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Foreword 
The Council of the Institute has always been providing guidance to 
members in maintaining the highest standards of audit.  Statement on 
Auditing Practices was issued in 1964 with the basic aim of providing 
valuable guidance to members in the performance of audits, 
particularly of companies.  With the constitution of Auditing Practices 
Committee (APC) in 1982, the APC has been entrusted with the task 
of reviewing existing auditing practices in India, develop Statements 
on Standard Auditing Practices (SAPs) and guidance notes, inter-alia, 
to replace various chapters of the old omnibus Statement on Auditing 
Practices issued in 1964. 

Sometimes, it is noticed that in business entities, either what we 
should be expensing, is not expensed or what should not be 
expensed, is expensed.  Simultaneously, the other problems relating 
to propriety and prudence may also arise.  It is a truism that the 
corporations of today are no longer sheer economic entities.  These 
are the engines of economic and social transformation.  And value in 
this economy is added not by doing the same thing better but by 
doing exactly right next time.  Irrelevance is a greater threat than 
imperfection. 

I am happy to note that the Auditing Practices Committee of our 
Institute has brought out the Guidance Note on “Audit of Expenses” to 
provide guidance to our members at large about the manner of 
conducting the audit of items of expenses contained in the profit and 
loss account and help them in resolving issues which may pose 
difficulty in their day-to-day professional work.  To keep pace with the 
ever changing accounting world, a member, while discharging his 
attest function, should examine whether the recommendations in this 
Guidance Note relating to an accounting matter have been followed, if 
not, a disclosure in his report is necessary. 

I must record my sincere appreciation of the efforts of the Chairman 
of the Auditing Practices Committee, Mr. S. Gopalakrishnan, Mr. K.S. 
Vikamsey, Vice-Chairman of the Committee and other members of 
the Committee, in bringing out this useful publication.  I also wish to 
acknowledge my appreciation to Mr. Vijay Kapur, Secretary to the 
Committee who was associated with this task. 
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I am sure this Guidance Note will be of immense use to our members 
and other users. 

 

New Delhi            N.D. GUPTA 
December 13, 2001            President 
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Preface 
The Auditing Practices Committee has pleasure in placing before the 
members the Guidance Note “Audit of Expenses”.  This Guidance 
Note provides guidance on procedures to be employed by the 
member while carrying out the audit in order to comply with the 
principles laid down in Standard Auditing Practices. 

The members are requested to keep in mind that this Guidance Note 
is relevant for audit of financial statements when an engagement is 
agreed upon and needs to have adequate knowledge of the subject 
matter in question and his findings are based on reasonable criteria.  
Please note that the Statements on Standard Auditing Practices 
(SAP) would be applicable in all engagements agreed as auditor to 
the extent of its relevance.  I am sure, that the members will find this 
useful in discharging their obligations. 

I take this opportunity to express my sincere thanks to Shri Kamlesh 
Vikamsey, Vice Chairman and the members of Auditing Practices 
Committee for their valuable contribution in the preparation of the 
Guidance Note. 

I would like to record my sincere appreciation to the Convenor of the 
Study Group who assisted the Committee in preparation of this 
Guidance Note.  I also wish to thank Mr Vijay Kapur, Secretary, 
Auditing Practices Committee and his team whose efforts made it 
possible for the Committee to bring out this Guidance Note. 

 

Hyderabad                         S. GOPALAKRISHNAN 
December 11, 2001              Chairman 
 Auditing Practices Committee 
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Para 2.1 of the "Preface to the Statements on Standard Auditing Practices" 
issued by the Institute of Chartered Accountants of India states that the 
"main function of the APC is to review the existing auditing practices in India 
and to develop Statements on Standard Auditing Practices (SAPs)* so that 
these may be issued by the Council of the Institute."  Para 2.4 of the Preface 
states that the "APC will issue Guidance Notes on the issues arising from the 
SAPs wherever necessary." 

The Auditing Practices Committee** has also taken up the task of reviewing 
the Statements on auditing matters issued prior to the formation of the 
Committee.  It is intended to issue, in due course of time, SAPs or Guidance 
Notes, as appropriate, on the matters covered by such Statements which 
would then stand withdrawn.  Accordingly, with the issuance of this Guidance 
Note on Audit of Expenses, paragraphs 11.2-11.8 of Chapter 11 of the 
Statement on Auditing Practices, titled `Profit and Loss Account', shall stand 
withdrawn.  In due course of time, the entire Statement on Auditing Practices 
shall be withdrawn. 

