor
employs appropriate procedures to obtain reasonable assurance
about various assertions. In carrying out an audit of liabilities,
the auditor is particularly concerned with obtaining sufficient
appropriate audit evidence to satisfy himself that all known
liabilities are recorded and stated at fair and reasonable
amounts.

5.8.2 Verification of Liabilities
Verification of liabilities may be carried out by employing the

following procedures:
(a) Examination of records;
(b) Direct confirmation procedure;
(c) Examination of disclosure;
(d) Analytical review procedures,
(e) Obtaining management representations.

The nature, timing and extent of substantive procedures to be
performed is, however, a matter of professional judgement of the auditor
which is based, inter alia, on the auditor’s evaluation of the effectiveness
of the related internal controls.
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A. Examination of Records
1. Loans and Borrowings:

1. Borrowing power: The auditor should satisfy himself that the
loans obtained are within the borrowing powers of the entity.

2. Examination: The auditor should carry out an examination of
the relevant records to judge the validity and accuracy of the
loans.

3. Reconciliation: In respect of loans and advances from banks,
financial institutions and others, the auditor should examine
that the book balances agree with the statements of the lenders.
He should also examine the reconciliation statements, if any,
prepared by the entity in this regard.

4. Important term: The auditor should examine the important
terms in the loan agreements and the documents, if any,
evidencing charge in respect of such loans and advances. He
should particularly examine whether the requirements of the
applicable statute regarding creation and registration of charges
have been complied with.

5. Complies: Where the entity has accepted deposits, the auditor
should examine whether the directives issued by the Reserve
Bank of India or other appropriate authority are complied with.

6. Classification: In case the value of the security falls below the
amount of the loan outstanding, the auditor should examine
whether the loan is classified as secured only to the extent of
the market value of the security.

7. Short term loan: Where short-term secured loans have been
disclosed separately from other secured loans, the auditor
should verify the correctness of the amount of such short-term
loans.

8. Installment due: Where installments of long-term loans falling
due within the next twelve months have been disclosed in the
financial statements (e.g., in parentheses or by way of a
footnote), the auditor should verify the correctness of the
amount of such installments.

9. Hire purchase agreement: The auditor should examine the
hire purchase agreements for the purchase of assets by the
entity and ensure the correctness of the amounts shown as
outstanding in the accounts and also examine the security
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aspect. Future instalments under hire purchase agreements for
the purchase of assets may be shown as secured loans.

10. Deferred payments: The deferred payment credits should be
verified with reference to the important terms in the agreement,
including due dates of payments and guarantees furnished by
banks. The auditor should also verify the copies of hundies/bills
accepted separately.

2. Trade Creditors and Other Current Liabilities
1. Cut off procedure: The auditor should check the adequacy of

cut-off procedures adopted by the entity in relation to
transactions affecting the creditor accounts. For example, the
auditor may examine the documents relating to receipt of goods
from suppliers during a few days immediately before the year-
end and verify that the related invoices have been recorded as
purchases of the current year.

2. Reconciliation: The auditor should check that the total of the
creditors’ balances agrees with the related control account, if
any; the difference, if any, should be examined.

3. Relevant document: The auditor should examine the
correspondence and other relevant documentary evidence to
satisfy himself about the validity, accuracy and completeness of
creditors/acceptances.

4. Advance collection: The auditor should verify that in cases
where income is collected in advance for services to be
rendered in future, the unearned portion, not applicable to the
period under audit, is not recognised as income of the period
under audit but is shown in the balance sheet as a part of
current liabilities.

5. Schedules: While examining schedule of creditors and other
schedules such as those relating to advance payments,
unclaimed dividends and other liabilities, the auditor should
pay special attention to the following aspects:
● Long outstanding items;
● Unadjusted claims for short supplies, poor quality, discount,

commission, etc.;
● Liabilities not correlated/adjusted against related advances;
● Authorization and correctness of transfers from one

account to another. Based on his examination as aforesaid,
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the auditor should determine whether any adjustments in
accounts are required.

6. Unusual payment: In case there are any unusual payments
around the year-end, the auditor should examine them
thoroughly. In particular, the auditor should examine if the
entries relating to any such payments have been reversed in the
subsequent period.

