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& 1. MEANING OF FRAUD

The Standard on Auditing (SA) 240 “The Auditor’s Responsibilities Relating to Fraud
in an Audit of Financial Statements” defines the term ‘fraud’ as-

“an intentional act by one or more individuals among management, those charged
with governance, employees, or third parties, involving the use of deception to
obtain an unjust or illegal advantage”.

Although fraud is a broad legal concept, for the purposes of the SAs, the auditor
is concerned with fraud that causes a material misstatement in the financial
statements.

Two types of intentional misstatements are relevant to the auditor-
. misstatements resulting from fraudulent financial reporting and

. misstatements resulting from misappropriation of assets.
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FRAUD AND RESPONSIBILITIES OF THE AUDITOR _
IN THIS REGARD

Although the auditor may suspect or, in rare cases, identify the occurrence of fraud,
the auditor does not make legal determinations of whether fraud has actually
occurred.

& 2. CHARACTERISTICS OF FRAUD

2.1 Fraud is Intentional

Misstatements in the financial statements can arise from either fraud or error. The
distinguishing factor between fraud and error is whether the underlying action that
results in the misstatement of the financial statements is intentional or
unintentional.

2.2 Fraud is a broad legal concept

The auditor is concerned with fraud that causes a material misstatement in the

financial statements.

v
v v

Fraudulent Financial Misappropriation
Reporting of Assets

v v
Misappropriation
of Goods

Defalcation of Cash

Fraud, whether fraudulent financial reporting or misappropriation of assets,
involves incentive or pressure to commit fraud, a perceived opportunity to do
so and some rationalization of the act. For example:

. Incentive or pressure to commit fraudulent financial reporting may exist when
management is under pressure, from sources outside or inside the entity, to
achieve an expected (and perhaps unrealistic) earnings target or financial
outcome.

. A perceived opportunity to commit fraud may exist when an individual
believes internal control can be overridden, for example, because the
individual is in a position of trust or has knowledge of specific deficiencies in
internal control.
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. Individuals may be able to rationalize committing a fraudulent act. Some
individuals possess an attitude, character or set of ethical values that allow
them knowingly and intentionally to commit a dishonest act. However, even
otherwise honest individuals can commit fraud in an environment that
imposes sufficient pressure on them.

2.2.1 Fraudulent financial reporting involves intentional misstatements
including omissions of amounts or disclosures in financial statements to
deceive financial statement users.

Fraudulent financial reporting may be accomplished by the following:

Manipulation/ Falsification
- (including Forgery)/
‘ Alteration

4audulent Financ? Misrepresentation/

Reportingf Intentional Omission

T Intentional Misapplication
of Accounting Principles

Manipulation, falsification (including forgery), or alteration of accounting records
or supporting documentation from which the financial statements are prepared.

Manipulation of Accounts: Detection of manipulation of accounts with a view to
presenting a false state of affairsis atask requiring great tactand intelligence because
generally management personnel in higher management cadre are associated with
this type of fraud and this is perpetrated in methodical way. This type of fraud is
generally committed:

(a) to avoid incidence of income-tax or other taxes;
(b) for declaring a dividend when there are insufficient profits;

(c)  to withhold declaration of dividend even when there is adequate profit (this
is often done to manipulate the value of shares in stock market to make it
possible for selected persons to acquire shares at a lower cost); and

(d) for receiving higher remuneration where managerial remuneration is payable
by reference to profits.

There are numerous ways of committing this type of fraud. Some of the methods are
given below:

(i)  inflating or suppressing purchases and expenses;
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FRAUD AND RESPONSIBILITIES OF THE AUDITOR _

IN THIS REGARD
(i) inflating or suppressing sales and other items of income,
(iii) inflating or deflating the value of closing inventory;
(iv) failing to adjust outstanding liabilities or prepaid expenses; and

(v) charging items of capital expenditure to revenue or by capitalising revenue
expenses.

Misrepresentation in or intentional omission from, the financial statements of
events, transactions or other significant information.

Intentional misapplication of accounting principles relating to amounts,
classification, manner of presentation, or disclosure.

Fraudulent financial reporting often involves management override of
controls that otherwise may appear to be operating effectively. Fraud can be
committed by management overriding controls using such techniques as:

Techniques by which
Management Override
Controls

|
. . v . v .

Recording Inappropl:iately Omitting/  Concealing/ Engaging
Adjusting

Fictitious A ; Advancing/ Not in Altering
Journal s;:mpt.lons/ Delaying Disclosing Complex Records
Entries SPgHIS Recognition Facts Transactions
Judaments

. Recording fictitious journal entries, particularly close to the end of an
accounting period, to manipulate operating results or achieve other objectives.

. Inappropriately adjusting assumptions and changing judgments used to
estimate account balances.

. Omitting, advancing or delaying recognition in the financial statements of
events and transactions that have occurred during the reporting period.

. Concealing, or not disclosing, facts that could affect the amounts recorded in
the financial statements.

. Engaging in complex transactions that are structured to misrepresent the
financial position or financial performance of the entity.

. Altering records and terms related to significant and unusual transactions.
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Why do Management/ Employees commit fraud? What induces Management/
Employees to commit fraud? Following are certain instances which will help to
understand these questions:

oyees
ation

Dissatisﬁed 'Em?'l
or Lack of motiv
among employ

Management's
unrealistic goals

financial

i re
obligatio ns/Pressu i

rName game (eg-
sing

management u'
power of authority h:
asking employ_ees 1o do|
something illegal)

. Financial obligations/ Pressure.
. Management’s unrealistic goals.
. Dissatisfied Employees or Lack of motivation among employees.

. Name game (eg. management using power of authority by asking employees
to do something illegal).

. Opportunity to commit fraud.
2.2.2 Misappropriation of Assets:

It involves the theft of an entity’s assets and is often perpetrated by employees in
relatively small and immaterial amounts.
However, it can also involve management who
are usually more able to disguiseor conceal
misappropriations in ways that are difficult to
detect. Misappropriation of assets can be
accomplished in a variety of ways including:

. Embezzling  receipts (for  example,
misappropriating collections on accounts
receivable or diverting receipts in respect of written-off accounts to personal
bank accounts).