The following is the text of the Guidance Note on "Audit of Expenses" issued 
by the Auditing Practices Committee of the Council of the Institute of 
Chartered Accountants of India.  This Guidance Note should be read in 
conjunction with the Statements on Standard Auditing Practices issued by 
the Institute. 

Introduction 
1. An expense is a cost relating to the operations of an accounting period 
or to the revenue earned during the period or the benefits of which do not 
extend beyond that period.  The expression "cost" means the amount of 
expenditure incurred on or attributable to a specified article, product or 
activity. 

2. Expenses are recognised by the following approaches: 

(a) Identification with revenue transactions 

 Costs directly associated with the revenue recognised during the 
relevant period are considered as expenses and are charged to income 
for the period. 

 
* Now known as Auditing and Assurance Standards (AASs). 
** Now known as Auditing and Assurance Standards Board. 
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(b) Identification with a period of time 

 In many cases, although some costs may have connection with the 
revenue for the period, the relationship is so indirect that it is 
impracticable to attempt to establish it.  However, there is a clear 
identification with a period of time.1 Such costs are regarded as `period 
costs' and are expensed in the relevant period, e.g, salaries, telephone,  
travelling, depreciation on office building, normal interest, etc.  Similarly, 
the costs, the benefits of which, do not clearly extend beyond the 
accounting period are also charged as expenses. 

3. The following features of expenses affect the nature, timing and extent 
of the related audit procedures: 

(a) In the case of most items of expenses, documentary evidence 
originating from third parties is available. 

(b) The nature and relative significance of various items of expenses 
usually differ from one enterprise to another, depending primarily on the 
nature of operations carried out by them.  For example, in the case of 
most manufacturing enterprises, the principal items of expenses would 
include the cost of raw materials consumed, labour cost and other 
conversion costs. On the other hand, in the case of a trading enterprise, 
the principal items of expenses would generally be the cost of goods 
sold.   In the case of an enterprise supplying, providing, maintaining and 
operating any services, the principal items of expense would include 
personnel and professional expenses, office maintenance, etc. 

(c) The amount of some expenses has a logical relationship with certain 
other financial statement items while the amount of some other 
expenses does not have such a relationship.  For example, in an 
enterprise where the production process is standardised, the 
consumption of raw materials (and, therefore, the cost of raw materials 
consumed) has a logical relationship with the quantum of output.  
Similarly, the proportion of various constituents of cost of production is 
expected to remain more or less constant in the absence of known 
conditions to the contrary. Likewise, proportion of the amount of interest 
for a period to the amount of loans outstanding during the period is 

 
1 Reference may be made in this regard to Guidance Note on Accrual Basis of Accounting. 
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expected to vary within certain specific limits.  On the other hand, the 
expenditure on research and development often has little relationship 
with other items in the financial statements. 

(d) The amount of some items of expenses (e.g., gratuity, taxes, bonus, 
etc.) is significantly affected by applicable laws. 

4. In an audit, the auditor employs appropriate procedures to obtain 
reasonable assurance about various assertions (see SAP 5, Audit Evidence).  
In carrying out an audit of expenses, the auditor is particularly concerned 
with obtaining sufficient appropriate audit evidence to corroborate the 
management's assertions regarding the following: 

Occurrence  that recorded expenses arose from 
transactions or events which took place 
during the relevant period and pertain to the 
entity. 

Completeness that there are no unrecorded expenses. 

Measurement that expenses are recorded in the proper 
amounts and are allocated to the proper 
period. 

Presentation and 
Disclosure 

that expenses are disclosed, classified, and 
described in accordance with recognised  
accounting policies and practices and 
relevant statutory requirements, if any. 

5. In view of the divergence in the nature of expenses incurred by different 
enterprises, it is not possible to describe the audit procedures applicable in 
carrying out an audit of expenses in all situations.  This Guidance Note 
provides guidance on procedures to be employed in carrying out an audit of 
expenses which would be applicable in the case of most enterprises.  It is 
recognised, however, that audit procedures different from or additional to 
those described in this Guidance Note may be necessary in a particular 
case, depending upon its specific facts and circumstances. 