7. Liabilities outstanding: The auditor should review subsequent
transactions to identify/confirm material liabilities outstanding
at the balance sheet date.

3. Provisions
1. The term ‘provision’ means amounts retained by way of

providing for depreciation or diminution in value of assets or
retained by way of providing for any known liability the
amount of which cannot be determined with substantial
accuracy. Provisions include those in respect of depreciation or
diminution in the value of assets, product warranties, service
contracts and guarantees, taxes and levies, gratuity, proposed
dividend etc. This Guidance Note, however, does not deal with
provisions for depreciation or diminution in the value of assets.

2. The audit of provisions primarily involves examining the
reasonableness and adequacy of the amounts provided for. The
auditor should also examine that the provisions made are not in
excess of what is reasonably required.

4. Contingent Liabilities
1. The term ‘contingent liabilities’ refers to obligations relating to

past transactions or other events or conditions that may arise in
consequence of one or more future events which are presently
deemed possible but not probable. Contingent liabilities may or
may not crystallize into actual liabilities. If they do become
actual liabilities, they give rise to a loss or an expense. The
uncertainty as to whether there will be any legal obligation
differentiates a contingent liability from a liability that has
crystallized. Contingent liabilities should also be distinguished
from those contingencies which are likely to result in a loss (i.e.,
a loss is not merely possible but probable) and which, therefore,
require an adjustment of relevant assets orliabilities. 5 Some of
the instances giving rise to contingent liabilities are:
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(a) Law suits, disputes and claims against the entity not
acknowledged as debts:

(b) Membership of a company limited by guarantee.
2. The following general procedures may be useful in verifying

contingent liabilities.
(a) Review of minutes of the meetings of board of directors,

committees of board of directors/other similar body.
(b) Review of contracts, agreements and arrangements.

3. Reference may be made in this regard to the Accounting
Standard (AS) 4, Contingencies and Events Occurring After the
Balance Sheet Date, issued by the Institute of Chartered
Accountants of India.

(a) Review of list of pending legal cases, correspondence
relating to taxes, duties, etc.

(b) Review of terms and conditions of grants and subsidies
availed under various schemes.

(d) Review of records relating to contingent liabilities
maintained by the entity.

(e) Enquiry of and discussions with, the management and
senior officials of the entity.

(f) Representations from the management.
4. The auditor should verify that contingent liabilities do not

include any items which require an adjustment of relevant
assets or liabilities.

B. Direct Confirmation Procedure
1. Suitability: The verification of balances by direct

communication with creditors is theoretically the best method
of ascertaining whether the balances are genuine, accurately
stated and undisputed, particularly where the internal control
system is weak. However, the utility of this procedure depends
to a large extent on receiving adequate response to confirmation
requests.

2. Consent: The auditor employs direct confirmation procedure
with the consent of the entity under audit. There may be
situations where the management of the entity requests the
auditor not to seek confirmation from certain creditors. In such
cases, the auditor should consider whether there are valid
grounds for such a request.
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3. Confirmation: The confirmation date, the method of
requesting confirmations, and the particular creditors from
whom confirmation of balances is to be obtained are to be
determined by the auditor. While determining the information
to be obtained, the form of confirmation, as well as the extent
and timing of application of the confirmation procedure, the
auditor should consider all relevant factors such as the
effectiveness of internal control, the apparent possibility of
disputes, inaccuracies or irregularities in the accounts, the
probability that requests will receive consideration, and the
materiality of the amounts involved.

4. Confirmation Date: The creditors may be requested to confirm
the balances either (a) as at the date of the balance sheet, or (b)
as at any other selected date which is reasonably close to the
date of the balance sheet. The date should be settled by the
auditor in consultation with the entity. Where the auditor
decides to seek confirmation from the creditors at a date other
than the balance sheet date, he should examine the movements
in creditor balances which occur between the confirmation date
and the balance sheet date and obtain sufficient evidence to
satisfy himself that creditor balances stated in the balance sheet
are not materially misstated.