Fig.: Theft of Assets

. Stealing physical assets or intellectual property (for example, stealing
inventory for personal use or for sale, stealing scrap for resale, colluding with
a competitor by disclosing technological data in return for payment).
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FRAUD AND RESPONSIBILITIES OF THE AUDITOR _
IN THIS REGARD

. Causing an entity to pay for goods and services not received (for example,
payments to fictitious vendors, kickbacks paid by vendors to the entity’'s
purchasing agents in return for inflating prices, payments to fictitious
employees).

. Using an entity’s assets for personal use (for example, using the entity’s assets
as collateral for a personal loan or a loan to a related party).

Example

Vineet is a manager in Zed Ex Ltd. He is having authority to sign cheques up to ¥
10,000. While performing the audit, Rajan, the auditor, noticed that there were many
cheques of ¥ 9,999 which had been signed by Vineet. Further Vineet had split large
payments (amounting to more than ¥ 10,000 each, into two or more cheques less
than ¥ 10,000 each so that he may authorize the payments). This raised suspicion
in the auditor.

The auditor found that the cheques of ¥ 9,999 were deposited in Vineet's personal
account i.e. Vineet had misappropriated the amount.

Splitting the cheques into lower amounts involves manipulation of accounts. The
fraud was committed by an employee.

Misappropriation of assets is often accompanied
by false or misleading records or documents in
order to conceal the fact that the assets are missing
or have been pledged without proper
authorization.’

2.2.2.1 Misappropriation of Goods

Fraud in the form of misappropriation of goods is
still more difficult to detect; for this management
has to rely on various measures. Apart from the
various requirements of record keeping about the
physical quantities and their periodic checks, there Fig.: Theft of Goods*
must be rules and procedures for allowing persons
inside the area where goods are kept. In addition there should be external security
arrangements to see that no goods are taken out without proper authority. Goods
can be anything in the premises; it may be machinery. It may even be the daily
necessities of the office like stationery. The goods may be removed by subordinate
employees or even by persons quite higher up in the management. Auditors can

* Source of image: www.clipartster.com
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detect this by undertaking a thorough and strenuous checking of records followed
by physical verification process. Also, by resorting to intelligent ratio analysis,
auditors may be able to form an idea whether such fraud exists.

Therefore, it is clear from the above that the ‘fraud’ deals with intentional
misrepresentation but, ‘error’, on the other hand, refers to unintentional mistakes
in financial information.

Intentional errors are most difficult to detect and auditors generally devote greater
attention to this type because out of long and sometimes unfortunate experience,
auditors have developed a point of view that if they direct their procedures of
discovering the more difficult intentional errors, they are reasonably certain to
locate the more simple and far more common unintentional errors on the way.

2.2.2.2 Defalcation of Cash

Defalcation of cash has been found to perpetrate generally in the following ways:

tion of Cash

Inflating Cash
Payments

v

Suppressing
Cash Receipts

Casting Wrong
Totals in the
Cash Book

(a) By inflating cash payments:

Examples of inflation of payments:

(M
(2)

3)

4

Making payments against fictitious vouchers.

Making payments against vouchers, the amounts whereof have been
inflated.

Manipulating totals of wage rolls either by including therein names of
dummy workers or by inflating them in any other manner.

Casting a larger totals for petty cash expenditure and adjusting the excess
in the totals of the detailed columns so that cross totals show agreement.

(b) By suppressing cashreceipts:

Few techniques of how receipts are suppressed are:

M

Teeming and Lading: Amount received from a customer being
misappropriated; also to prevent its detection the money received from
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FRAUD AND RESPONSIBILITIES OF THE AUDITOR

(2)

3)

4
(5)

(6)

IN THIS REGARD m

another customer subsequently being credited to the account of the
customer who has paid earlier. Similarly, moneys received from the
customer who has paid thereafter being credited to the account of the
second customer and such a practice is continued so that no one
account is outstanding for payment for any length of time, which may
lead the management to either send out a statement of account to him
or communicate with him.

Adjusting unauthorised or fictitious rebates, allowances, discounts, etc.
to customer’ accounts and misappropriating amount paid by them.

Writing off as debts in respect of such balances against which cash has
already been received but has been misappropriated.

Not accounting for cash sales fully.

Not accounting for miscellaneous receipts, e.g., sale of scrap, quarters
allotted to the employees, etc.

Writing down asset values in entirety, selling them subsequently and
misappropriating the proceeds.

(c) By casting wrong totals in the cash book.

@ 3.

As per

DETECTION OF FRAUD AND ERROR - DUTY
OF ANAUDITOR
SA 240 “The Auditor’s

Responsibilities Relating to Fraud in an
Audit of Financial Statements”, the
primary responsibility  for  the
prevention and detection of fraud rests
with both those charged with
governance of the entity and
management. It is important that
management, with the oversight of
those charged with governance, place a

Fig.: Meticulous Analysis by Auditor for
detection of Fraud/Error***

strong emphasis on fraud prevention,which may reduce opportunities for fraud to
take place, and fraud deterrence, which could persuade individuals not to commit
fraud because of the likelihood of detection and punishment. This involves a
commitment to creating a culture of honesty and ethical behavior which can be
reinforced by an active oversight by those chargedwith governance.
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Broadly, the general principles laid down in the SA may be noted as under:

1.

An auditor conducting an audit in accordance with SAs is responsible for
obtaining reasonable assurance that the financial statements taken as a whole
are free from material misstatement, whether caused by fraud or error. As
described in SA 200, "Overall Objectives of the Independent Auditor and
the Conduct of an Audit in Accordance with Standards on Auditing,” owing
to the inherent limitations of an audit, there is an unavoidable risk that some
material misstatements of the financial statements will not be detected, even
though the audit is properly planned and performed in accordance with the
SAs.