Internal Control Evaluation 
6. The auditor should study and evaluate the system of internal control 
relating to expenses, to determine the nature, timing and extent of his other 
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audit procedures.  He should particularly review the following aspects of 
internal control relating to expenses:2

(a) The systems and procedures relating to incurring of expenses including 
authorisation procedures. 

(b) Accounting procedures relating to recognition of expenses. 

(c) Existence of periodic reports on actual performance vis a vis budgets 
and internal management reports, if any.  

Verification 
7. Verification of expenses may be carried out by employing the 
procedures, viz., (a) examination of records; and (b) analytical procedures.  
The nature, timing and extent of substantive procedures to be performed is, 
however, a matter of professional judgment of the auditor which is based, 
inter alia, on the auditor's evaluation of the effectiveness of the related 
internal controls.  The auditor should examine whether the basis of 
recognition of expenses by the entity is in accordance with the recognised 
accounting principles. 

(a) Examination of Records 

8. Examination of records and documents is one of the most important 
techniques of auditing.  An auditor has to examine a large number of 
documents in the course of an audit since most transactions are supported 
only by documentary evidence.  The accounting systems of business 
enterprises are so designed that documentary evidence is created in respect 
of each transaction.  The auditor should carry out an examination of the 
relevant records to satisfy himself about the validity, accuracy and other 
assertions with regard to various expenses incurred by the entity.  The extent 
of such examination would depend on the auditor’s evaluation of the efficacy 
of internal controls. 

 

2The extent of review of internal controls would depend upon the facts and circumstances of each 
case.  Reference may be made in this regard to the "Internal Control Questionnaire", issued by the 
Institute of Chartered Accountants of India in 1976 which contains, inter alia, an illustrative list of 
internal controls in relation to petty cash, cash and bank payments, salaries and wages and 
purchases. 
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(b) Analytical Procedures 

9. The auditor should conduct analytical procedures which involve analysis 
of significant ratios and trends, including the resulting investigation of 
fluctuations and relationships that are inconsistent with other relevant 
information or which deviate from predicted amounts.3

10. The following paragraphs describe the audit procedures applicable in 
respect of various items of expenses. 

Goods and Raw Materials Consumed 

11. The auditor's examination of the cost of goods, stores and materials 
consumed during the year would involve, inter alia, examination of purchases 
of goods and materials made during the year as well as of purchase returns 
and of opening and closing inventories.   

Purchases and Purchase Returns 

12. The auditor should examine whether the entity has instituted adequate 
cut-off procedures in relation to purchases and purchase returns.  The 
objective of cut-off procedures is to ensure that the transactions pertaining to 
a period are recorded in that period and not in a preceding or subsequent 
period.  The auditor should examine the efficacy of such procedures.  The 
auditor can examine the selected receipt documents (such as goods received 
notes) pertaining to a few days immediately before the year-end and verify 
that the related purchase invoices have been recorded as purchases of the 
current year.   The auditor should pay particular attention to the cut-off 
procedures relating to purchases, both indigenous and imported, to 
determine whether these procedures ensure recognition of purchases at the 
time the significant risks and rewards of ownership of the related goods pass 
on to the entity. 

13. The auditor should examine selected entries in the purchase journal 
with reference to the related purchase invoices, receipt records and other 
supporting documents such as the purchase orders.  The auditor should also 
trace the selected entries to the suppliers' account. 

 
3 Refer to Auditing and Assurance Standard (AAS) 14, Analytical Procedures.
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14. While examining purchase invoices, the auditor should examine 
whether subsidies, rebates, duty drawbacks or other similar items have been 
properly accounted for.  As per AS 2, costs of purchase consist of the 
purchase price including duties and taxes (other than those subsequently 
recoverable by the enterprise from the taxing authorities), freight inwards and 
other expenditure directly attributable to the acquisition.  Trade discounts, 
rebates, duty drawbacks and other similar items are deducted in determining 
the costs of purchase. 

15. The auditor should also examine selected receipt records with reference 
to related purchase invoices and the purchase journal. 

