TAX AUDIT IN AN IT ENVIRONMENT

Audit Techniques in a Computerised Environment:

A few Computer Audit techniques are discussed here which could be used to audit accounts of a client whose accounts are maintained on a computer. The methodology of audit would vary depending on the type of package, the computerised environment and the operating environment. However, a reading of this would give an idea about how you can audit using computers. The overall purpose is to set the audit objectives, obtain an understanding of how computers process the data and accordingly set the audit procedures.

You may please note that the above methodology of computerised tax audit is only illustrative and not exhaustive. The Auditor has to ensure that he converts the manual audit procedures to comprehensive computerised audit procedures by having a discussion with the Computer department and the management. 

A General audit software can be used for this audit once the auditor determines the specific form in which data can be accessed and imported into the audit software. In case of tax audit, specific information has to be obtained. Hence, it is vital to identify the format and structure in which the data will be obtained. Once the data has been obtained and imported into audit software, various features of audit software can be used for verifying the financial assertions and test compliances. Some of the key functions in audit software, which will be useful for this type of audit, are illustrated below:

1. Sorting the data on identified fields to pick out exceptions and get a profile of data.

2. Using filters to review data of specific types

3. Ledger scrutiny for specified ledgers

4. Identifying duplicates in vendors, payments, etc.

5. Stratifying data as per category

6. Aging of data to identify age of inventory 

7. Find items of exceptions using find option

8. Classifying the data as per ledger name, voucher type, ledger name, etc.

9. Summarising data as per date to identify exceptions, if any

10.  Use compare files to compare and reconcile figures

SECTION 44AB - the audit

Audit of accounts under Section 44AB as per the Income Tax, 1961 is mandatory for certain persons: Section 44AB reads as follows:

EVERY PERSON, -(a) carrying on business if his total sales, turnover or gross receipts as the case may be, in business exceed or exceeds Forty Lakh rupees in any previous year; or 

(b) Carrying on profession shall, if his gross receipts in profession exceed ten Lakh rupees in any previous year get his accounts of such previous year audited by an accountant before the specified date and obtain before that date the report of such audit in the prescribed form duly signed and verified by such accountant and setting forth such particulars as may be prescribed.

REQUIREMENTS OF TAX AUDIT:

This audit also called, as TAX AUDIT requires submission of the following:

1. Audit Report in the prescribed form: (either in FORM 3CA, 3CB, 3CC as applicable)

2. Annexure containing statement of certain particulars in respect of certain specified matters (either in Form No. 3CD OR 3CE as applicable). The auditor is required to give his opinion whether the prescribed particulars furnished by the assessee are true and correct. 

Tax Audit envisages two situations.

1. Accounts are to be audited under any statute, example: Company Law.

2. Accounts are to be audited specifically as per Section 44AB.

THE AUDIT PROCEDURE:

The auditor is required to do the following:

1. Express an opinion as to whether the financial statements give a true and fair view -

(i) in the case of the Balance Sheet of the state of the affairs of the assessee as at . 
.........and 

(ii) in the case of the Profit & Loss account, of the profit or loss of the assessee for the accounting year ending on ...... 

2. Express his opinion whether the prescribed particulars annexed are true and correct.

Let us take up the case of a business where details are to be provided as per Form 3CD. We shall take up each of the particulars and see how Computer can be used for extracting the information. The Audit techniques used could be 

i. Sampling/Test Data

ii. Exception items extraction

iii .Analysis of data

iv. Review of Specific Head of accounts. 

COMPUTERISED ACCOUNTING:

It could be possible the Computerisation of Accounting System is done by 

a. Use of Off the Shelf Accounting Package (such as TALLY, EX, PROFIT, TOUCHKEY, etc.

b. Use of Package developed In-house.

In the first instance the packages have features for extraction of data in the reports module which can be used. You may kindly refer the manuals and also review the package by going through a demo of the package to understand its features and functionality. This is a one-time investment, which is worth it in the long run.