The risk of not detecting a material misstatement resulting from fraud is
higher than the risk of not detecting one resulting from error. This is because
fraud may involve sophisticated and carefully organized schemes designed
to conceal it, such as forgery, deliberate failure to record transactions, or
intentional misrepresentations being made to the auditor. Such attempts at
concealment may be even more difficult to detect when accompanied by
collusion. Collusion may cause the auditor to believe that audit evidence is
persuasive when it is, in fact, false. The auditor’'s ability to detect a fraud
depends on factors such as the skillfulness of the perpetrator, the frequency
and extent of manipulation, the degree of collusion involved, the relative size
of individual amounts manipulated, and the seniority of those individuals
involved. While the auditor may be able to identify potential opportunities
for fraud to be perpetrated, it is difficult for the auditor to determine whether
misstatements in judgment areas such as accounting estimates are caused by
fraud or error.

Furthermore, the risk of the auditor not detecting a material misstatement
resulting from management fraud is greater than for employee fraud, because
management is frequently in a position to directly or indirectly manipulate
accounting records, present fraudulent financial information or override
control procedures designed to prevent similar frauds by other employees.

When obtaining reasonable assurance, the auditor is responsible for
maintaining an attitude of professional skepticism throughout the audit,
considering the potential for management override of controls and recognizing
the fact that audit procedures that are effective for detecting error may not be
effective in detecting fraud. The requirements in this SA are designed to assist
the auditor in identifying and assessing the risks of material misstatement due
to fraud and in designing procedures to detect such misstatement.
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Case Study 1

While auditing XYZ Ltd., the auditor was told by Mr. Mahesh, the CEO of the
company, that he would be responsible for the fraud & errors, if any, occurring
in the books of accounts of the company.

Auditor’s Responsibilities for Detection of Fraud and Error: As per SA 240 "The
Auditor's Responsibilities relating to fraud in an audit of Financial Statements”, an
auditor conducting an audit in accordance with SAs is responsible for obtaining
reasonable assurance that the financial statements taken as a whole are free from
material misstatement, whether caused by fraud or error.

Owing to the inherent limitations of an audit, there is an unavoidable risk that some
material misstatements of the financial statements will not be detected, even though
the audit is properly planned and performed in accordance with the SAs.

When obtaining reasonable assurance, the auditor is responsible for maintaining an
attitude of professional skepticism throughout the audit, considering the potential
for management override of controls and recognizing the fact that audit procedures
that are effective for detecting error may not be effective in detecting fraud.

An auditor conducting an audit in accordance with SAs is responsible for obtaining
reasonable assurance that the financial statements taken as a whole are free from
material misstatement, whether caused by fraud or error.

The auditor also has the responsibility to communicate the misstatement to the
appropriate level of management on a timely basis and consider the need to report
to itthen changed with governance. He may also obtain legal advice before reporting
on the financial information or before withdrawing from the engagement. The
auditor should satisfy himself that the effect of fraud is properly reflected in the
financial information or the error is corrected in case the modified procedures
performed by the auditor confirm the existence of the fraud.

The auditor should also consider the implications of the frauds and errors, and frame
his report appropriately. In case of a fraud, the same should be disclosed in the
financial statement. If adequate disclosure is not made, there should be a suitable
disclosure in his audit report.

Case Study 2

After the completion of statutory audit of ABC Ltd., a fraud was detected at
the office of the auditee. The management of the company alleged that there
is a failure on the part of the auditor to detect fraud and that auditor would be
responsible for not detecting fraud in the company.
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Detection of Fraud after Completion of Statutory Audit: As per SA 240, the
primary responsibility for the prevention and detection of fraud rests with both
those charged with governance of the entity and management. It is important that
management, with the oversight of those charged with governance, place a strong
emphasis on fraud prevention, which may reduce opportunities for fraud to take
place, and fraud deterrence, which could persuade individuals not to commit fraud
because of the likelihood of detection and punishment. Such a system reduces but
does not eliminate the possibility of fraud and error.

An auditor conducting an audit in accordance with SAs is responsible for obtaining
reasonable assurance that the financial statements taken as a whole are free from
material misstatement, whether caused by fraud or error. Owing to the inherent
limitations of an audit, there is an unavoidable risk that some material misstatements
of the financial statements will not be detected, even though the audit is properly
planned and performed in accordance with the SAs.

The risk of not detecting a material misstatement resulting from fraud is higher
than the risk of not detecting one resulting from error. This is because fraud may
involve sophisticated and carefully organized schemes designed to conceal it, such
as forgery, deliberate failure to record transactions, or intentional
misrepresentations being made to the auditor. Such attempts at concealment may
be even more difficult to detect when accompanied by collusion.

The subsequent discovery of material misstatement of the financial information
resulting from fraud or error existing during the period covered by the auditor’s
report does not, in itself, indicate that whether the auditor has adhered to the basic
principles governing an audit. The question of whether the auditor has adhered to
the basic principles governing an audit (such as performance of the audit work with
requisite skills and competence, documentation of important matters, details of the
audit plan and reliance placed on internal controls, nature and extent of compliance
and substantive tests carried out, etc.) is determined by the adequacy of the
procedures undertaken in the circumstances and the suitability of the auditor’s
report based on the results of these procedures.

The liability of the auditor for failure to detect fraud exists only when such failure is clearly
due to not exercising reasonable care and skill. Thus, in the instant case after the
completion of the statutory audit, if a fraud has been detected, the same by itself cannot
mean that the auditor did not perform his duty properly. If the auditor can prove with
the help of his papers (documentation) that he has followed adequate procedures
necessary for the proper conduct of an audit, he cannot be held responsible for the
same. If however, the same cannot be proved, he would be held responsible.
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FRAUD AND RESPONSIBILITIES OF THE AUDITOR m
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6 4. FRAUD RISK FACTORS AND POSSIBILITY OF
FRAUD

SA 240, further, explains by way of examples certain risk factors and circumstances
relating to possibility of fraud as may be considered by the auditor which are dealt
in the following paragraphs.

4.1 Fraud Risk Factors

Fraud Risk Factors may be defined as events or conditions that indicate an incentive
or pressure to commit fraud or provide an opportunity to commit fraud.