5. Forms: The form of requesting confirmation from the creditors
may be either (a) the ‘positive’ form of request, wherein the
creditor is requested to respond whether or not he is in
agreement with the balance shown, or (b) the ‘negative’ form of
request, wherein the creditor is requested to respond only if he
disagrees with the balance shown.

6. Positive Form: The use of the positive form is preferable when
individual account balances are relatively large, or where the
internal controls are weak, or where the auditor has reason to
believe that there may be a substantial number of accounts in
dispute or with inaccuracies or irregularities

7. Negative Form: The negative form is useful when internal
controls are considered to be effective, or when a large number
of small balances are involved, or when the auditor has no
reason to believe that the creditors are unlikely to respond. If
the negative rather than the positive form of confirmation is
used, the number of requests sent and the extent of the other
auditing procedures to be performed should normally be greater
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so as to enable the auditor to obtain the same: degree of
assurance with respect to the creditor balances

8. Mix Creditors: In many situations, it may be appropriate to use
the positive form for creditors with large balances and the
negative form for creditors with small balances.

9. Ledger Balance: In appropriate cases, the creditor may be sent
a copy of his complete ledger account for a specific period as
shown in the entity’s books. This procedure is more likely to
reveal errors and fraud and may be particularly useful in the
case of large accounts involving many entries, or where there is
evidence that accounts are in dispute or are not being settled in
accordance with the usual trade terms.

10. Discrepancies: Any discrepancies revealed by the confir-
mations received or by the additional tests carried out by the
auditor may have a bearing on other accounts not included in
the original sample. The entity should be asked to investigate
reconcile the discrepancies. In addition, the auditor should also
consider what further tests he can carry out in order to satisfy
himself as to the correctness of the amount of creditors taken as
a whole.

C. Examination of Disclosure
1. The auditor should satisfy himself that the liabilities have been

disclosed properly in the financial statements. Where the
relevant statute lays down any disclosure requirements in this
behalf, the auditor should examine whether the same have been
complied with.

2. In some cases loans are guaranteed by third parties in whose
favour the assets of the entity are charged. The auditor should
examine whether the disclosures concerning such loans are
appropriate, e.g., they may be classified as secured with
disclosure of the fact that the assets of the entity have been
charged in favour of third parties which, in turn, have given
guarantees to parties from whom loans have been obtained.

3. The auditor should recommend to the entity to disclose, in
parentheses or in footnotes, the installments of term loans, if
any, falling due for repayment within the next twelve months.

4. The auditor should examine that the following have been
disclosed in of contingent liabilities:

(a) nature of each contingent liability;
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(b) the uncertainties which may affect the future outcome;
(c) an estimate of the financial effect or a statement that such

estimate cannot be made.
D. Analytical Review Procedures

1. In addition to the audit procedures discussed above, the
following analytical review procedures may often be helpful as
a means of obtaining audit evidence regarding the various
assertions:

(a) comparison of closing balances of loans and borrowings,
creditors, etc., with the corresponding figures for the
previous year;

(b) comparison of the relationship between current year
creditor balances and the current year purchases with the
corresponding figures for the previous year;

(c) comparison of actual closing balances of loans and
borrowings, creditors, etc., with the corresponding
budgeted figures, if available;

(d) comparison of current year’s aging schedule of creditors
with the corresponding figures for the previous year;

(e) comparison of significant ratios relating to loans and
borrowings, creditors, etc., with the similar ratios for other
firms in the same industry, if available;

(f) comparison of significant ratios relating to loans and
borrowings, creditors, etc. with the industry norms, if
available.

E. Management Representations
The auditor should obtain from the management of the entity a

written statement that all known liabilities have been recorded in the
books and that all contingent liabilities have been properly disclosed.
While such a representation letter serves as a formal acknowledgment of
the management’s responsibilities for proper accounting and disclosure
of the relevant items, it does not relieve the auditor of his responsibility
for performing audit procedures to obtain sufficient appropriate audit
evidence to form the basis for the expression of his opinion on the
financial statement
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5.9 VERIFICATION OF CAPITAL
5.9.1 Issued Capital

(a) In the first year of the existence of the company, the auditor
should examine the memorandum and article of association and
even prospectus to ascertain the detail of the capital.

(b) In case of allotment check the cash and pass book and the
minute’s book of director and also find out call on share.