In the second instance the packages may have required features or the auditor may insist on development of additional modules for extraction of data as required by for tax audit.

Let us look at each item of FORM 3CD and see how computer can be used for audit in case of clients whose accounts/inventory are maintained on the computer.

FORM NO. 3CD

STATEMENT OF PARTICULARS IN THE CASE OF A PERSON CARRYING ON BUSINESS

1.
Books of account examined: 

In the case of Computerised Accounting all the books of accounts are extracted as required on a daily/weekly/monthly basis depending on the policy of the enterprise. However, almost all the packages can generate print out of both primary and secondary books of accounts and the subsidiary ledgers

Primary books: Cash Book, Bank Book, Day books, Sales Register, Purchase Register, etc.

Secondary Books: General Ledger & Subsidiary Ledgers

These books can be examined from the printouts available. It is necessary to initial and stamp the books verified and ensure that no further entries are made after the audit in the account books. Modifications/Deletions/Additions in Computers can be made easily without leaving an audit trail. Hence, the auditor has to exercise due care and caution. He should also verify the controls in-built in the package and review how these are being used by the auditee. For example: Some packages allow specific authority levels to be set for each function/type of activity such as data entry operator can only do data entry. The authorizations provided to modify/delete the transactions need to be carefully reviewed. Audit trail and exception report features could be helpful in keeping track of changes made. Whether these have been enabled and how they are used needs to be reviewed The feature of performing a year end process which closes the books of accounts of the year need also to be reviewed and performed. A review of the computer chart of accounts and their hierarchy will prove very useful for navigating through the package and picking up relevant accounts or transactions and doing required analysis.

Controls can also be set by using passwords for usage of the package and access levels for using various functions of the package. Example: You can set that Final Accounts can be viewed or Printing of Reports can be only by the Super user.

2. Method of accounting employed:  

(indicate whether there is any change from the method of accounting employed in the immediately preceding previous year)

This can be verified by reviewing the accounting policies and the journal entries passed pertaining to Depreciation, Stock Valuation, etc.

2. i. Method of valuation of opening and closing stock-in-trade 

If the inventory is computerised the method of valuation adopted in the package may be obtained and reviewed.

ii. State whether there is any change in the method of valuation of any of the aforesaid items as compared to the method employed in the immediately preceding previous year. If the computerised inventory was being maintained even in the immediately preceding previous year, the auditor has to verify if any modification has been done in the package pertaining to this aspect. 

iii. If the answer to (ii) above is in the affirmative, specify the amount by which the profit or loss for the year has been affected by such change.

In case there has been a change in the method of valuation, the Auditor may ask the auditee to prepare the valuation using the previous method and accordingly find out the impact on the profit or loss of such change. The modification in the method of valuation could be done either by changing some parameters in the package or by modification of the relevant software module as the case may be. In both cases, the auditor has to review and evaluate the controls exercised on such modifications.

NOTE: In the case of a dealer in goods, give quantitative details on the lines specified under the heading finished products in item 12 below

These details can be extracted from the package in the form of a report and verified with the physical stock.

3. Amount of expenditure incurred by the assessee by way of, or on,

i.
Capital expenditure debited to the profit and loss a/c

This can be verified by reviewing each of the revenue accounts and tracing from the ledger to the voucher. Sample testing can also be done by reviewing only specific revenue accounts which are material or by reviewing items above a given value in all revenue accounts.

 ii. Personal expenses debited to the profit and loss account

This can be best verified by reviewing the vouchers selected as per sample and by inquiry. The computer can be used only for reviewing each of the revenue accounts or selected transactions. 

iii.
Advertisement, publicity and sales promotion outside India in respect of the goods, services of facilities which the assessee deals in or provides in the course of his business but excluding expenditure covered by items (iv) and (v) below

Review the concerned expenditure accounts on the computer or by taking a printout

iv.
Articles presented or intended for presentation where expenditure on each such article is in excess of fifty rupees.