Examples of Fraud Risk Factors: The fraud risk factors identified here are examples
of such factors that may be faced by auditors in a broad range of situations.
Separately presented are examples relating to the two types of fraud relevant to
the auditor’s consideration, i.e.,

(A) fraudulent financial reporting, and
(B) misappropriation of assets.

For each of these types of fraud, the risk factors are further classified based on the
three conditions generally present when material misstatements due to fraud occur:

(@) incentives/pressures,
(b) opportunities, and

(c) attitudes/rationalizations.

(A) Fraudulent (B) Misappropriation
Financial Reporting of Assets
Incentives/ Attitudes/ Incentives/ Attitudes/

Opportunities Opportunities

Pressures Rationalizations Pressures Rationalizations

Although the risk factors cover a broad range of situations, they are only examples
and, accordingly, the auditor may identify additional or different risk factors. Not all
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of these examples are relevant in all circumstances, and some may be of greater or
lesser significance in entities of different size or with different ownership
characteristics or circumstances. Also, the order of the examples of risk factors
provided is not intended to reflect their relative importance or frequency of
occurrence.

(A) Risk Factors Relating to Misstatements Arising from Fraudulent
Financial Reporting: The following are examples of risk factors relating to
misstatements arising from fraudulent financial reporting -

Incentives/Pressures: Financial stability or profitability is threatened by economic,
industry, or entity operating conditions, such as (or as indicated by):

1. High degree of competition or market saturation, accompanied by declining
margins.

2. High vulnerability to rapid changes, such as changes in technology, product
obsolescence, or interest rates.

3. Significant declines in customer demand and increasing business failures in
either the industry or overall economy.

4.  Operating losses making the threat of bankruptcy, foreclosure, or hostile
takeover imminent.

5. Recurring negative cash flows from operations or an inability to generate cash
flows from operations while reporting earnings and earnings growth.

6.  New accounting, statutory, or regulatory requirements.

Opportunities: The nature of the industry or the entity's operations provides
opportunities to engage in fraudulent financial reporting that can arise from the
following:

1. Significant related-party transactions not in the ordinary course of business
or with related entities not audited or audited by another firm.

2. A strong financial presence or ability to dominate a certain industry sector
that allows the entity to dictate terms or conditions to suppliers or customers
that may result in inappropriate or non-arm’s-length transactions.

3. Assets, liabilities, revenues, or expenses based on significant estimates that
involve subjective judgments or uncertainties that are difficult to corroborate.

4.  Significant, unusual, or highly complex transactions, especially those close to
period end that pose difficult “substance over form” questions.
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5.  Significant bank accounts or subsidiary or branch operations in tax-haven
jurisdictions for which there appears to be no clear business justification.

Attitudes/Rationalizations: Communication, implementation, support, or
enforcement of the entity’s values or ethical standards by management, or the
communication of inappropriate values or ethical standards, that are not effective.

1. Known history of violations of securities laws or other laws and regulations.

2. Excessive interest by management in maintaining or increasing the entity's
inventory price or earningstrend.

3. Management failing to remedy known significant deficiencies in internal
control on a timely basis.

4.  An interest by management in employing inappropriate means to minimize
reported earnings for tax-motivated reasons.

5. The owner-manager makes no distinction between personal and business
transactions.

6.  Therelationship between management and the current or predecessor auditor
is strained, as exhibited by the following:

o Frequent disputes with the current or predecessor auditor on
accounting, auditing, or reporting matters.

. Unreasonable demands on the auditor, such as unrealistic time
constraints regarding the completion of the audit or the issuance of the
auditor’s report.

o Restrictions on the auditor that inappropriately limit access to people
or information or the ability to communicate effectively with those
charged with governance.

o Domineering management behavior in dealing with the auditor,
especially involving attempts to influence the scope of the auditor’s
work or the selection or continuance of personnel assigned to or
consulted on the audit engagement.

(B) Risk Factors Arising from Misstatements Arising from Misappropriation
of Assets: Risk factors that relate to misstatements arising from misappropriation
of assets are also classified according to the three conditions generally present
when fraud exists: incentives/ pressures, opportunities, and attitudes/
rationalization. Some of the risk factors related to misstatements arising from
fraudulent financial reporting also may be present when misstatements arising from
misappropriation of assets occur.
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The following are examples of risk factors related to misstatements arising
from misappropriation of assets-

Incentives/Pressures: Personal financial obligations may create pressure on
management or employees with access to cash or other assets susceptible to theft
to misappropriate those assets.

Adverse relationships between the entity and employees with access to cash or
other assets susceptible to theft may motivate those employees to misappropriate
those assets. For example, adverse relationships may be created by the following:

1. Known or anticipated future employeelayoffs.
2. Recent or anticipated changes to employee compensation or benefit plans.
3.  Promotions, compensation, or other rewards inconsistent with expectations.

Opportunities: Certain characteristics or circumstances may increase the
susceptibility of assets to misappropriation. For example, opportunities to
misappropriate assets increase when there are the following:

1. Large amounts of cash on hand or processed.

2. Inventory items that are small in size, of high value, or in high demand.

3. Easily convertible assets, such as bearer bonds, diamonds, or computer chips.
4. Fixed assets which are small in size, marketable, or lacking observable

identification of ownership.

Inadequate internal control over assets may increase the susceptibility of
misappropriation of those assets. For example, misappropriation of assets may
occur because there is the following:

. Inadequate segregation of duties or independent checks.

. Inadequate oversight of senior management expenditures, such as travel and
other reimbursements.

. Inadequate record keeping with respect to assets.

. Inadequate system of authorization and approval of transactions (for example,
in purchasing).

* Inadequate physical safeguards over cash, investments, inventory, or fixed
assets.

. Lack of complete and timely reconciliations of assets.
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Lack of timely and appropriate documentation of transactions, for example,
credits for merchandisereturns.

Lack of mandatory vacations for employees performing key control functions.

Inadequate management understanding of information technology, which
enables information technology employees to perpetrate a misappropriation.

Inadequate access controls over automated records, including controls over
and review of computer systems event logs.