16. The auditor should examine selected entries  of purchase returns with 
reference to the goods returned notes, debit notes and entries in the 
suppliers' accounts.  Similarly, the auditor should examine selected debit 
notes with reference to purchase returns, goods returned notes, and entries 
in the suppliers' accounts. 

17. In case of transactions between related parties, the auditor should pay 
special attention to nature and description of such transactions.4

18. The auditor should obtain a representation from the management to the 
effect that the entity has complied with the legal and regulatory requirements, 
if any.  When the auditor becomes aware of non-compliance, the auditor 
should obtain sufficient information to evaluate the possible effect in the 
financial statements.  The auditor should also consider 
communication/reporting of non-compliance with the management including 
audit committee, users of financial statements and to regulatory authorities, 
as may be appropriate.5

19. In respect of imports, the auditor should carry out the following 
procedures in addition to the usual audit procedures applicable in respect of 
domestic purchases. 

(a) Besides examining the usual documents relating to purchases, the 
auditor should also examine such documents as bill of lading, custom 
documents, etc., which are specific to import transactions. 

 
4 Refer to Accounting Standard (AS) 18, Related Party Disclosures. 
5 Refer to Auditing and Assurance Standard (AAS) 21, Consideration of Laws and Regulations in 
an Audit of Financial Statements. 
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(b) The auditor should pay special attention to the terms of import relating 
to the incidence of charges like insurance and freight, i.e., whether the 
imports are on C.I.F. basis, or F.O.B. basis, or some other basis. 

(c) The auditor should examine that imports for which consideration is 
payable in a foreign currency are recorded at an appropriate amount in 
accordance with Accounting Standard (AS) 11, Accounting for the 
Effects of Changes in Foreign Exchange Rates.

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

(a) Comparison, item-wise and location-wise, both quantity and value, of 
purchases for the current year/period with the corresponding figures for 
previous years/periods. 

(b) Comparison of ratio of gross margin to sales for the current year/period 
with the corresponding figures for previous years/periods. 

(c) Comparison of ratio of purchase returns to purchases for the current 
year/period with the corresponding figures for previous years/periods. 

(d) Product-wise reconciliation of quantity sold during the year/period with 
opening stock, purchases/production  and closing stock. 

Apart from the above, the auditor may also work out quantitative ratios and 
reconciliations, e.g., he may relate the quantum of output to the quantum of 
input to judge its reasonableness.  In case segment information is available, 
the above procedures may be carried out for each segment. 

21. The auditor should also verify payments subsequent to the date of the 
balance sheet to identify any purchases which have not been recorded in the 
books of account. 

Wages and Salaries 

22. The auditor should examine the entries in the payroll/wage sheets with 
reference to relevant records, e.g., employee’s records maintained by the 
personnel department showing details of pay such as basic pay, allowances, 
annual increments, leaves availed, etc. Special attention may also be paid by 
auditor in respect of new employees joining the entity during the year.  
Similarly, the payroll may also be examined with reference to the time 
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records/attendance records and leave records maintained by the personnel 
department.  The deductions made in respect of income-tax, provident fund, 
Employees’ State Insurance (ESI), welfare schemes, health schemes, etc., 
may be examined with reference to the returns submitted to the authorities 
concerned and the receipts/acknowledgments issued by such authorities.   

23. The auditor should examine whether any legal, regulatory or contractual 
requirements having a bearing on the rate or amount of wages and salaries 
have been complied with.  Similar considerations would also apply to 
payments made to a contractor for hire of labour.  Such requirements would 
include, inter alia, the provisions of the Minimum Wages Act, 1948, 
agreement with the employees, award of competent authority and judicial 
rulings. 

24. In the case of senior management officials, the auditor should pay 
particular attention to determining whether the salaries payable are as per 
the terms of contract with the employees concerned.  Special requirements 
of terms of contract such as granting stock options (as per schemes 
formulated by SEBI), availing leave encashment, total amount payable 
annually including ex-gratia, etc., should be specifically looked into. 

25. In the case of casual labour, besides carrying out the other audit 
procedures, the auditor should specifically examine the sanction of the 
competent authority for employment of such labour and ascertain whether 
such employees are retained as per the time rate or piece-rate basis.  In 
appropriate cases, the auditor may pay a surprise visit to the sites where the 
casual labour is employed to assess the correctness of the attendance 
records maintained in respect of such labour.  In cases where complete 
outsourcing of labour has been given to an outside agency, the terms of 
agreement and compliance thereof would be examined. 