Review the concerned expenditure accounts on the computer or by taking a printout.

v.
Advertisement in any souvenir brochure, tract, pamphlet or the like published by a political party.

Review the concerned expenditure accounts on the computer or by taking a printout.

vi.
Traveling including foreign travel (indicate separately the expenditure in excess of the limits laid down in rule 6D of the Income-Tax Rules, 1962 and attach a statement showing how such expenditure has been arrived at, Also, attach a list of names of persons in case of foreign travel)

If the firm has a separate head of accounts for local traveling expenses and expenses on foreign travel, these accounts can be reviewed with the related vouchers and statements extracted. 

In case, all the traveling expenses are maintained in one account, the auditor can review the individual transactions or adopt the sampling technique and review transactions above a specified amount.

vii.
Maintenance of accommodation in the nature of guest house (indicate the depreciation in respect of the building used as a guest house and in respect of the assets in the guest house. Also indicate separately the amount received from persons using the guest house)

This information can be extracted from the relevant head of accounts and reviewed. 

viii. Entertainment (including the amount of entertainment allowance paid to any employee or other person)

ix.
Scientific research (indicate separately expenditure of capital nature)

Review the concerned expenditure accounts on the computer or by taking a printout for viii & ix above.

x.
Bonus or commission paid to employees (in respect of bonus paid to an employee employed in a factory or other establishment to which the provisions of the payment of Bonus Act, 1965 apply, indicate whether the bonus paid exceeds the amount of bonus payable under that Act)

The Audit methodology in the above case would depend upon whether the payroll of employees is computerised. If yes, then payments made towards the above accounts could be extracted from the payroll program and reconciled with the accounts module. If the accounts and payroll package are integrated, then the integrity of data between the two needs to be verified. 

In case payroll is not computerised, information has to be extracted from the computer from the relevant head of accounts and reviewed. Computer can be used for creating an exception report of employees who have been paid bonus above a particular amount based on their category.

xi.
Payments made to clubs    

Find out the head of accounts to which this payment has been debited and review the details.

xii. Fees or other remuneration paid in excess of Rs.10,000/- to any person (other than an employee of the assessee) for any assessment year for services specified in clauses (a) & (b) and advice in connection with any matter specified in clause (c) of sub-section (12) of Section 40A 

Ascertain the head of accounts to which such payments are debited and compile the statement after extracting all payments above the limits.

5.
Where the assessee is a firm, details of payments by way of interest, salary, bonus, commission or remuneration to the partners of the firm.

Extract the details from the relevant head of accounts.

6.
Details of expenditure referred to in Section 40A:

  a) particulars of all payments made to persons specified in section 40A(2)(b)

After obtaining the list of specified persons from the firm, the auditor can ascertain what types of business transactions are entered into with them as a buyer/seller/employee/service provider. Accordingly, the relevant heads of accounts such as purchases/sales/sundry debtors/sundry creditors/salary etc. can be reviewed for extracting data pertaining to the specified persons only. 

b) Particulars of payments (except in the cases and circumstances specified in clauses (a) to (i) of the rule 6DD of the Income Tax Rules 1962) in excess of Rs. 10,000/- made otherwise than by a crossed cheque or crossed bank draft section 40A(3)

This information can be extracted by asking for list of all cash payments above Rs.10,000/- made during the relevant period. The vouchers can be scrutinised for ascertaining the specific reasons for such payments in cash.

c)
Provision for payment of gratuity-section 40A(7)

Review the pertinent Transactions from the ledger.

d)
Sums paid by the assessee as an employer which are not allowable under section 40A(9) 

Ascertain the head of accounts to which all payments to or on behalf of employees are made and review these to verify whether any of these amounts are disallowable. If so, extract the list.