Attitudes/Rationalizations: Disregard for the need for monitoring or reducing
risks related to misappropriations of assets.

¢

¢

Disregard for internal control over misappropriation of assets by overriding
existing controls or by failing to take appropriate remedial action on known
deficiencies in internal control.

Behavior indicating displeasure or dissatisfaction with the entity or its
treatment of the employee.

Changes in behavior or life style that may indicate assets have been
misappropriated

Tolerance of petty theft.

4.2 Circumstances Relating to Possibility of Fraud

Examples of circumstances that indicate the possibility of fraud: The following
are examples of circumstances that may indicate the possibility that the financial
statements may contain a material misstatement resulting from fraud-

h 4 Y b 4

(A) Discrepancies

(C) Problematic

i (B) Conflicting or Unusual
. or Relationships (D) Other
Accounting Missing Evidence between Auditor
Records

and Management
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(A) Discrepancies in the accounting records, including:

Transactions that are not recorded in a complete or timely manner or
are improperly recorded as to amount, accounting period, classification,
or entity policy.

Unsupported or unauthorized balances or transactions.
Last-minute adjustments that significantly affect financial results.

Evidence of employees’ access to systems and records inconsistent with
that necessary to perform their authorized duties.

Tips or complaints to the auditor about alleged fraud.

(B) Conflicting or missing evidence, including:

Example

Missing documents.
Documents that appear to have been altered.
Significant unexplained items on reconciliations.

Unusual discrepancies between the entity's records and confirmation
replies.

Large numbers of credit entries and other adjustments made to
accounts receivable records.

Missing or non-existent cancelled cheques in circumstances where
cancelled cheques are ordinarily returned to the entity with the bank
statement.

Missing inventory or physical assets of significant magnitude.

Unavailable or missing electronic evidence, inconsistent with the
entity’s record retention practices or policies.

Raj is the auditor of XYZ Ltd. Raj is analysing the financial statements of the company
by studying significant ratios. Some of the ratios that he studied was the gross profit
ratio and net profit ratio. The gross profit ratio for the current year 2016-17 is 19%
and for the previous year 2015-16 was 25%. Similarly, net profit ratio for the current
year 2016-17 is 7%, whereas in previous year 2015-16 it was 11%.

There is a large variation in the gross profit ratio and net profit ratio over the two
years. Hence, auditor has reason to believe that there may be something unusual. He
will consider the results of such analytical procedures while drawing up his audit plan
and allot more time to studying purchases.
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Example

Analytical procedures exhibiting unusual ratios and trend e.g. unusually large trans-
actions reported in the last month of the reporting period.

(C) Problematic or unusual relationships between the auditor and
management, including:

o Denial of access to records, facilities, certain employees, customers,
vendors, or others from whom audit evidence might be sought.

o Undue time pressures imposed by management to resolve complex or
contentious issues.

o Unusual delays by the entity in providing requested information.

. Unwillingness to facilitate auditor access to key electronic files for testing
through the use of computer-assisted audit techniques.

. Denial of access to key IT operations staff and facilities, including
security, operations, and systems development personnel.

. An unwillingness to add or revise disclosures in the financial statements
to make them more complete and understandable.

. An unwillingness to address identified deficiencies in internal control on
a timely basis.
(D) Other
. Unwillingness by management to permit the auditor to meet privately

with those charged with governance.
o Accounting policies that appear to be at variance with industry norms.

o Frequent changes in accounting estimates that do not appear to result
from changed circumstances.

. Tolerance of violations of the entity’s Code of Conduct.

(&' 5. FRAUD REPORTING

Reporting to the Central Government: As per sub-section (12) of section 143 of
the Companies Act, 2013, if an auditor of a company in the course of the
performance of his duties as auditor, has reason to believe that an offence of fraud
involving such amount or amounts as may be prescribed, is being or has been

© The Institute of Chartered Accountants of India



committed in the company by its officers or employees, the auditor shall report the
matter to the Central Government within such time and in such manner as may be
prescribed.

In this regard, Rule 13 of the Companies (Audit and Auditors) Rules, 2014 has been
prescribed. Sub-rule (1) of the said rule states that if an auditor of a company, in
the course of the performance of his duties as statutory auditor, has reason to believe
that an offence of fraud, which involves or is expected to involve individually an
amount of ¥ 1 crore or above, is being or has been committed against the company
by its officers or employees, the auditor shall report the matter to the Central
Government.

The manner of reporting the matter to the Central Government is as follows:

(@) the auditor shall report the matter to the Board or the Audit Committee, as
the case may be, immediately but not later than 2 days of his knowledge of the
fraud, seeking their reply or observations within 45 days;

(b) on receipt of such reply or observations, the auditor shall forward his report
and the reply or observations of the Board or the Audit Committee along with
his comments (on such reply or observations of the Board or the Audit
Committee) to the Central Government within 15 days from the date of
receipt of such reply or observations;

(c) in case the auditor fails to get any reply or observations from the Board or
the Audit Committee within the stipulated period of 45 days, he shall forward
his report to the Central Government along with a note containing the details
of his report that was earlier forwarded to the Board or the Audit Committee
forwhich he has not received any reply or observations;

(d) the report shall be sent to the Secretary, Ministry of Corporate Affairs in a
sealed cover by Registered Post with Acknowledgement Due or by Speed Post
followed by an e-mail in confirmation of the same;

(e) the report shall be on the letter-head of the auditor containing postal
address, e-mail address and contact telephone number or mobile number
and be signed by the auditor with his seal and shall indicate his Membership
Number; and

(f)  the report shall be in the form of a statement as specified in Form ADT-4.

. Reporting to the Audit Committee or Board: Sub-section (12) of section
143 of the Companies Act, 2013 further prescribes that in case of a fraud involving
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lesser than the specified amount [i.e. less than ¥ 1 crore], the auditor shall report the
matter to the audit committee constituted under section 177 or to the Board in
other cases within such time and in such manner as may be prescribed.