26. The auditor should obtain a list of employees who have retired or 
otherwise left the services of the entity during the period under audit and 
examine that they have not been included in the payroll. 

27. In addition to the audit procedures discussed above, the following 
analytical procedures may often be helpful as a means of obtaining audit 
evidence regarding the various assertions relating to wages and salaries: 

(a) comparison of wage bill for the year/period with the wage bill of 
previous years/periods; 
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(b) comparison of the monthly wages and salaries of a month with other 
months during the year/period and with the corresponding month of the 
previous years/periods; 

(c) comparison of the wage bill for each department/unit for the current 
year/period with the corresponding figures for previous years/periods; 

(d) comparison of the ratios of wages and salaries to sales for the current 
year/period with the corresponding figures for the previous 
years/periods; 

(e) comparison of the ratio of wages and salaries to cost of production for 
the current year/period with the corresponding figures for previous 
years/periods; 

(f) comparison of the ratio of contribution towards provident fund to wages 
and salaries for the current year/period with the corresponding figures 
for previous years/periods; 

(g) comparison of the ratio of contribution towards provident fund to wages 
and salaries for the current year/period with the rate(s) of contribution 
specified under the law governing provident fund; 

(h) comparison of the ratio of contribution towards ESI to wages and 
salaries for the current year/period with the corresponding figure for 
previous years/periods; 

(i) comparison of the ratio of contribution towards ESI to wages and 
salaries for the current year/period with the rate(s) of contribution 
specified under the law governing the ESI. 

Bonus 

28. In the case of provision for bonus, the auditor should examine whether 
the liability is provided for in accordance with the Payment of Bonus Act, 
1965, and/or agreement with the employees or award of competent authority.  
Where the bonus actually paid is in excess of the amount required to be paid 
as per the provisions of the applicable law/agreement/award, the auditor 
should specifically examine the authority for the same (e.g., resolution of the 
board of directors in the case of a company). 
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Retirement Benefits 

29. The auditor should examine whether the entity is liable to pay any 
retirement benefits to its employees such as provident fund, 
superannuation/pension, gratuity, etc., whether in pursuance of requirements 
of any law and/or in terms of agreement with the employees6. If so, the 
auditor should examine whether the amount payable has been computed in 
accordance with the relevant legal and/or contractual requirements.  In 
respect of gratuity/pension, the auditor should specifically examine whether 
the provision for accruing gratuity/pension liability has been made by the 
entity.  The auditor should examine the adequacy of provision with reference 
to the actuarial certificate obtained by the entity7. In case the entity has not 
obtained such an actuarial certificate, the auditor should examine that the 
method followed by it, say, group gratuity insurance scheme taken by the 
entity, for calculating the accrued liability for gratuity is rational. 

Other Conversion Costs 

30. The auditor should verify the other conversion costs (such as power and 
fuel, processing charges, etc.) with reference to the supporting documents 
and related agreements.  In case the material is sent outside to third parties 
for processing, necessary charges including existence of materials, wastage, 
etc., need to be ascertained and accounted for.  In addition, the auditor may 
also compare the amount of expense on a particular item with the 
corresponding figure for previous years.  Similarly, he may work out the 
ratios of different items of conversion costs to total cost of production for the 
current year and compare the same with the corresponding figures for 
previous years. 

Establishment and General Administrative Expenses 

31. The auditor should verify establishment expenses and general 
administrative expenses such as insurance, rent, rates, conveyance, 
travelling, telephone, entertainment, printing and stationery, general 
expenses, etc., with reference to the sanction of the competent authority, the 

 
6 Attention is invited in this regard to Accounting Standard (AS) 15, Accounting for Retirement 
Benefits in the Financial Statements of Employers.
7Attention is also invited in this regard to Auditing and Assurance Standard (AAS) 9, Using the 
Work of an Expert.
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supporting documents, related agreements and the rules and regulations 
followed by the entity.  The auditor may also compare the amounts of these 
expenses with the corresponding figures for previous years.  Similarly, he 
may work out the ratios of different items of expenses to sales for the current 
year and compare the same with the corresponding figures for previous 
years. 