(c) If share are for other than cash than examine the agreement
with the vendor.

5.9.2 Issue of Share at Premium
(a) A company can issue its shares at their face value. When

company issues its shares at their face value, the shares are said
to have been issued at par.

(b) Company can also issue its shares at more than or less than its
face value i.e, at ‘Premium’ or at ‘Discount’ respectively.
When shares are issued at premium or at discount an
accounting treatment different from shares issued at par is
required. Let us discuss issue of shares at premium.

(c) If a company issues its shares at a price more than its face value,
the shares are said to have been issued at Premium. The
difference between the issue price and face value or nominal
value is called ‘Premium’. If a share of ` 10 is issued at ` 12, it
is said to have been issued at a premium of ` 2 per share. The
money received as premium is transferred to Securities
Premium A/c.

(d) A company issues its shares at premium only when its financial
position is very sound. It is a capital gain to the company.

(e) The Premium money may be demanded by the company with
application, allotment or with calls.

(f) The Companies Act has laid down certain restrictions on the
utilisation of the amount of premium. According to Section 78
of this Act, the amount of premium can be utilised for
(i) Issuing fully-paid bonus shares;

(ii) Writing off preliminary expenses, discount on issue of
shares, underwriting commission or expenses on issue;

(iii) Paying premium on redemption of Preference shares or
Debentures.



Verification 91

(g) Further, the company may demand the total amount of premium
in more than one installment. In case the company doesn’t
specify the particular call with which Securities Premium is to
be paid it is supposed to be called at the time of Allotment.

5.9.3 Issue of Share at Discount
(a) A company shall not issue shares at a discount except as

provided in this section.
(b) A company may issue at a discount shares in the company of a

class already issued, if the following conditions are fulfilled,
namely:
(i) the issue of the shares at a discount is authorized by a

resolution passed by the company in general meeting, and
sanctioned by the Central Government

(ii) the resolution specifies the maximum rate of discount i.e
10% at which the shares are to be issued. Provided that no
such resolution shall be sanctioned by the Central
Government] if the maximum rate of discount specified in
the resolution exceeds ten per cent, unless Central
Government is of opinion that a higher percentage of
discount may be allowed in the special circumstances of the
case.

(iii) not less than one year has at the date of the issue elapsed
since the date on which the company was entitled to
commence business; and

(iv) the shares to be issued at a discount are issued within two
months after the date on which the issue is sanctioned by
the Central Government or within such extended time as
the Central Government] may allow.

(c) Where a company has passed a resolution authorizing the issue
of shares at a discount it may apply to the Central Government]
for an order sanctioning the issue; and or any such application,
the Central Government if, having regard to all the
circumstances of the case, it thinks proper so to do, may make
an order sanctioning the issue on such terms and conditions as
it thinks fit.

(d) Every prospectus relating to the issue of the shares shall contain
particulars of the discount allowed on the issue of the shares or
of so much of that discount as has not been written off at the
date of the issue of the prospectus.
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(e) If default is made in complying with this sub-section, the
company, and every officer of the company who is in default,
shall be punishable with fine which may extend to five hundred
rupees.

5.10 BANK VERIFICATION
Bank balances may constitute a significant proportion of the total

assets of an entity. An important feature of cash and bank balances
which has a significant impact on the related audit procedures is that
these assets are highly prone to misappropriation, misapplication and
other forms of fraud.

1. Confirmation: The auditor should advise the entity to send a
letter to all its bankers to, directly confirm the balances to the
auditor.

2. Dormant Accounts: The request for confirmation should also
cover dormant accounts as well as accounts closed during the
year.

3. Bank Reconciliation Statement: The auditor should examine
the bank reconciliation statement prepared as on the last day of
the year. He may also examine the reconciliation statements as
at other dates during the year. It should be examined whether
(i) cheques issued by the entity but not presented for payment,

and
(ii) cheques deposited for collection by the entity but not

credited in the bank account, have been duly
debited/credited in the subsequent period. For this purpose,
the bank statements of the relevant period should be
examined. If the cheques issued before the end of the year
have not been presented within a reasonable time, it is
possible that the entity might have prepared the cheques
before the end of the year but not delivered them to the
parties concerned. In such a case, the auditor should
examine that the entity has reversed the relevant entries.