In this regard, sub-rule (3) of Rule 13 of the Companies (Audit and Auditors) Rules,
2014 states that in case of a fraud involving lesser than the amount specified in
sub- rule (1) [i.e. less than ¥ 1 crore], the auditor shall report the matter to Audit
Committee constituted under section 177 or to the Board immediately but not later
than 2 days of his knowledge of the fraud and he shall report the matter specifying
the following:

(@) Nature of Fraud with description;
(b) Approximate amount involved; and
(c) Parties involved.

1] Disclosure in the Board’s Report: Sub-section (12) of section 143 of the
Companies Act, 2013 furthermore prescribes that the companies, whose auditors
have reported frauds under this sub-section (12) to the audit committee or the
Board, but not reported to the Central Government, shall disclose the details about
such frauds in the Board's report in such manner as may be prescribed.

In this regard, sub-rule (4) of Rule 13 of the Companies (Audit and Auditors) Rules,
2014 states that the auditor is also required to disclose in the Board's Report the
following details of each of the fraud reported to the Audit Committee or the Board
under sub- rule (3) during the year:

(@) Nature of Fraud with description;
(b)  Approximate Amount involved;
(c) Parties involved, if remedial action not taken; and

(d) Remedial actions taken.
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Fraud Reporting

[Section 143(12) & Rule 13]
|
| |

Fraud involving amount Fraud involving amount
of less than ¥ 1 crore of ¥ 1 crore or above
| |

l l Report to Central Government
Report to Board/ Disclose Board's in following manner:

Audit Committee Report i
| - [ . Within 2 days
Disclose in of knowledge,

Within 2 days
of knowledge,

Report the
following matters:
(a) Nature of Fraud

with description;
(b) Approximate
amount involved;
and
(c) Parties involved.

Board's Report
Disclosure of
following details:
(a) Nature of Fraud
with description;
(b) Approximate
amount involved;
(c) Parties involved,
if remedial action
not taken; and
(d) Remedial
actions taken.

Report to Board/
Audit Committee

Seeking reply
within 45 day.

I

|

Reply/observations
received within
ipul

Forward Report+
Reply/observations
+Comments to CG
within 15 days of
receipt of such
reply/observations

Reply/observations
not received within

stipulated time

Forward Report+
Note containing
details of report
for which failed tg
receive any reply/|
observations

to CG

Sub-section (13) of section 143 of the Companies Act, 2013 safeguards the act of
fraud reporting by the auditor if it is done in good faith. It states that no duty to
which an auditor of a company may be subject to shall be regarded as having been
contravened by reason of his reporting the matter above if it is done in good faith.

It is very important to note that these provisions shall also apply, mutatis
mutandis, to a cost auditor and a secretarial auditor during the performance of his
duties under section 148 and section 204 respectively. If any auditor, cost
accountant or company secretary in practice do not comply with the provisions of
sub-section (12) of section 143, he shall be punishable with fine which shall not be
less than one lakh rupees but which may extend to twenty-five lakh rupees.

Reporting on Frauds already detected and reported: The auditor should apply
professional skepticism to evaluate/verify that the fraud was indeed
identified/detected in all aspects by the management or through the company’s
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vigil/whistle blower mechanism so that distinction can be clearly made with respect
to frauds identified/detected due to matters raised by the auditor vis-a-vis those
identified/detected by the company through its internal control mechanism.

Since reporting on fraud under section 143(12) is required even by the cost auditor
and the secretarial auditor of the company, it is possible that a suspected offence
involving fraud may have been reported by them even before the auditor became
aware of the fraud. Here too, if a suspected offence of fraud has already been
reported under section 143(12) by such other person, and the auditor becomes
aware of such suspected offence involving fraud, he need not report the same since
he has not per se identified the suspected offence of fraud.

However, in case of a fraud which involves or is expected to involve individually, an
amount of ¥ 1 crore or more, the auditor should review the steps taken by the
management/those charged with governance with respect to the reported instance
of suspected offence of fraud stated above, and if he is not satisfied with such steps,
he should state the reasons for his dissatisfaction in writing and request the
management/ those charged with governance to perform additional procedures to
enable the auditor to satisfy himself that the matter has been appropriately
addressed. If the management/those charged with governance fail to undertake
appropriate additional procedures within 45 days of his request, the auditor would
need to evaluate if he should report the matter to the Central Government in
accordance with Rule 13 of the Companies (Audit and Auditors) Rules, 2014.

Reporting under Companies (Auditor’s Report) Order, 2016 [CARO, 2016]: The
auditor is also required to report under clause (x) of paragraph 3 of Companies
(Auditor’s Report) Order, 2016, whether any fraud by the company or any fraud on
the Company by its officers or employees has been noticed or reported during the
year. If yes, the nature and the amount involved is to be indicated.

The scope of auditor’s inquiry under this clause is restricted to frauds ‘noticed or
reported’ during the year. It may be noted that this clause of the Order, by requiring
the auditor to report whether any fraud by the company or on the company by its
Officer or employees has been noticed or reported, does not relieve the auditor
from his responsibility to consider fraud and error in an audit of financial
statements. In other words, irrespective of the auditor's comments under this
clause, the auditor is also required to comply with the requirements of SA 240, “The
Auditor’s Responsibility Relating to Fraud in an Audit of Financial Statements”.
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Audit Procedures and Reporting under CARO:

(M

(2)

3)

4.

While planning the audit, the auditor should discuss with other members of
the audit team, the susceptibility of the company to material misstatements
in the financial statements resulting from fraud. While planning, the auditor
should also make inquiries of management to determine whether
management is aware of any known fraud or suspected fraud that the
company is investigating.

The auditor should examine the reports of the internal auditor with a view to
ascertain whether any fraud has been reported or noticed by the
management. The auditor should examine the minutes of the audit
committee, if available, to ascertain whether any instance of fraud pertaining
to the company has been reported and actions taken thereon.

The auditor should enquire from the management about any frauds on the
company that it has noticed or that have been reported to it. The auditor
should also discuss the matter with other employees including officers of the
company. The auditor should also examine the minute book of the board
meeting of the company in this regard.