Interest and Financial charges 

32. The auditor should verify the amount of interest expense for the year 
with reference to the terms and conditions of relevant agreements.  The 
auditor may also work out the ratio of interest expense for the year to 
average interest-bearing loans and advances outstanding during the year 
and compare it with the corresponding figure for previous years and reconcile 
the same.  The auditor should particularly examine that interest as well as 
other financing costs such as commitment fees on funds borrowed for a 
qualifying asset included in the gross book value of the asset to which they 
relate and have not been charged to the Profit and Loss Account of the 
period in which they are incurred8. If the entity has paid any penal interest, it 
should also be examined.  Such interest should be disclosed as part of 
normal interest.  The auditor should consider, having regard to the 
materiality, whether it requires separate disclosure. 

Depreciation 

33. The auditor should check the calculation of depreciation.  The total 
depreciation arrived at should be compared with that of previous years to 
identify reasons for variations.  The auditor should particularly examine 
whether the depreciation charge having regard to rate of depreciation and 
method of depreciation followed consistently is adequate keeping in view the 
generally accepted bases of accounting for depreciation9. Alternatively, the 
auditor may consider qualifying his report.  In case, assets have been 
revalued by entity during the year, the auditor should ensure that the 
depreciation has been computed properly. 

 

8 Attention is invited Accounting Standard (AS) 16, Borrowing Costs.
9 Attention is also drawn to Accounting Standard (AS) 6, Depreciation Accounting.
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Research and Development Expenses 

34. The auditor should verify various items of expenses incurred on 
research and development with reference to supporting documents and 
related agreements.  For example, the cost of materials consumed for 
research and development may be verified with reference to such documents 
as purchase invoices, goods received notes, records relating to issue of 
materials, etc.  The auditor should particularly examine whether the 
accounting policy followed by the entity regarding treatment of research and 
development costs is in accordance with Accounting Standard (AS) 8, 
Accounting for Research and Development. 

35. The auditor should examine whether the deferral meets the appropriate 
legal requirements, if any.  If an accounting policy for deferral of research 
and developments is adopted, it should be applied to all such projects which 
meet the criteria laid down for deferral under AS 8.  The auditor should 
examine whether the criteria laid down in AS 8 which previously justified the 
deferral of certain research and development costs no longer apply, the 
unamortised balance has been charged as an expense of the year.  Similarly, 
the auditor should examine that where the criteria for deferral continue to be 
met but the amount of unamortised balance of the deferred research and 
development costs and other relevant costs exceed the expected future 
revenues/benefits related thereto, such excess has been charged as an 
expense immediately. 

Repairs and Maintenance 

36. The auditor should scrutinise the repairs and maintenance account to 
ascertain that new fixed assets and substantial improvements to existing 
assets have not been included in repairs and maintenance.  The auditor 
should exercise special care particularly in case large amounts charged to 
the Profit and Loss Account. 

Contingencies 

37. In respect of product warranties, service contracts, performance 
warranties, etc., the auditor should examine whether provisions have been 
made in accordance with Accounting Standard (AS) 4, Contingencies and 
Events Occurring After the Balance Sheet Date. The auditor should also 
examine the reasonableness of the basis adopted for quantifying the 



Handbook of Auditing Pronouncements-II 

II-508

provision with reference to the relevant agreements and the assessment 
based on his past experience. 

Taxes on Income 

38. The auditor should examine that tax expense or tax saving has been 
properly computed and disclosed in the financial statements10. The tax 
expense for the period which comprises current tax and deferred tax is to be 
included in the determination of net profit or loss for the period under audit.  
In case of companies attracting minimum alternate tax, it has to be ensured 
that proper provision has been considered in the accounts.  The auditor 
should examine that the deferred taxes have been recognised for all timing 
differences subject to consideration of prudence in respect of deferred tax 
assets as set out in Accounting Standard (AS) 22, Accounting for Taxes on 
Income. If there is a material departure from the provisions of AS 22, the 
auditor should qualify his report.  

39. In respect of assessments completed, revised or rectified during the 
year, the auditor should examine whether suitable adjustments have been 
made in respect of additional demands or refunds, as the case may be.  The 
relevant orders received up to the time of audit should be considered and, on 
this basis, it should be examined whether adjustment is required in the 
financial statements. 