4. Posted Dated Cheques: Where the auditor finds that post-
dated cheques are issued by the entity, he should verify that any
cheques pertaining to the subsequent period have not been
accounted for as payments during the period under audit.

5. Reconciliation Statement: The auditor should pay special
attention to those items in the reconciliation statements which
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are outstanding for an unduly long period. The auditor should
ascertain the reasons for such outstanding items from the
management. He should also examine whether any such items
require an adjustment/write-off.

6. Inoperative Accounts: The auditor should be alert to the
possibility that even though the balance in an apparently
inoperative account may have remained stagnant, transactions
may have taken place in that account during the year.

7. Uncleared Cheques: Where a large number of cheques have
been issued/deposited in the last few days of the year, and a
sizeable proportion of such cheques has subsequently remained
unpaid/uncleared, this may indicate an intention of understating
creditors/debtors or understating/overstating bank balances. In
such a case, it may be appropriate for the auditor to obtain
confirmations from the parties concerned, especially in respect
of cheques involving large amounts. The auditor should also
examine whether a reversal of the relevant entries would be
appropriate under the circumstances.

8. Disclosure: The auditor should satisfy himself that cash and
bank balances have been valued and disclosed in the financial
statements in accordance with recognised accounting policies
and practices and relevant statutory requirements.

5.11 EXERCISE

1. Multiple Choice Question
(a) __________ means confirmation or proving the truth about the

assets and liabilities appearing in the balance sheet.
(i) Vouching (ii) Verification

(iii) Confirmation (iv) Inspection
(b) __________ is specially related to the assets and liabilities.

(i) Vouching (ii) Verification
(iii) Confirmation (iv) Inspection.

(c) __________ of assets means determine the correct value of the
assets shown in the balance sheet.
(i) Vouching (ii) Verification

(iii) Confirmation (iv) Valuation
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(d) Method which auditor follow should be __________ from one
year audit to another year of audit.
(i) Vary (ii) Different

(iii) Consistent (iv) None of the above.
(e) Physical verification of inventories is the responsibility of the

__________ of the entity.
(i) Employee (ii) Auditor

(iii) Management (iv) Any one
(f) When inventory is under the custody and control of a third

party, the auditor would __________ for stock verification.
(i) Take the confirmation from third parties.

(ii) Would not take confirmation.
(iii) Would take confirmation from the management.
(iv) All of the above.

(g) Where the assets are numerous and difficult to verify, a
verification will be done once in a __________ year.
(i) Two (ii) Five

(iii) Three (iv) Four
(h) Liabilities include loans and borrowings, trade creditors and

other current liabilities, deferred payment credits, __________,
and provisions
(i) Current assets

(ii) installments payable under hire purchase agreements
(iii) stock
(iv) debtors

(i) In case the value of the security falls below the amount of the
loan outstanding, the auditor should examine whether the loan
is classified as secured only to the extent __________.
(i) Of the market value of the security

(ii) Whole value
(iii) Nil
(iv) Loan outstanding

(j) Future installments under hire purchase agreements for the
purchase of assets may be shown as __________.
(i) Unsecured loan (ii) Secured loan

(iii) Debtors (iv) Current liabilities.
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(k) The term ‘__________’ refers to obligations relating to past
transactions or other events or conditions that may arise in
consequence of one or more future events which are presently
deemed possible but not probable.
(i) Provision (ii) Contingent liabilities

(iii) Debtors (iv) Current assets.
(l) The use of the __________ form is preferable when individual

creditors account balances are relatively large, or where the
internal controls are weak.
(i) Negative form (ii) Positive form

(iii) Mix form (iv) No form
(m) Money received as premium is transferred to __________.

(i) Security premium accounts
(ii) Profit and loss account

(iii) Profit and loss appropriation account
(iv) Discount account.

(n) __________ should be checked by the auditor in verification of
furniture
(i) Charge (ii) Possession

(iii) Ownership (iv) All of the above
(o) Confirmation is __________.