The auditor should obtain written representations from management that:

(i)  itacknowledges its responsibility for the implementation and operation
of accounting and internal control systems that are designed to prevent
and detect fraud and error;

(ii) it believes the effects of those uncorrected misstatements in financial
statements, aggregated by the auditor during the audit are immaterial,
both individually and in the aggregate, to the financial statements taken
as a whole. A summary of such items should be included in or attached
to the written representation;

(iii) it has
(@) disclosed to the auditor all significant facts relating to any frauds

or suspected frauds known to management that may have
affected the entity; and

(b) it has disclosed to the auditor the results of its assessment of the
risk that the financial statements may be materially misstated as
a result of fraud.

Because management is responsible for adjusting the financial statements to
correct material misstatements, it is important that the auditor obtains written
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representation from management that any uncorrected misstatements
resulting from fraud are, in management’'s opinion, immaterial, both
individually and in the aggregate. Such representations are not a substitute
for obtaining sufficient appropriate audit evidence. In some circumstances,
management may not believe that certain of the uncorrected financial
statement misstatements aggregated by the auditor during the audit are
misstatements. For that reason, management may want to add to their written
representation words such as, "We do not agree that items constitute
misstatements because [description of reasons].”

The auditor should consider if any fraud has been reported by them during
the year under section 143(12) of the Act and if so whether that same would
be reported under this Clause. It may be mentioned here that section 143(12)
of the Act requires the auditor has reasons to believe that a fraud is being
committed or has been committed by an employee or officer. In such a case
the auditor needs to report to the Central Government or the Audit
Committee. However, this Clause will include only the reported frauds and
not suspected fraud.

5. Where the auditor notices that any fraud by the company or on the company
by its officers or employees has been noticed by or reported during the year,
the auditor should, apart from reporting the existence of fraud, also required
to report, the nature of fraud and amount involved. For reporting under this
clause, the auditor may consider the following:

(i) This clause requires all frauds noticed or reported during the year shall
be reported indicating the nature and amount involved. As specified the
fraud by the company or on the company by its officers or employees
are only covered.

(i)  Of the frauds covered under section 143(12) of the Act, only noticed
frauds shall be included here and not the suspected frauds.

(iii)  While reporting under this clause with regard to the nature and the
amount involved of the frauds noticed or reported, the auditor may also
consider the principles of materiality outlined in Standards on Auditing.

66 AUDITOR UNABLE TO CONTINUE THE
ENGAGEMENT

If, as a result of a misstatement resulting from fraud or suspected fraud, the auditor
encounters exceptional circumstances that bring into question the auditor’s ability
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to continue performing the audit, the auditor shall:

(@) Determine the professional and legal responsibilities applicable in the
circumstances, including whether there is a requirement for the auditor to
report to the person or persons who made the audit appointment or, in some
cases, to regulatory authorities;

(b) Consider whether it is appropriate to withdraw from the engagement, where
withdrawal is possible under applicable law or regulation; and

(c) If the auditor withdraws:

(i)  Discuss with the appropriate level of management and those charged
with governance the auditor’s withdrawal from the engagement and the
reasons for the withdrawal; and

(i)  Determine whether there is a professional or legal requirement to
report to the person or persons who made the audit appointment or, in
some cases, to regulatory authorities, the auditor’s withdrawal from the
engagement and the reasons for the withdrawal.

SUMMARY

SA 240 "“The Auditor’'s Responsibilities Relating to Fraud in an Audit of Financial
Statements” defines the term ‘fraud’ as “an intentional act by one or more
individuals among management, those charged with governance, employees, or
third parties, involving the use of deception to obtain an unjust or illegal
advantage”.

Two types of intentional misstatements are relevant to the auditor-misstatements
resulting from fraudulent financial reporting and misstatements resulting from
misappropriation of assets. Misstatements in the financial statements can arise
from either fraud or error. The distinguishing factor between fraud and error is
whether the underlying action that results in the misstatement of the financial
statements is intentional or unintentional.

Fraud, whether fraudulent financial reporting or misappropriation of assets,
involves incentive or pressure to commit fraud, a perceived opportunity to do so
and some rationalization of the act. Fraudulent financial reporting involves
intentional misstatements including omissions of amounts or disclosures in
financial statements to deceive financial statement users. Misappropriation of
Assets involves the theft of an entity’s assets and is often perpetrated by employees
in relatively small and immaterial amounts.
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As per SA 240 the primary responsibility for the prevention and detection of fraud
rests with management. An auditor conducting an audit in accordance with SAs is
responsible for obtaining reasonable assurance that the financial statements are
free from material misstatement, whether caused by fraud or error.

Fraud Risk Factors may be defined as events or conditions that indicate an incentive
or pressure to commit fraud or provide an opportunity to commit fraud.

Fraud Reporting[Section 143(12) of Companies Act, 2013 & Rule 13 of CAAR, 2014]

A. Reporting of Fraud involving amount of less than 1 crore rupees : Auditor to
Report Board/Audit Committee within 2 days of knowledge of fraud.

The auditor should Report the following matters:(a) Nature of Fraud with
description;(b) Approximate amount involved; and (c) Parties involved.

Company is bound to disclose certain specified details in Board’'s Report as (a)
Nature of Fraud with description; (b) Approximate amount involved; (c) Parties
involved, if remedial action not taken; and (d) Remedial actions taken.

B. Reporting of Fraud involving amount of rupees 1 crore or above: The auditor
shall report the matter to the Board or the Audit Committee, as the case may be,
immediately but not later than 2 days of his knowledge of the fraud, seeking their
reply or observations within 45 days;

. In case reply/observations received within stipulated time, the auditor is
required

. to forward report along with reply/observations and comments to Central
Government within 15 days of receipt of such reply/observations.

. In case reply/observations not received within stipulated time (within 45 days)
the auditor should forward the report along with note containing details of
report for which failed to receive any reply/observations to Central
Government.

TEST YOUR KNOWLEDGE
MCQs

1. When credit purchases of ¥ 5,100 is recorded on credit side and credit sales
of ¥ 5,100 is recorded on debit side, this kind of error is called .