40. If the entity disputes its liability in regard to demands raised, the auditor 
should examine whether there is a positive evidence or action on the part of 
the entity to show that it has not accepted the demand for payment of tax or 
duty, e.g., where it has gone into appeal under relevant provisions of the 
Income-tax Act, 1961.  Where an application for rectification of mistake  has 
been made by the entity, the amount should be regarded as disputed.  
Where the demand notice/intimation for the payment of tax is for a certain 
amount and the dispute relates to only a part and not the whole of the 
amount, only such amount should be treated as disputed.  A disputed tax 
liability may require a provision or suitable disclosure (see Accounting 
Standard  4, Contingencies and Events Occurring After the Balance Sheet 
Date).  In determining whether a provision is required, the auditor should, 
among other procedures, make appropriate inquiries of management, review 

 
10 Attention is drawn to Accounting Standard (AS) 22, Accounting for Taxes on Income. 
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minutes of the meetings of the board of directors and correspondence with 
the entity's lawyers, and obtain appropriate management representations. 

41. The auditor should obtain from the management, a statement showing 
the status of pending tax matters.  He should examine the statements to 
assess the adequacy of provisions made in respect of those matters in the 
context of their current status. 

Special Considerations in the Case of a Company 
42. In the case of audit of a company, in addition to the procedures 
described above, the auditor should also carry out appropriate audit 
procedures in respect of matters which are specifically required to be 
examined under the provisions of the Companies Act, 1956.  Some of the 
illustrative procedures specifically applicable in the case of audit of a 
company are described below.  It may be clarified that the following is not an 
exhaustive list of additional procedures to be carried out in the case of audit 
of expenses in the case of a company. 

(a) The auditor should examine whether the managerial remuneration paid 
or payable by the company is within the limits laid own under section 
198 and Schedule XIII to the Companies Act, 1956.  The auditor should 
also examine whether the remuneration paid or payable to the directors 
of the company, including any managing or whole-time director, has 
been determined by the Articles of Association of the company or by a 
resolution of the company passed in a general meeting.  The auditor 
should also examine whether the remuneration of directors complies 
with the provisions of section 309 of the Companies Act, 1956.  The 
auditor should further examine whether the computation of net profit for 
purposes of managerial remuneration is in accordance with sections 
349 and 350 of the Companies Act, 1956. 

(b) The auditor should examine whether the contributions, if any, made by 
the company to charitable and other funds not directly relating to the 
business of the company or the welfare of its employees comply with 
the provisions of section 293 of the Companies Act, 1956.  According to 
this section, the board of directors of a public company cannot, except 
with the consent of the company in general meeting, contribute to 
charitable and other funds not directly relating to the business of the 
company or the welfare of its employees, any amounts the aggregate of 
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which will, in any financial year, exceed Rs.50,000 or 5 per cent of the 
average net profits of the company as determined in accordance with 
the provisions of section 349 and section 350 during the three financial 
years immediately preceding, whichever is greater.  The auditor should 
examine whether the Memorandum of Association of the company 
empowers it to make contributions to charitable or other funds not 
directly relating to the business of the company or the welfare of its 
employees.  If the objects clause in the Memorandum does not contain 
such authority, the company has no power to make such contributions. 

 The auditor should ask the management to prepare a schedule of 
contributions to various funds covered by section 293 made during the 
year, giving the names of the institutions to which contributions have 
been made, the amounts paid and the dates on which the contributions 
were approved by the board of directors.  He should also ask the 
management to prepare a computation showing the limits of permissible 
contributions which can be made under this section. 

(c) The auditor should examine whether political contributions made by the 
company are within the limit prescribed in section 293A of the 
Companies Act, 1956.11 Where the limit laid down under section 293A 
is adhered to and the facts are properly disclosed, the auditor has no 
further duty.  Where, however, the facts regarding such contributions 
are not properly disclosed, the auditor should qualify his report and 
state the facts therein.  Where the auditor has genuine doubt regarding 
the applicability of the Section, he should ensure that the fact is 
properly disclosed in his audit report. 