(i) Compliance procedure (ii) A principal of audit
(iii) An audit technique (iv) None of the above

(p) Loose tools are disclosed under __________ in the balancesheet.
(i) Current assets (ii) Current liabilities

(iii) Fixed assets (iv) investments
[Ans.: (a) - (ii), (b) - (ii), (c) - (iv), (d) - (iii), (e) - (iii), (f) - (i), (g) - (iii),

(h) - (ii), (i) - (i), (j) - (ii), (k) - (ii), (i) - (ii), (m) - (i), (n) - (iv),
(o) - (iii), (p) - (i)]

2. State whether True or False
(a) Verification means confirmation or proving the truth about the

assets and liabilities appearing in the balance sheet.
(b) Vouching is specially related to the assets and liabilities.
(c) Valuation of assets means determine the correct value of the

assets shown in the balance sheet.
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(d) Method which auditor follow should be vary from one year
audit to another year of audit.

(e) All cash balances in the same location should be verified
simultaneously.

(f) Physical verification of inventories is the responsibility of the
auditor of the entity.

(g) It is the responsibility of the auditor to carry out physical
verification of fixed assets at appropriate intervals in order to
ensure that they are in existence.

(h) Where the assets are numerous and difficult to verify, a
verification will be done once in a three year.

(i) Assets are the financial obligations of an enterprise other than
owners’ funds.

(j) Future installments under hire purchase agreements for the
purchase of assets may be shown as unsecured loans.

(k) The Positive form is useful when internal controls are
considered to be effective, or when a large number of small
balances are involved, or when the auditor has no reason to
believe that the creditors are unlikely to respond.

(l) If a company issues its shares at a price more than its face value,
the shares are said to have been issued at discount.

[Ans.: (a) - True, (b) - False, (c) - True, (d) - False, (e) - True, (f) - False,
(g) - False, (h) - True, (i) - False, (j) - False, (k) - False, (i) - F]

3.A. Match the Column

Column A Column B
1. Verification (a) Consistent
2. Method of valuation (b) Stock Valuation
3. AS 2 (c) It is the act of checking title,

possession and valuation of
assets

4. Cash verification (d) Expert valuation
5. Several assets purchased (e) Financial verification

(f) Physical verification

[Ans.: 1. - (c), 2. - (a), 3. - (b), 4. - (f), 5. - (d)]
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3.B. Match the Column

Column A Column B
1. Verification of loan (a) Ownership
2. Plant and machinery (b) Confirmation of parties
3. Verification of liabilities (c) Power to borrow
4. Stock in trade (d) Guarantee for loan taken by

others
5. Contingent liabilities (e) Consistent

(f) Physical verification

[Ans.: 1. - (c), 2. - (a), 3. - (b), 4. - (f), 5. - (d)]

4. Answer in One Sentences
1. Explain one techniques of verification.
2. What do you mean by cash verification?
3. Explain any two points while valuing assets.
4. Give two examples of contingent liabilities.
5. What is positive form?
6. What is negative form?
7. What do you mean by share issued at premium?

5. Theory Question
1. Explain the term verification. (Oct 2002)
2. What are the techniques of verification
3. Explain the difference between vouching and verification.

(April 2000)
4. What do you mean by valuation and explain the point to be

consider while valuing the assets?
5. How is cash verified? (April 2002)
6. Explain cash verification.
7. How is stock verified?
8. What are the points to be considered while valuing the stock?

(Oct 2006)
9. What are the points to be considered for verification of records

of fixed assets?
10. What are the methods of physical verification of fixed assets?

(Oct 2003)
11. What are the points to be considered for valuing the fixed assets?
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12. What is included in the liabilities?
13. Write a short note on examination of record in respect to loan

and borrowing.
14. Write a short note on examination of record in respect to Trade

creditors and other current liabilities.
15. Write a short note on examination of record in respect to

Contingent liabilities
16. Write a short note on examination of record in respect to

Provision.
17. Explain the direct confirmation procedure.
18. Explain the Analytical review procedure.
19. How you will verify Issued capital.
20. Points to be consider while verifying issue share at premium.
21. List out the points to consider while verifying issue of share at

discount.
22. Write short note on bank verification.
23. Explain debtors verification (April 2010)