(@) Error of omission

(b) Compensating error
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(c)  Error of principle
(d)  Error of commission

2. If as a result of a misstatement resulting from fraud, the auditor encounters
exceptional circumstances that bring into question his ability to continue
performing the audit, he shall-

(@) Withdraw from the engagement immediately
(b) Report to Audit team regarding withdrawal

(c) Determine the professional and legal responsibilities applicable in the
circumstances.

(d) Ask the management for his withdrawal
3.  Which of the following is an example of inflating cash payments?
(@) Making payments against purchase vouchers.
(b) Teeming and lading
(c)  Not accounting for cash sales fully.
(d) Making payments againstiinflated wouchers.

4.  The type of errors, existence of which becomes apparent in the process of
compilation of accounts is known as:

(@) Self-revealing errors.
(b) Intentional errors
(c) Concealed errors
(d) Unconcealed errors.
5.  Misappropriation of assets may occur because there is-
(@) Adequate record keeping with respect to assets
(b) Known history of violations of securities laws.
() Lack of complete and timely reconciliations of assets

(d) Dispute between shareholders in a closely held entity
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Correct/Incorrect

State with reasons (in short) whether the following statement is correct or
incorrect:

()  Teeming and lading is one of the techniques of inflating cash payments.
(i)  Fraud can be termed as intentional error

(iii)  Auditor needs to report to Central Government in case of fraud involving 20
lakhs rupees.

(iv) The primary responsibility for the prevention and detection of fraud rests with
both those charged with governance of the entity and management.

(v)  Fraudulent financial reporting only involves manipulation, falsification or
alteration of accounting records or supporting documents from which
financial statements are prepared.

Theoretical Questions

1.  What do you understand by the term ‘fraud’? Provide its meaning as given as
under the Standard on Auditing (SA) 240.

2.  Briefly explain self-revealing errorsmwithsthe help of some illustration.

3.  There are many ways for cash defalcation, one of which is suppressing cash
receipts. List out few techniques of how the receipts are suppressed.

4. Fraud Risk Factors are the events or conditions that indicate an incentive or
pressure to commit fraud or provide an opportunity to commit fraud.

Further, the nature of the industry or the entity’s operations also provides
opportunities to engage in fraudulent financial reporting. List out some of
the cases from where these opportunities may arise.

5. You notice a misstatement resulting from fraud or suspected fraud during the
audit and conclude that it is not possible to continue the performance of
audit. As a statutory Auditor, how would you deal?

ANSWERS/SOLUTIONS

Answers to MCQs
1. (b) 2. (c) 3. (d) 4. (a) 5. (c)
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Answers to Correct/Incorrect

(i)

(i)

(iii)

(iv)

(V)

Incorrect: Teeming and Lading is one of the techniques of suppressing cash
receipts and not of inflating cash payments. Money received from one
customer is misappropriated and the account is adjusted with the subsequent
receipt from another customer and so on.

Correct: Fraud is the word used to mean intentional error. This is done
deliberately which implies that there is intent to deceive, to mislead or at least
to conceal the truth. It follows that other things being equal they are more
serious than unintentional errors because of the implication of dishonestly
which accompanies them.

Incorrect: As per section 143(12) of the Companies Act, 2013, if an auditor of
a company, in the course of the performance of his duties as auditor, has
reason to believe that an offence involving fraud is being or has been
committed against the company by officers or employees of the company, he
shall immediately report the mattengtogthe Central Government (in case
amount of fraud is ¥ 1 crore or above) orAudit Committee or Board in other
cases (in case the amount of fraud involved is less than 1 crore) within such
time and in such manner as may. be prescribed.

Thus fraud involving amount of 20 fakh rupees should be reported to Audit
Committee.

Correct: As per SA 240 “The Auditor’s Responsibilities Relating to Fraud in an
Audit of Financial Statements’. It is important that management, with the
oversight of those charged with governance place a strong emphasis on fraud
prevention, which may reduce opportunities for fraud to take place, and fraud
deterrence, which could persuade individuals not to commit fraud because of
the likelihood of detention and punishment. This involves a commitment to
create a culture of honesty and ethical behavior which can be reinforced by
an active oversight by those charged with governance.

Incorrect: As per SA 240, "The Auditor’s Responsibilities Relating to fraud in
an Audit of Financial Statements’, fraudulent financial reporting may involve
manipulation, falsification or alteration of accounting records or supporting
documents from which financial statements are prepared, misrepresentation
in or intentional omission from, financial statements of events, transaction or
other significant information or intentional misapplication of accounting
principles relating to amounts, classification, manner of presentation or
disclosure.
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Answer to Theoretical Questions

1. Meaning of Fraud: The SA 240 'The Auditor’'s Responsibilities Relating to
Fraud in an Audit of Financial Statements; defines the term fraud as an
intentional act by one or more individuals among management, those
charged with governance, employees, or third parties, involving the use of
deception to obtain an unjust or illegal advantage.

2. Self Revealing Errors: These are such errors the existence of which becomes
apparent in the process of compilation of account. A few illustrations of such
errors are given hereunder, showing how they become apparent.

Trial balance is

() | Omission to post a part of a thrown out of

journal entry to the ledger.

agreement

(i) | Wrong totaling of
Purchase Register

the

Control Account [e.g. the Sundry Trade
payables Account) balances and the
aggregate of the balance in the
personal ledger will disagree.

A failure to record in the cash

(ii)

withdrawn from the bank!

book amounts paid into or

Bank reconciliation statement will show
up error.

(iv)

A mistake in recording
amount received from X in

Statements of account of parties will
reveal mistake.

the account of Y.

From the above, it is clear that certain apparent errors balance almost
automatically by double entry accounting procedure and by following
established practices that lie within the accounting system but not being
generally considered to be a part of it, like bank reconciliation or sending
monthly statements of account for confirmation.

3.  Declaration of Cash by Supporting Cash Receipts: Refer Para 2.2.2.2
4.  Fraud Risk Factors-Opportunities. Refer 4.1

5. Impossible to Continue the Performance of Audit: refer Para 6.

© The Institute of Chartered Accountants of India



	Blank Page
	Blank Page
	Blank Page