 Where the auditor is satisfied that political contributions have been 
made in excess of the limit prescribed in section 293A, he should bring 
this to the attention of the shareholders by qualifying his audit report 
and making  a mention of the excess amount involved, if ascertainable. 

 The auditor should obtain a certificate from company's  board of 
directors to the effect that all amounts of contributions to political parties 
or for any political purpose to any person falling under the provisions of 
section 293A have been brought into the books of account of the 

 
11Reference may be made in this regard to the Guidance Note on Section 293A of the Companies 
Act, 1956 and the Auditor. 
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company and that no  amounts of such nature other than those so 
included in the books have been paid/given, directly or indirectly. 

(d) The auditor should examine whether the contribution, if any, to the 
National Defence Fund or any other fund approved by the Central 
Government for the purpose of national defence complies with the 
provisions of section 293B of the Companies Act, 1956.  This section 
empowers the board of directors to make such contributions.  It may be 
noted that unlike the contributions to charitable or other funds not 
directly relating to the business of the company or to the welfare of its 
employees, contributions to National Defence Fund (or other similar 
funds) can be made by a company even where the Memorandum of 
Association of the company does not specifically empower it in this 
regard.  The auditor should examine whether the total amount or 
amounts contributed by the company to the National Defence Fund (or 
other similar funds) during the year have been suitably disclosed in the 
profit and loss account. 

(e) In respect of payments to sole-selling agents, the auditor should 
examine whether the provisions of sections 294, 294A and 294AA have 
been complied with. 

(f) The auditor should examine whether the provisions of section 297 have 
been complied with in appropriate cases.  He should also examine 
compliance with the terms and conditions, if any, stipulated by the 
Central Government in its approval under the proviso to sub-section (1) 
of section 297. 

(g) In case any partner or relative of a director of the company, any firm in 
which such director, or relative of such director, is a partner, any private 
company of which such director is a director or member, or any director, 
or manager of such a private company, holds any office or place of 
profit under the company or under any subsidiary of the company, the 
auditor should examine whether the provisions of section 314 have 
been complied with. 

(h) The auditor should examine whether any personal expenses have been 
charged to revenue account.12 

12 Reference may be made in this regard to the Statement on the Manufacturing and Other 
Companies (Auditor's Report) Order, 1988. 
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(i) The auditor should examine whether the transaction of purchase of 
goods and materials and services, made in pursuance of contracts or 
arrangements entered in the register(s) maintained under section 301 of 
the Companies Act, 1956, as aggregating during the year to Rs.50,000 
(Rupees Fifty Thousand) or more in respect of each party, have been 
made at prices which are reasonable having regard to prevailing market 
prices for such goods, materials and services or the prices at which 
transaction for similar goods or service have been made with other 
parties.13 

(j) The auditor should examine whether any undisputed amounts payable 
in respect of income tax, wealth tax, sales tax, customs duty and excise 
duty were outstanding as at the last day of financial year concerned, for 
a period of more than six months from the date they became payable 
have been reported under MAOCARO, 1988. 

Examination of Presentation and Disclosure 
43. The auditor should satisfy himself that the expenses have been properly 
classified and disclosed 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. 

Management Representation 
44. The auditor should consider obtaining a management representation on 
expenses charged to the statement of profit or loss when other sufficient 
appropriate audit evidence cannot reasonably be expected to exist.14 

Documentation 
45. The auditor should maintain adequate working papers regarding audit of 
expenses.15 

13 Reference may be made in this regard to the Statement on the Manufacturing and Other 
Companies (Auditor's Report) Order, 1988. 
14 Reference may be made in this regard to Auditing and Assurance Standard (AAS-11), 
Representation by Management.
15 Reference may be made in this regard to Auditing and Assurance Standard (AAS-3), 
Documentation.


	Contents
	Foreword
	Preface
	Introduction
	Internal Control Evaluation
	Verification
	Goods and Raw Materials Consumed
	Purchases and Purchase Returns
	Wages and Salaries
	Bonus
	Retirement Benefits
	Other Conversion Costs
	Establishment and General Administrative Expenses
	Interest and Financial charges
	Depreciation
	Research and Development Expenses
	Repairs and Maintenance
	Contingencies
	Taxes on Income

	Special Considerations in the Case of a Company
	Examination of Presentation and Disclosure
	Management Representation
	Documentation