7.
Any tax, duty or other sum:-

i)
Debited to the profit and loss account but not paid during the previous year, or 

ii)
Paid during the previous year but allowed as a deduction in any earlier year-section 43B 

This data could be ascertained by reviewing the Outstanding Liabilities and the specific tax/duty account. The immediately following year's account can also be verified to ascertain the date of payment, if made and accordingly compile the list.

8.
Whether any amount borrowed is on hundi from or any amount due thereon (including interest on the amount (borrowed) is repaid to any person otherwise than through an account payee cheque? if so, give details.

Selective review of the specific head of account to which such borrowings/repayments are received/paid in cash needs to be conducted

9.(a) Particulars of proforma credits/drawbacks/refund of duties of customs or excise or both/refund of sales tax where such credits, drawbacks or refunds are admitted as due by the concerned authorities but are not credited to the profit & loss account.

This information can be culled out from the relevant files and reviewed on the computer or an on-line review can be done by comparing the respective files for the credits received in respect of the above accounts and the date of accounting in the relevant head of account.

(b)
Particulars of expenditure/income of any earlier year debited/credited to the profit and loss account of the relevant previous year.

This is relevant only in cases where the mercantile system of accounting is followed. This information may be readily available in the accounts under a specific head of account. If so, these can be reviewed. If it is not available, only a sample review needs to be done of revenue accounts to ascertain the same.

(c)
Particulars of any liability of a contingent nature debited to the profit and loss account.

This information may be readily available with the assessee. If so, they can be reviewed. If not, specific head of accounts such as outstanding liability, provision, etc. need to be chosen for review to ascertain above details

10. Particulars of each loan or deposit of Rs. 20,000 or more taken or accepted by the assessee in the following form:

i. Name and address of the lender/depositor

ii.
Whether amount borrowed on hundi? 

iii.
Whether loan/deposit account was squared up during the year?

iv.
Maximum amount outstanding at any time during the year

v.
Whether loan/deposit was taken or accepted in cash?

  vi. Has any loan or deposit of Rs. 20,000 or more been repaid in cash.

The above data can be audited 100% using a computer by extracting all transactions of loans/deposits that exceed Rs.19,999. Further, only cash transactions in loans/deposits can also be selectively extracted for review. The compilation of the statement could be done using the computer in case the Loans/Deposits are computerised as a separate package.

11.
Whether the assessee has deducted tax at source and paid the amount so deducted to the credit of the Central Government in accordance with the provisions of Chapter XVII-B ? if not, give details.

The T.D.S. account can be reviewed and a comparative statement extracted of the deductions and related remittance.

 12.
In case of manufacturing concerns:   

(i)
Full quantitative details of principal items of raw 

materials and finished products as indicated below:

  Raw Materials:

   a. Opening Stock      

   b. Purchases during the year      

   c. Consumption during the year 

   d. Sales during the year 

   e. Closing stock   

   f. Yield of finished products    

   g. Percentage of yield    


   h. Shortage       


  Finished Products  

   a. Opening Stock      



   b. Purchases during the year  


   c. Quantity manufactured during the year  

   d. Sales during the end of the year  



   e. Closing stock at the end of the year   

   f. Shortage and percentage thereof. 

In case Inventory is computerised all the above information could be extracted from the package. Test Data technique can be used to ascertain whether the results obtained from test data entered matches the pre-determined results after putting in some test transactions through all the business cycles. Aggregate tests can be performed for analysing the overall data.

NOTE 1.Information in regard to these sub-items may be given to the extent available.

 13.
In case of a company, give details of:-

i.
Any expenditure which has resulted directly or indirectly in the provision of any remuneration, benefit or amenity to 

(a)
a director; 

(b)
a person who has a substantial interest in the company and 

(c)
a relative of the director or of such person

ii.
Any expenditure or allowance in respect of assets of the company used wholly or partly for the purposes or benefit of any of the person referred to in (i) above (state whether any such person is an employee of the assessee or not)

After obtaining the list of specified persons from the company, the auditor can review the revenue accounts selectively based on materiality concept. 

